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Foreword

| am pleased to present the Semiannual Report for the Office of Inspector General (O1G), Small Business
Administration (SBA), covering our activities from October 1, 2002, through March 31, 2003.

Since | am new to the SBA OIG, having just been sworn in on April 21, 2003, the work presented in this
report is the result of the outstanding efforts and dedication of the previous Inspector General, Phyllis
Fong, the Acting Inspector General, Peter McClintock, and the entire OIG staff. Ms. Fong led the office
until December 2, 2003, when she was sworn in as Inspector General at the U.S. Department of
Agriculture. Mr. McClintock served as Acting Inspector General from that time until my arrival. | am
excited about the new challenges | face as the Inspector General, and favorably impressed by what | have
seen thus far in OIG.

Since | arrived, | have become aware of the very significant accomplishments this Office made during the
reporting period. The Office issued 21 reports on efficiency and effectiveness activities with significant
recommendations for improvement in Agency operations to reduce fraud and unnecessary losses and
recover of funds. Asaresult of investigations, there were 31 indictments and 15 convictions of subjects
who in some way defrauded the Federal Government. The Office collectively reviewed 186 legidative,
regulatory, policy, and procedural proposals concerning SBA and Government-wide programs. Overall,
OIG dollar accomplishments from all activities totaled almost $10 million. All of this was accomplished
with an appropriation of $12.3 million and an average staff level of 100.

During this reporting period the Office refocused its efforts on accomplishing the goals set forth in its new
strategic plan to: (1) prevent fraud and unnecessary losses in SBA programs; (2) improve the security over
and accuracy of SBA accounting and management information, including performance data; (3) assist
SBA in improving its small business development programs; (4) assist SBA management in identifying
and resolving persistent and emerging management issues; and (5) strengthen our ability to identify and
have maximum impact on the most significant SBA issues. All of our key work and findings are listed by
goal in the body of the report.

| would like to take this opportunity to thank Administrator Barreto and his senior staff for their outreach
to me during this transition and their continued support of OIG and the work we do. In order for OIG to
make areal difference in promoting the efficient and effective operations of Agency programs and
preventing fraud, waste, and abuse, we must have the support of Agency senior management. | look
forward to continuing the relationship the current Administration has forged with OIG and to leading OIG
to accomplish it mandated mission.

Dol DomS

Harold Damelin
Inspector General
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Overview of SBA and OIG

The Small Business Administration

The Small Business Administration (SBA) was established in 1953, to assist small businesses from startup
through the many stages of growth. SBA’stwo mgor goals are to help small businesses succeed and to
recover from disasters. SBA offers many services to entrepreneursthrough its Office of Capital Access,
Office of Entrepreneurial Development, Office of Government Contracting and Business Devel opment, and
Office of Disaster Assistance Such services include assistance with developing a business planusing
counseling services and resource partners, obtaining financing through the Agency’ s various business and
disaster lending programs, marketing products and services, accessing Federal procurement opportunities,
and addressing management issues. SBA programs are delivered by a network of field officesin every
State, the District of Columbia, the U.S. Virgin Idands, Guam, American Samoa, and Puerto Rico. SBA has
an FY 2003 appropriation of $768.5 million and has 3,760 employees (number of employees includes
Disaster Assistance and Office of Inspector General (O1G) personnd).

The Office of Inspector General

SBA OIG was established by the Inspector General (1G) Act of 1978. Through its five divisions, the Office
performs the following functions nationwide, as mandated by Congress.

The Auditing Division conducts audits to accomplish program performance reviews, internal control
assessments, and financia and mandated audits to promote the economical, efficient, and effective
operation of SBA programs.

The Investigations Division manages a program to prevent and detect illegal and/or improper activities
involving SBA programs, operations, and personnel. The criminal investigative staff carries out a full
range of traditional law enforcement functions. The security operations staff ensures that all Agency
employees have the appropriate background investigations and security clearances for their duties. The
name check program provides SBA officials with character-eligibility information on loan applicants
and other potential program participants.

The Ingpection and Evaluation Division conducts assessments of the effectiveness of SBA programs
and activities, analyses of critical program issues, best practices studies, and research on matters
concerning SBA performance.

The Counsel Division provides legd adviceto al OIG components, represents OIG in litigation arising
out of or affecting OIG operations, and processes Freedom of Information and Privacy Act requests.

TheManagement and Policy Divisionis responsible for developing and executing the OIG budget;
developing and supporting information systems and hardware; developing OIG HR policy and providing
afull-service HR program to OIG; providing support services to headquarters (HQ) OIG employees;
managing a nationwide facilities management function; providing communications services, authoring
and publishing semi-annual, strategic, performance, and operating plans and reports; and reviewing and
commenting on proposed Agency policy.




Overview of SBA and OIG

OIG is headquartered in Washington, DC, and has field audit and investigation offices in Atlanta, Chicago,
Dallas, Denver, Houston, Kansas City, Los Angeles, Philadelphia, New Y ork, San Juan, and Sesitle.

As of March 31, 2003, OIG's on-board strength was 99. The OIG FY 2003 appropriation is $12.4 million,
with a $500,000 transfer for disaster assistance oversight activities less a $3,250 rescission, and an additional
$80,743 rescission from OIG’ s appropriation.

OIG’svison isto improve SBA programs by identifying key issues facing the Agency, ensuring that
corrective actions are taken, and promoting a high level of integrity. OIG continues to focus on serving the
needs of our customers and stakeholders and on safeguarding SBA resources from waste, fraud, and abuse.
OIG issued its new Strategic Plan for FY 2003-2007 during this reporting period. The five strategic gods
we seek to achieve under our new plan are to: (1) prevent fraud and unnecessary losses in SBA programs,
(2) improve the security over and accuracy of SBA accounting and management information, including
performance data; (3) assist SBA in improving its small business development programs; (4) assist SBA
management in identifying and resolving persistent and emerging management issues; and

(5) strengthen our ability to identify and have maximum impact on the most significant SBA issues.
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Significant OIG Activities

Prevent Fraud and Unnecessary L osses in SBA Programs

SBA has awide range of programs designed to help small businesses gain access to capitd, participate in the
Federal procurement market, and better plan and manage their operations. Seventy-five percent of SBA's
resources are devoted to financia assistance programs. Chief among these is the Section 7(a) program -- SBA's
largest lending program and its primary vehicle for providing small businesses access to credit. This program is
vulnerable to fraud and unnecessary losses because it relies on numerous parties (borrowers, loan agents, lenders,
and SBA) to complete loan transactions. The processes for loan approval are inherently risky and no party
necessarily has complete knowledge of the activities of the other parties.

The disaster loan program is another key SBA lending program. It isthe primary form of Federal assistance for
non-farm individuals and businesses that suffer disaster losses. This program is vulnerable to fraud and
unnecessary |osses due to the need to expedite processing of disaster loans.

All SBA programs have some vulnerability either because of insufficient internal controls or dishonest program
participants who take advantage of the program. Below are highlights of OIG’ s accomplishments in preventing
fraud and unnecessary losses in SBA programs during this reporting period.

Fraud Detection and Prevention

During this semiannual reporting period the Investigations Division had 387 open investigations that involved
779 individua people or businesses. Our investigative efforts this period resulted in approximately $5 million in
potentia fines and recoveries, $4.6 million in loang/contracts not being approved, 31 indictments, and

15 convictions. These investigations were initiated as a result of complaints and allegations received from both
the Agency and the public. The basic underlying theme in amost al of the allegations comes down to one
concept — a person or a company made misrepresentations to obtain money from SBA or to qudify for
participation in an SBA program. Generally the misrepresentation occurs before the approval, but some occur
after the fact. Nearly all of our investigations are based upon this smple alegation.

These misrepresentations take several forms. They may be related to the applicant’ s financial situation, the
individua’s crimina history, the actua use of funding provided through an SBA program, or even the person’s
true identity or status of citizenship. The misrepresentations may involve elaborate plots with forged documents
and corrupt employees of the lending ingtitution or of the Government, or failure to admit to previous bankruptcy
or to include the SBA loan on anew bankruptcy. The examples below demonstrate the simple thread of
misrepresentations that lead to a vulnerability for the Agency. Because SBA relies so heavily upon the
truthfulness of the applicants, thiswill remain an extremely vulnerable area that OIG will continue to focus it
work on.

With the cooperation of the New Jersey Department of Criminal Justice and the Environmental Protection
Agency OIG, OIG performed an investigation of a company in East Rutherford, New Jersey, based on
allegations that two company officias diverted $1 million in SBA-guaranteed loan funds to pay off other bills
and debts, rather than purchasing the equipment needed to support the company, and illegally discharged
chemical and industrial wastes. The company went out of business. The two individuals pled guilty to State
charges and were sentenced to 5 %2 yearsin prison and 7 years in prison, respectively.

A Poplar Bluff, Missouri, company settled a civil lawsuit, without admitting liability, by repaying the
Government $303,010 and forgoing $196,989 in payments due the company. This was the result of an
allegation that the company falsely claimed being socially and economically disadvantaged to qualify for
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SBA'’s Section 8(a) program, leading to the company winning Government contracts. The president himsalf
was sentenced, as aresult of a plea, to 3 years probation and $140,000 in fines and restitution. The president
and the company were also suspended from doing further business with the Government. The Department of
Labor OIG and FBI both participated in this investigation with OIG.

An Elkins, West Virginia, company was investigated by OIG and FBI regarding allegations of bank fraud and
making false statements. The defendant obtained two lines of credit and a demand note valued at up to
$780,000 based upon an SBA guarantee. The president of the company pled guilty to charges that he used
fagfied invoices in the application to the bank. This inflated the apparent cash flow and the company’s
viahility in the bank’s decision making process. The plealed to the president being sentenced to 12 months
in prison with a 5-year supervised release and ordered restitution of $127,981.

Following one recent investigation, the co-owner of a Dallas, Texas, dry cleaner was convicted of bank fraud
and making false statements to SBA to obtain a $77,500 SBA-guaranteed loan. He did not disclose credit
card and other persona debts in the application to the bank, nor did he tell the bank that his finances had
become worse before he received the loan disbursement. Asaresult of OIG’ s investigation with the Postal
Inspection Service and the Federal Bureau of Investigation (FBI), he was sentenced to 21 months in prison,

5 years of supervised release, and was ordered to pay $76,767 in restitution.

Another investigation involving a Section 8(a) program participant led to the sentencing of a Raleigh, North
Carolina, company president to 24 months in prison, an additional 36 months supervised release, and

$1.5 million in restitution on charges of mail fraud. The company falsely claimed it had paid its
subcontractors on Government projects. Because the subcontractors were not actualy paid, the Government
had to contract out for the performance of tasks not completed by unpaid companies.

Recently OIG concluded an investigation involving a woman who obtained a $40,000 SBA disaster loan by
using the socia security number and name of another woman. During the investigation she aso falsely tried
to obtain information by claiming to be a representative of the U.S. Attorney’s Office. This woman was
convicted at trid and was sentenced to 78 months in prison, 36 months supervised release as well as $40,000
restitution to SBA, with an additional $1,700 to Federal Emergency Management Agency for asimilar
disaster related loan. Such a scheme not only impacts the SBA but the individua whose identity has been
stolen.

In the two following investigations the Government had the added vulnerability of Federal employeeswho
accepted bribes.

The first involved an SBA employee who was convicted of bribery and sentenced to 60 months of probation
in addition to a $10,000 fine. The borrower, who received a $462,000 SBA-guaranteed |oan, was sentenced
to 33 months in prison with another 10 months for parole violation and ordered to pay restitution up to
$462,000 to SBA. The borrower had provided false documents and lied about receiving money from other
sources to put into the business, making the company’ s viability look much better to the bank. Thisis called
afase equity injection. Further discussion regarding equity injections can be found on page 12.

In addition to corrupt Government employees, this investigation involves an area of increasing concern to
OIG. The subject of this investigation was a certified public accountant (CPA) who isaloan packager. She
helped prepare and submit 39 loan applications that included 164 fasified Federal income tax returns,

49 fraudulent tax return verifications, plus fraudulent capital injections valued at $1.75 million. Other
documents that were submitted included false oil and commercia leases, inventory purchases, and financial
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records. The investigation indicated that employees of the Internal Revenue Service provided some of the
falsified documents. Their referrals are being handled by the Treasury |G for Tax Administration. The CPA
loan agent pled guilty to charges and was sentenced to 33 monthsin prison, 36 months of supervised release,
and $1,676,569 in restitution. We are increasingly becoming aware of abuses by loan agents who target not
only Government lending programs, but aso non-citizen borrowers who may be more vulnerable to such
misdirection and are also forced to pay exorbitant amounts of money to these individuals for their services.

Appendix VIII contains a description of al OIG investigations cases that have involved legal action, such as
arrests, indictments, convictions, and sentencings.

Character Eligibility

SBA requires applicants for assistance to meet certain character standards before participating in Agency
programs. OIG's Office of Security Operations (OSO) is responsible for ensuring that program participants meet
these standards by processing name checks and, where appropriate, fingerprint checks on applicants. OSO also
assists the Agency in making character eligibility determinations through its on-line connection with FBI’'s
Machine Readable Data system by referring applicants who appear to be indigible to program officias for
adjudication. During this reporting period, OSO made referrals that resulted in SBA’s business loan program
managers declining 31 applications and disaster loan program officials declining 11 applications, totaling more
than $7.8 million and nearly $872,000 respectively , making credit available to other applicants without character
digibility issues. In addition, officials of SBA’s Section 8(a) program declined five applications for certification.
Almost $238 million in loans have been declined during the last 10 years due to character igibility.

OSO dso coordinates background investigations for Agency employees required to have security clearances.
During this reporting period, OSO initiated 94 background investigations and issued 27 security clearances. OSO
also reviewed and adjudicated 115 background investigative reports in accordance with Executive Order 10450
and OMB Circular A-130, and coordinated with SBA’s Office of Disaster Assistance to adjudicate 59 derogatory
background investigative reports forwarded for review and appropriate action.

OIG Fraud Awar enessBriefings

During the reporting period, OIG conducted 4 briefings to more than 165 SBA employees, lenders, and other
resource partners as part of its mission to educate its customers on identifying waste, fraud, and abuse. During
this reporting period nearly 55 percent of the investigations initiated by OIG originated from within the Agency
in the form of referrals either from program heads or other SBA employees. This cooperation indicates the strong
commitment of SBA employees to reducing waste, fraud, and abuse in Agency programs and improving the
Agency’ s management and control of its programs. The shift in SBA’s role from primarily reviewing and
processing loans to increasingly providing oversight of lending practices, has caused OIG to change its briefing
strategy. Because continued success will depend increasingly on lender referras, OIG has expanded its integrity-
awareness briefing program to include participating lenders and other interested parties.
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| mproper Payment Detection and Prevention

The Auditing Division concluded severa audits during this reporting period that assisted the Agency in
preventing unnecessary |0sses.

Improper Contract Modifications

An audit of SBA’s due diligence contract for the sale of SBA loansin Asset Sales 3 and 4, found that SBA
improperly modified the contract through an oral modification that resulted in $2.2 million of increased costs
Also, SBA’s oversight of the contractor was not sufficient to preclude acceptance and payment of unauthorized
iNvoices.

SBA paid the contractor $2.2 million in excess of what should have been paid according to the terms of the
contract for “drive-by” appraisas provided for Asset Sale 3 and over $23,000 for duplicate or upgraded third
party reports for Asset Sde 4. The payments occurred because: (1) the contracting officer significantly modified
the terms of the contract through an oral agreement; and (2) SBA did not closely review invoices and supporting
documentation. OIG recommended that the Agency seek recovery of the $2,181,125 overpayment from the
contractor or ratify, if justified, the verbal modification of the contract in accordance with SBA and applicable
Federa requirements and ensure that al future contract changes are made using a properly signed written contract
modification.

OIG aso recommended that the Agency: (1) ensure SBA’s oversight responsibilities of due diligence contracts
awarded to the contractor for Asset Sales 1, 4, and 6 are accomplished by obtaining reconciliation data detailing
all third party reports billed against each loan; (2) recover amounts paid for unwarranted duplicate and upgraded
third party report costs identified as a result of the above reconciliation from the contractor; (3) require the due
diligence contractor to conduct an analysis to verify the accuracy of invoicing for third party reports against its
reports database to identify and adjust payments for any unwarranted duplicate or upgraded third party reports;
and (4) contract with a recovery audit firm to identify and recover any erroneous payments, i.e., unwarranted,
duplicate, or upgraded third party report costs if SBA is not satisfied with the contractor analysis.
http://www.sba.gov/| G/03-19.pdf

OIG ldentifiesUnnecessary Paymentsfor Loan Guarantees

As part of an on-going review of loans that default early and shortly after disbursement, OIG issued two audit
reports that resulted in the return of $987,057 in guaranty payments from lenders. For one loan OIG found that:

The borrower’ s principals were delinquent on 7 loans from the U.S. Department of Agriculture, totaling
$279,379, at the time of the SBA loan disbursement. SBA regulations provide that applicants are indligible
for an SBA business loan if the applicant or an affiliated business previoudy defaulted on a Federa loan
which resulted in aloss. Although the borrower did not identify the affiliated business in the application, the
principals 1995 tax returns included with the loan application disclosed the name of the affiliated business.
The lender knew the borrower was in weak financial condition and did not properly analyze the borrower’s
repayment ability.

The borrower did not meet the required equity injection.

Asaresult, the lender repaid SBA the guaranty amount of $609,203. http://www.sba.gov/I G/3-01.pdf
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For the second loan, OIG found that:

The lender did not adhere to Standard Operating Procedure (SOP) 50 10 4, that states that the ability to repay
aloan from the cash flow of the business is the most important consideration in SBA’s loan making process.
The lender did not follow prudent lending practices and did not adequately determine repayment ability and
misrepresented the borrower’ s equity injection.

The borrower misrepresented materia facts in applying for the loan.

The borrower defaulted on the loan because sufficient cash flow was not available to service business debts.

Asaresult, the lender repaid the guaranty purchase amount of $377,854. http://www.sba.gov/| G/03- 07.pdf

Economic Injury Disaster Loans

The Small Business Administration Disaster Loan Program is the Federa Government’ s primary method for
funding the recovery of small business disaster victims. When such victims need to borrow funds to repair or
replace uninsured damages, SBA’ s low interest rates and long terms make recovery more affordable. Under the
authority of the Small Business Act, SBA provides physical and economic injury assistance to business owners,
individuals, and non-profit organizations to rebuild, replace personal property, and overcome economic injury.

Economic injury disaster assistance is available only to small business owners who have suffered a substantial
economic injury and are unable to obtain credit elsewhere. 1n addition, economic injury assistanceis available to
disaster victims who are designated a major source of employment in an area affected by a disaster.

The audit disclosed that borrowers obtained low-interest, taxpayer-subsidized economic injury disaster loans
despite having net assets available to use directly to alleviate their economic injury or to provide them credit
esewhere. This conclusion stemmed from a statistical sampling of borrowers where OIG identified cases where
loan recipients had at least $10 in available net assets for each $1 borrowed. As aresult, for loans of $150,000 or
less approved during fiscal years 1997 through 2000, taxpayers subsidized an estimated $114 million in loans at
an estimated taxpayer cost of $25 million for individuals and businesses that had the means to alleviate their
economic injury. This occurred because SBA procedures provided 2 months of economic injury benefits
automatically and deemed borrowers eligible by concluding they were unable to obtain credit elsewhere even
though they had available net assets of up to $750,000. In addition, SBA did not consider the relationship of
available net assets to the economic injury sustained by the borrower, when the available net assets were below
this threshold.

OIG recommended that the Agency:

Define available net assets.

Establish aratio that identifies reasonably available net assets relative to the economic injury loan amount.
Use empirical datato determine: (1) the appropriateness of using the $750,000 threshold of total net available
assets, and (2) the blanket application of the 50 percent equity rule to ascertain available net assets that could
be used to aleviate economic injury or obtain credit el sewhere.

The Agency disagreed with the finding presented in the report and non-concurred with each of the
recommendations. Management stated that OIG’ s finding is based upon a narrowly defined formula devel oped
by OIG during the audit. Further, the formula appears to assume al “available net assets’ of the small business
were available to offset the economic injury and/or damage caused by the disaster, but did not consider the
overdl financia condition (debt to asset levels, validity/accuracy of asset vaues, liquidating values of working
capital requirements to maintain operations until the business returns to normal) of the small business and/or its
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ability to aleviate the economic injury from their own resource without undue hardship. The Agency believed
SBA-established thresholds filter out those applicants who would have undue hardships in financing their own
“economic injury” or obtaining credit elsewhere at reasonable terms and conditions.

OIG bdieves this standard automatically qualifies more than 80 percent of the applicants for taxpayer subsidized
economic injury disaster loans and assumes that an applicant with net worth of up to $1.5 million would suffer
undue hardship if they had to use their own assets to cover the disaster related losses. http://www.sba.gov/IG/03-

13.pdf

Improve Security Over and the Accuracy of SBA Accounting and
Management |nformation, Including Performance Data

SBA depends on a complex IT environment that includes over 40 mission critical systems running on legacy
mainframes and minicomputers. SBA hashad difficulty producing reliable day-to-day financial and management
information to support its operations, primarily because of reliance on outdated information technology (1T)
systems that are not integrated. SBA has aso had difficulty developing appropriate and reliable performance data
to support its implementation of the Government Performance and Results Act. As OIG has previously noted,
SBA has ambitious plans to upgrade its systems, including those used for loan monitoring and financia
management. This modernization effort is critical to the success of SBA’s operations and to reducing

operational, data integrity and security risks. OIG’swork in this area has been both through the Management
Challenge resolution process as well as audit and inspection and evaluation projects.

Independent AuditorsDisclaimed Their Opinion on SBA’sFY 2002 Financial Statements

OIG isresponsible for monitoring the audit of SBA’s financia statements annually. During this reporting period,
the independent auditors disclaimed their opinion on the FY 2002 and the restated FY 2001 financial statements.
The auditors noted scope limitations on their work in the areas of disaster loan program modeling, pre-1992 loan
guarantees, and the Master Reserve Fund (MRF). Asaresult, the auditors were unable to satisfy themselves asto
certain financia statement and footnote amounts as described in the Independent Auditor’s Report. The audit
identified six reportable conditions, five of which the auditors deemed to be material weaknesses. In addition, the
auditors found that SBA was not in substantial compliance with the Federal Financial Management |mprovement
Act (FFMIA) and that the funds control shortcomings described in their independent auditor’s report on Interna
Control represent noncompliance with Office of Management and Budget (OMB)

Circular A-11.

In response to the report, Agency management stated that they are strongly committed to addressing al of the
issues raised by the independent auditor. SBA aso stated that it is committed to full compliance with all
financial management laws, regulations, and policies. http://www.sha.gov/| G/03-06.pdf

Controls Over Financial Management Systems Need | mprovement

As part of the annual financial statement audit, the independent auditors reviewed genera and application
controls over SBA’sfinancial and information management systems to determine compliance with various
Federal requirements and issued areport. The independent auditors concluded again, asthey did for FY 2001,
that SBA made progress toward implementing an agency-wide systems security program, however,
improvements are still needed. In the genera control areas the Agency needsto improve: (1) entity-wide
security program controls; (2) access controls; (3) application software development and program change
controls; (4) system software controls; (5) segregation of duty controls; (6) service continuity controls;
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(7) review of mainframe operations; and (8) Joint Accounting and Administrative Management System (JAAMS)
application controls. In application control areas the A gency needs to improve: (1) authorization controls;
(2) completeness contrals; (3) accuracy controls; and (4) controls over the integrity of application processing.

Agency management agreed with 19 of the 25 recommendations and partially agreed with the remaining
6 recommendations.

OIG Evaluates SBA’s Critical Infrastructure Protection Plan (CIPP)

OIG conducted an audit of SBA’s CIPP to assess the adequacy of SBA’s implementation activities in the areas
of: (1) risk mitigation; (2) emergency management; (3) interagency coordination; (4) resource and organization
requirements; and (5) recruitment, education, and awareness. The review found that SBA: (1) completed
vulnerability assessments and security plans for 22 of the 37 critical information systems; (2) established an
emergency management program to respond to computer incidents; (3) performed information system security
reviews at private sector contractor locations where important services are provided through a cyber-based
infrastructure; (4) included resource and organization requirements necessary to protect the cyber-based
infrastructure in annual budget plans; and (5) implemented a training and education program for information
technology security personnel and a security awareness training program.

SBA had not, however, updated and utilized its CIPP to manage SBA’s critical infrastructure protection efforts.
In addition, SBA had not implemented CIPP requirements for risk mitigation and the reporting of computer

security incidents as part of its emergency management efforts. OIG made four recommendations to correct the
deficiencies identified in the report. The Agency agreed with the recommendations.  http://www.sba.gov/IG/03-

03.pdf

OI G Examinesthe Extent to Which FAST Program Recipients M easur e Performance of their Program
Activities

An inspection examined SBA’s Federal and State Technology (FAST) partnership program to assess the extent to
which recipients under the FAST program were measuring performance of their program activities, as required by
The Consolidated Appropriations Act of 2001. The report provides basaline information for the fina report to
Congress and information for SBA on needed program improvements. The inspection found that the FAST
program announcement and the notice of award could provide better information and guidance for applicants and
grantees on development of performance measures and how SBA will monitor performance. Further, the
program guidance focused heavily on output measures rather than outcomes.

OIG recommended that the FAST program office refine the program guidance to better assist gpplicantsin
narrowing the number of performance measures and refining those performance measures they intend to report.
In addition, OIG found that all grantees did not submit required semiannual reportsto SBA and recommended
that the program office contact each recipient that did not submit a report to encourage them to prepare and
submit areport. Findly, if reports are not forthcoming during the second funding cycle, steps should be taken to
withhold funding. http://www.shba.gov/| G/03-02.pdf

Assist SBA in Improving its Small Business Development Programs

SBA dffersarange of counseling and training services designed to help small businesses expand through a
variety of partner organizations. In addition, SBA operates the Section 8(a) business devel opment program,
established to help small businesses access the $200 billion Federal procurement market.




Significant OIG Activities

SBA isin the process of reviewing its business development programs to improve their integration and address
changes in the Federal procurement arena. OIG has noted that SBA needs to address specific issues relating to
the effectiveness and management of the Section 8(a) program, including the equitable distribution of contracting
opportunities among Section 8(a) participants, criteriafor determining economic disadvantage, and rules for
ensuring that Section 8(a) firms do not pass contracts to non-Section 8(a) firms, as well asimprove its ability to
measure the success of its Government contracting and business development programs and services.

OI G ldentifies Several Vulnerabilitiesin the Pro-Net Website

The Investigations Division issued a Program V ulnerability Memorandum (PVM) related to the SBA Pro-Net
website. Pro-Net is described by SBA as a gateway of procurement information for and about small businesses.
It is open to al small firms seeking Federd, State, and private contracts and serves as a search engine for
Government contracting officers and a marketing tool for small firms. According to the SBA website, Pro-Net
contains information on approximately 150,000 small, disadvantaged, Section 8(a), HUBZone, and womert+
owned businesses. The companies themselves enter al datainto Pro-Net, there is no independent verification
without an alegation. It has been alleged that certain firms listed in Pro-Net are not smal and are improperly
reaping the marketing benefits of being listed in the SBA database.

The review of the Pro-Net database website revealed that: (1) the firms do not receive sufficient information
regarding the requirement that the firm be small in accordance with SBA size standards; (2) the firms receive no
advisement of the crimina statutes, penalties and/or regulations that apply to the submission of false information
to the U.S. Government; (3) the firms are not required to recertify their qualifications for participation in the cited
programs; and (4) the contracting officers are provided no information regarding requirements to obtain
independent certification relative to size eigibility.

Further, with the implementation of the Central Contracting Registration (CCR) database/Pro-Net consolidation,
Pro-Net registrants are immediately transferred to the CCR database to input registration information. The CCR
does not elaborate on the statutes, regulations, and penalties for false statements. Once aregistrant in CCR
indicates that they are small, the information is then forwarded to Pro-Net, thus eiminating the opportunity for
SBA to dert the registrants to these considerations.

The Agency has reported the removal of 6530 data entries from the Pro-Net database since the initiation of our
review. OIG isdtill awaiting final response from the Agency on our forma recommendations.
http://www.sba.gov/| G/03-09.pdf

HUBZone Program Eligibility and Internal Controls Reviewed

OIG audited the digibility of 15 HUBZone companies and reviewed the HUBZone Empowerment Contracting
program’sinternal controls in an effort to determine: (1) if 15 certified HUBZone companies met the four criteria
for participation in the HUBZone program; and (2) whether the program office’ sinternal controls over the
selection and monitoring of participating companies were adequate to ensure that only digible firms are certified
and remain certified. OIG found that 11 of the 15 subject companies were either not in compliance with
HUBZone dligibility requirements or could not be contacted by phone or mail and had presumably gone out of
business; and the program’sinternal controls were inadequate to ensure that only eligible firms are certified and
remain certified. Therefore, thereis little assurance that the program will provide increased employment,
investment and economic devel opment for depressed areas. Since indligible companies could receive HUBZone
contracts, the program is also vulnerable to Federal contracting fraud. OIG made three recommendations to
correct the deficiencies identified in the report and the Agency agreed. http://www.sba.gov/I G/03-05.pdf
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Significant OIG Activities

Assist SBA Management in Identifying and Resolving Persistent and
Emerging Management |ssues

In response to congressional requests and the Reports Consolidation Act of 2000, OIG developed a list of the
most serious management challenges facing SBA and issued the annual report (see Top Management Challenges
section). Thelist represents areas identified as vulnerable to fraud, waste, abuse, and mismanagement, or that
otherwise pose significant risk. The challenges generally have been the subject of one or more OIG or GAO
reports and are often confirmed by fraud or abuse found by our investigators. OIG is committed to assist SBA
management in identifying these issues and making recommendations for quick and efficient corrective actions.
OIG has developed the list and conducted several audits and inspections focusing on the five goals of the
President’s Management Agenda: 1) Human Capital Management; 2) Competitive Sourcing; 3) Financia
Management; 4) E-Government; and 5) Budget and Performance Integration.

Section 7(a) Business L oan Guaranty Pur chase Process

The OIG audit concluded that SBA hastaken several actionsin recent years to improve the guaranty purchase
process, including making periodic quality assurance reviews and issuing Policy Notice 5000-831, “7(a) Loan
Guaranty Purchase Policy,” on October 2, 2002. While these actions should improve the purchase process,
additional measures are needed to strengthen purchase decisions and protect SBA from making erroneous
guaranty payments to lenders that do not originate, service, and/or liquidate loans in accordance with SBA rules
and regulations. Prior to SBA issuing Policy Notice 5000-831, the Section 7() guaranty loan purchase process
did not aways identify materia lender non-compliance with SBA rules and regulations and protect SBA from
making erroneous guaranty purchase payments. The purchase proceduresin effect at the time the audit work was
performed had not been updated since 1983. Consequently, the purchase process did not incorporate the
necessary controlsto offset the increased risk of delegated lending authority under the Preferred Lenders Program
with reduced oversight by SBA.

Materia lender non-compliance involved loan origination and closing, servicing, and liquidation actions in seven
areas. The most significant deficiencies, by dollar amount, occurred in repayment ability, equity injection, and
use of loan proceeds. By not identifying the materia deficiencies, SBA paid $7.6 million in erroneous payments
on 30 of 153 loans reviewed.

The Guarantee Purchase Review (GPR) process was established primarily to assess the accuracy of prior
purchase decisions and identify areas for improvement. The GPR process did not identify all inappropriate
purchase decisions because the GPR teams did not get the lender’ s loan files and the sampling methodology did
not include loans that represented the population because statistical sampling techniques were not used. As of
September 30, 2002, approximately 4,000 loans with guarantees totaling $675 million were excluded from the
GPR process because the |oans were not purchased and charged off within the specified time frame.
Consequently, SBA could not use the results of the GPR to estimate within an acceptable level of confidence the
erroneous payments made.

OIG recommended that SBA: (1) establish criteriafor obtaining the entire lender’ s loan files to ensure al
deficiencies are detected and the GPR teams request lender loan files on a sampling basis; (2) establish
timeframes for completing the training for al individuals involved with the guaranty purchase process; (3) use
valid statistical sampling techniques to select loans for GPR reviews, and (4) revise the loan selection criteria for
GPR reviews by deleting the requirement that loans must be purchased and charged off within a specific time
frame. SBA management indicated it would evaluate the benefits of obtaining the lenders loan files and that a
timeline for training staff responsible for making purchase determinations has been established. Management did
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Significant OIG Activities

not agree to implement the recommendations for improving the GPR process, i.e., obtain the lenders loan files on
asample basis or change the method used to select loans for review by using valid statistical sampling techniques
and eliminating the requirement that a loan be purchased and written of f within a specific time frame. OIG
believes that implementation of the recommendations to improve the GPR process would improve the evaluation
of prior purchase decisions and allow SBA to reliably estimate and report erroneous payments.
http://www.sba.gov/| G/03-15.pdf

As acompanion to the audit report, the Inspection and Evaluation Division conducted two surveys, one
completed by digtrict directors and branch managers and one by SBA loan officers and other employees who are
the primary processors of guaranty purchase requests, to determine field office personnel’ s experience with the
guaranty purchase process. The resultant report presents an analysis of the results.

The directors survey focused on: (1) workload; (2) management; and (3) the purchase process. Directors
responses indicated that most offices receive three or fewer purchase requests per week; about half of the
respondents reported a small backlog. A dight majority of the respondents indicated their decisions to deny
purchase requests were supported by Headquarters, athough a voca minority disagreed. An overwhelming
majority reported that their offices had found it smpler to ask the lender to repair or withdraw the guaranty
request. They aso reported using different criteria for various lenders and loans.

The loan officers survey focused on: (1) workload; (2) management; (3) the review process; (4) individua
experience; (5) documentation; (6) training; (7) risk assessment; (8) monitoring; and (9) communication. A
majority of loan officersindicated that the SOP needs to be strengthened and, conversaly to the directors, did not
believe their denial recommendations were supported by SBA Headquarters. Most |oan officers specified that
they use different criteriafor different lenders, largely due to poor performance by the particular lender. A
majority of loan officers aso reported they had not received formal training, and although not specifically asked
in the general comments section, many offered unsolicited requests for formal training.

http://www.sba.gov/I G/03-16.pdf

OIG Analyzes Past Work to Determine Why Equity I njection Continuesto Be an Issuein Section 7(a)
Loans

OIG conducted a study involving an analysis of numerous audits and investigations where equity injection was
identified as a prominent problem in Section 7(a) loans. The purpose of the study was to synthesize past OIG
work to identify patterns of problems indicative of systemic program weaknesses and suggestions for solutions to
these weaknesses. Anaysis of this previous OIG work, and of SBA’s guidance and forms, revealed that SBA
guidance regarding equity injection is unclear. To remedy this inadequacy, OIG recommended that SBA revise
SOP 50 10 4, the Loan Authorization, and loan application forms. These revisions should provide detailed
guidance on amounts of injection the Agency requires, documentation the lender should provide to prove that the
injection took place, as well as what the Agency will accept as evidence that the borrower’ s injection is not
encumbered. In addition, standardized training for all Agency and lender employees as well as an Application
Checklist should be developed.

The Agency did not agree with the recommendation that addressed the establishment of a firm minimum
quantifiable equity injection level. SBA’s concern was that the Agency needs flexibility and that the amount of
equity injection would vary from industry to industry as well as case to case. The OIG response indicated that the
report findings and recommendations regarding equity injection amounts speak to the issue of clarification of
guidance for the lenders and SBA. The Agency may take corrective action using any of severa approachesto
resolve the lack of information that currently exists. Initsinitia response, SBA did not address the remaining

12




Significant OIG Activities

four recommendations. OIG will continue to seek implementation and resolution of the five recommendations
through SBA’s follow-up process. http://www.sba.gov/| G/03-21.pdf

OIG Makes Major Recommendationsto Correct Deficienciesin the Master Reserve Fund (MRF)
Accounting Procedures and the Fisca Transfer Agent (FTA) Functionsand Contract M anagement

OIG conducted an audit to determine whether the: 1) MRF was properly accounted for in accordance with
Federal regulations; 2) FTA properly performed its functions; and 3) FTA contract was properly awarded,
administered, and monitored. The audit disclosed the following.

The results of MRF operations were not properly accounted for in accordance with Federal accounting
regulations and Federal financial management procedures. SBA neither knew the fiscal health of the MRF
nor timely reported this information to Agency decision-makers. SBA had not implemented financial
reporting procedures that would identify the results of loan pooling operations (surpluses and shortfalls)
within the MRF, nor analy zed the MRF for future potential revenues and projected shortfalls from loan
pooling operations. The MRF aso had not been treated in a manner similar to atrust fund and public funds
held in the MRF were not registered with symbols and titles by the Department of Treasury in consultation
with OMB.

SBA has dlowed the FTA to hold basis point fees and other fees collected on behalf of SBA athough these
fees are due immediately to SBA. This allowed the FTA to receive approximately 23 days of float interest
per month on the fees and this was the compensation for providing the collection services. An estimated
$527,000 over 2 years was paid to the FTA. This practice is an inappropriate augmentation to SBA’s
appropriation as SBA had the FTA use the float cdllected on the fees as compensation for collecting these
fees rather than paying the compensation from appropriated funds.

SBA did not award, administer, and monitor the FTA contract in a manner that fully protected the interests of
the Federal Government or ensured that the Government received the best services for the least cost.
Specificaly: (1) the FTA contract was improperly extended beyond 5 years; (2) the legality of float
compensation payments to the FTA was unclear and an unsound business practice; (3) accurate FTA contract
costs were not tracked or maintained; (4) Federa regulations for administering the MRF does not exist; and
(5) there were discrepancies in the terms and conditions for auditing the FTA by its Independent Public
Accountant including meeting Freedom of Information Act requirements and the need to conduct “ Statements
on Auditing Standards 70" reviews.

OIG made 16 recommendations to correct the deficiencies identified in the report. The Chief Financia Officer
generally agreed with the recommendations addressed to him. Comments provided by the Associate Deputy
Administrator for Capital Access, Acting Assistant Administrator for Administration, and General Counsel did
not state whether they agreed or disagreed with the recommendations addressed to them and actions to address
the findings and recommendations will be evaluated during the audit resolution process.

http://www.sba.gov/I G/03-08.pdf

OIG Evaluatesthe Oversight of the Section 504 Loan Program

As part of OIG’s effort to evdluate SBA’s lender oversight effort, OIG conducted an audit to determine if SBA’s
oversight of the Section 504 loan program accomplishes a thorough and reliable evaluation of certified
development companies (CDC) to assess financia risk to the portfolio. The review found that athough the
Section 504 loan program appears to be operating efficiently, as evidenced by alow default rate, areas of program
oversight could be improved. Specificaly:
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Significant OIG Activities

SBA oversight did not adequately address financial risk;
Incomplete annual reports were used in compliance reviews; and
Lender oversight reviews were not tracked to ensure accomplishment once every 3 years.

OIG recommended that the Agency take action to design a separate review guide for the Section 504 |oan
program, ensure annual reports submitted by CDCs are complete, and implement a review tracking system.
Management agreed to develop areview guide specific to the needs and requirements of the Section 504 loan
program; indicated that a new tracking system for monitoring oversight reviews has aready been implemented,
and proposed that the Office of Lender Oversight, rather than the district offices, ensure that annual reports are
complete. http://www.sba.gov/IG/03-10.pdf

Strengthen O1G’s Ability to Identify and Have Impact on Significant
SBA Issues

By design, OIG’s gtrategic goals are focused on the critical issues facing SBA. To be successful in addressing
these goals OIG must also address its own internal management issues that are integral to the implementation of
our strategies such as human capita, information technology, and the resource alocation process. Consequently,
OIG devoted significant resources toward developing an integrated, consolidated performance plan that is
designed to reflect the actions that each OIG divison will take to support and implement the goals in the new
strategic plan. The plan serves as a mechanism for ensuring that the entire organization is focused on achieving
the same gods. http://www.sha.gov/I G/SBA Ol GStrategi cPlan07-09-2002.doc

14




Significant OIG Activities

Direct Investigation Time by Program Area
October 1, 2002, through March 31, 2003

Program Area Direct Time % Number of Investigations*
Closed** In Progress

Capital Access 79.14% 67 188

Disaster Assistance 9.4% 31 43

Government Contracting and 7.75% 16 19

Business Development

Agency Management 3.28% 6 15

Entrepreneurial Development 43% 1 1

Total 100% 121 266

* Includescivil cases ** |ncludes cases canceled
Direct Audit Time by Program Area
Octaober 1, 2002, through Mar ch 31, 2003
Program Area Direct Time % Number of Audits
I ssued In Progress

Capital Access 44.92% 26
Disaster Assistance .98% 1
Government Contracting and 5.97% 3
Business Development
Agency Management 38.4% 12
Entrepreneurial Development 9.73% 2
Total 100% 21 44




Top Management Challenges

For more information about OIG’ s assessment of the FY 2003 Agency Management
Challenges, please review our report available electronically at the following address:
http://www.sba.gov/I G/challenges.html.
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SBA needs to improve its managing for results processes and produce reliable
performance data

SBA faces significant challenges in financial management and reporting which
affectsits ability to provide reliable, timely and accurate financial information.

Information systems security needs improvement.

Maximizing program performance requires that SBA fully develop and implement
Its human capital management strategy.

SBA needs better controls over the business loan purchase process.
SBA needs to continue improving lender oversight.

The Section 8(a) Business Development program needs to be modified so that: more
participating companies receive access to business development, and standards for
determining economic disadvantage are clear and objective, so that more digible
companies receive 8(a) contracts.

SBA needs to clarify its rules intended to deter Section 8(a) Business Development
participants from passing through procurement activity to non-Section 8(a) Business
Development firms.

Preventing loan fraud requires additional measures, including new regulations and
funding.




Statistical Highlights

FY 2002 6-Month Productivity Statistics
October 1, 2002, through March 31, 2003

Office-wide Dollar Accomplishments Totals
A. Potential Investigative Recoveries and FiNes...........ccccveevveeeicieecciie e, $4,999,468.00
B. Loans Not Made as Result of Investigations and Name Checks............ccceeeeneee. $3,229,481.00
C. Disdlowed Costs Agreed to by Management............cccooceeerieeiiieeeniee e $609,203.00
D. Recommendations that Funds Be Put to Better

Use Agreed to by Management...........c.eeeiueeiriiieeniee e $1,144,962.00
Totd $9,983,114.00

Efficiency and Effectiveness Activities

AL REPOMS ISSUBH.......ceeetieeiee ettt st e s e e s e e e nnn e e nneeennes 21
B. RECOMMENAAIONS ISSUEH.......eveeeei ettt e e e e e e e et e e e e e e e e e esbaaaas 103
C. Dollar Value of Costs QUESLIONED..........c.eeeiiiieeiiieesiieecee e e $2,889,112.90
D. Dollar Vaue of Recommendations that Funds

BEPUL O BEIEN USE ...iiiiiiiieeeeetee ettt e et e e et e e s ea e e e e sabaneeeens $377,854.02

Follow-up Activities

A. ReCOMMENAATIONS CIOSEU. ......cuveeiii et e e e e e e e e e e e s e e e e e e seabaaaas 55
B. Disalowed Costs Agreed to by Management...........ccceevvevieicieesiescie e $609,203.00
C. Dollar Vaue of Recommendations that Funds Be Put to Better Use

Agreed to by Management..........c.ceoruieiiieeiiiee e $1,144,962.00
D. Unresolved RECOMMENABIIONS .........ooieeeieiieieeeeeeeeetiee s e e e eeeeeeae s s s e eeseesssaassseessseeessanans 106

L egidation/Regulations/SOPs/Other Reviews

A. LegiSalion REVIEWED ..........uveiiiiiiiie ettt s e e e e e e s anre e e e s nnnneee s 66
B. ReQUIALIONS REVIEWET ...ttt s e e e e e nnees 16
C. Standard Operating ProcedureS REVIEWED.............eeeeiiiiiiiiiiiiee e 6
D. Other 1SSUaNCES REVIEIWEDX ........coiiiieiiiieiii ettt e e nneeen 98

* Thisincludes policy notices, procedural notices, Administrator’ s action memoranda, and other communications, which

frequently involve the implementation of new programs and policies.

17




Statistical Highlights

Fraud Deterrence Activities

AL TOBl CBSES. ...ttt b et b e b et nne e 387
B. ClOSEA CBSES......coitiiiiiee ettt ettt 121
(O = 00 (a0 0= =P PPRR 9
D). OPEN CBSES.. ..ottt ettt ettt b et b e ettt e e ae e b e e e R bt b e a b e he e ab e e be e enn e e nneeenbeeneas 257
E. Subjects Currently Under INVESIIGatioN ..........oooviieeeiiiiie et sieee e 779
F. Cases Referred to FBI or Other Agenciesfor INVeStigation. ..........c.cceeeieeerieeeniee e 5

Summary of Indictments and Convictions

AL INAICEMENES FrOM OIG CaASES. ... oottt e e e e e e e e e e e e e e e e e eaeeeeeennnn 31
B. CONVICIONS FrOM Ol G CaSES. .. ettt e e e e e e e e e e e e e e e e e e e e e e s 15

Summary of Recoveries and M anagement Avoidances

A. Potential Recoveries and Fines as a Result of

(@ TR L3V (e = (oSSR $4,999,468.00
B. Loans/Contracts Not Approved as a Result of OIG Investigations........................ $4,557,996.00
C. Loang/Contracts Not Approved as a Result of the Name

ChECK Program......cc.co ettt ettt et $8,671,485.00
L0 = TSP R PP PPRPPPP $18,228,949.00
SBA Personnel Actions Taken asa Result of Investigations
I 1 0 S SRR 0
B. ReSIgNati ONSG/RELTEIMENES. .....coueieiiiieiiii ettt e e snn e e neeeennes 1
C. SUSPENTIONS ...ttt ettt ettt ettt ekt ekt e kbt e et et e et et e e ab et e e abe e e ambe e e emb e e e anb e e e anbeeanneeenneean 1
DI L o 1017 0 PP PRTRRRTPR 0

Program Actions Taken as a Result of Investigations

AL SUSPENSIONS ...ttt ettt et e s st e e st e ek bt e ek e e e e b e £ e et et e eab et e enb et e enne e e enne e e nnreeennean 1
B DEDAIMMENES. .....eeieeeee ettt etttk ettt et e e b e e R e e b e e nb e e nnn e e nne e e 1
C. REMOVEIS TrOM PrOgIaM ... ..cooiiiiiiiie ettt sttt e st e e e sbneesnneeen 1
D. Other Program ACHIONS ........eeiiueee it aiee e sttt e sitee e sitee st e stteesbeeesbeeesnbe e s snbeeesnbesssnseesnseeeannns 0

Summary of OIG Fraud Line Operation

A. Total Fraud Line CallTLEENS. .......ccoiuiieiiiieiie et 422
B. Total Calg/Letters Referred to InvestigationS DIVISION.........vvvveeiiiiie e 12
C. Totd Cdlg/Letters Referred to Program Offices or Other Federal

[NVESHIGAIVE AQENCIES ......ee ettt e et e e se e e sse e e s anneeenneean 62
D. Total Calls/Letters with N0 ACtion APPropriae .........covveeirieeeriiie e 348
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Inspector General Act Statutory Reporting Requirements

The specific reporting requirements prescribed in the Inspector General Act of 1978, as amended by the
Inspector General Act Amendments of 1988, are listed below.

Source Pages
Section 4(a)(2) Review of Legidation and Regulations 17
Section 5(a)(1) Significant Problems, Abuses, and Deficiencies 316
Section 5(8)(2) Recommendations with Respect to Significant Problems, Abuses,

And Deficiencies 6-14
Section 5(a)(3) Prior Significant Recommendations Not Y et Implemented 24
Section 5(a)(4) Matters Referred to Prosecutive Authorities 25-29
Section 5(a)(5)

And 6(b)(2) Summary of Instances Where Information Was Refused None
Section 5(8)(6) Listing of Audit Reports 20
Section 5(8)(7) Summary of Significant Audits 6-14
Section 5(a)(8) Audit Reports with Questioned Costs 21

Section 5(a)(9) Audit Reports with Recommendations that Funds Be Put to Better Use 22
Section 5(8)(10)  Summary of Reports Where No Management Decision Was Made 23
Section 5(8)(11)  Significant Revised Management Decisions None

Section 5(8)(12)  Significant Management Decisions with Which OIG Disagreed None
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APPENDIX |
OIG Reports|ssued
October 1, 2002, through March 31, 2003

TITLE REPORT | ISSUE | QUESTIONED FUNDS FOR
NUMBER | DATE COSTS BETTER USE
Capital Access
Audit of an Early Defaulted Loan 301| 12/19/02 $609,203.00
Audit of an Early Defaulted Loan 307 1/23/03 $377,854.02
504 Loan Program Oversight 310 2/6/03
Guaranty Purchase Process (Audit) 315| 3/17/03
Guaranty Purchase Process (Inspection) 316| 3/17/03
Complaint by Applicant for SBIC License 317| 3/20/03
Equity Injection in the SBA Section 7(a) 321| 3/3103
Program
Program subtotal 7 reports $609,203.00 $377,854.02
Dissster Assistance
Economic Injury Disaster Loans 313| 3/14/03
Program subtotal 1 report $0 $0
Government Contracting and
Business Development
Performance Measurement in FAST program 302 1/6/03
Eligibility of 15 HUBZone Companies & 305 1/22/03
Review of the HUBZone Empowerment
Contracting Programs Internal Controls
PRO-Net Referral 309 2/7/03
Program subtotal 3 reports $0 $0
Entrepreneurial Development
Grants to the Texas Center for Women's 318| 3/20/03 $38,073.00
Business Enterprise
Program subtotal 1 report $38,073.00 $0
Agency M anagement
SBA'’s Implementation of its Cyber-Based 303 1/10/03
Critical Infrastructure Protection Plan
FY 2003 Top Management Challenges 304 | 1/17/03
SBA’sFY 2002 Financia Statements 306| 1/30/03
SBA’s Oversight of the Fiscal Transfer 3-08| 1/30/03
Agent for the 7(a) Loan Program
Agreed-upon Procedures Report for FACTS 311 2/6/03
Verification
Agreed-upon Procedures Report for 312 2/6/03
Intragovernmental Activity & BalancesData
Audit of TEP Consulting 314 | 3/14/03 $37,002.90
SBA Oversight of Due Diligence Contract 319| 3/31/03 $2,204,834.00
SBA’sFY 2002 IT Controls 320| 3/31/03
Program subtotal 9 reports $2,241,836.90 $0
TOTALS (all programs) | 21 reports $2,889,112.90 $377,854.02




APPENDIX 11
Summary of Collections As a Result of Recommendations with Questioned Costs
Y ear # of Sum of QC # of Recs Sum of Mgt Write-Offs | Collected/ Balance
Recs w/ Resolved QC Decisions | Adjustments | Recovered
QC with QC Resolved
1999 36 $2,3177%0 * k% * k% 35 * %% * % % * % %
2000 12 $8,313,768 * k% * k% 15 * k% * % % * k%
2001 10 $520,673 *k*k * k% 11 * k% *k* *k*
2002 3 $13’88235 *k*k * k% 7 * k% * k% * %k
2003 9 $2,889,112.90 2 $609,203 1 0 $610,595 $2,278,517.90
Total 70 $14,054,486.25 2 $609,203 69 0 $610,595 $2,278,517.90
*** OlG began tracking final actions during FY 03, therefore numbers are not available.
APPENDIX I11

OIG Reportswith Questioned Costs
October 1, 2002, through March 31, 2003

REPORTS | RECs* COSTSH*
QUESTIONED | UNSUPPORTED
A. For which no management decision had 0 0 $0 $0
been made by September 30, 2002
B. Which were issued during the period 4 8 $2,889,112.90 $2,247,791.90
Subtotds (A + B) Z 8 $2,889,112.90 $2,247,791.90
C. For which a management decision was 1 1 $609,203.00 $0
made during the reporting period
() Disdlowed costs 1 1 $609,203.00 0
(i) Costsnot disalowed 0 0 $0 $0
D. For which no management decision had 3 7 $2,279,909.90 $2,247,791,90
been made by March 31, 2003

* Recommendations
**  Questioned costs are those which are found to be improper, whereas unsupported costs may be proper but lack documentation.
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APPENDIX IV
OIG Reportswith Recommendationsthat Funds Be Put to Better Use

October 1, 2002, through March 31, 2003

REPORTS RECS' RECOMMENDED
FUNDS FOR
BETTER USE
A. For which no management decision 6 6 $2,063,767.18
had been made by September 30, 2002
B. Which were issued during the period 1 1 $377,854.02
Subtotals (A + B) 7 7 $2,441,621.20
C. For which a management decision was 3 3 $1,144,962.00
made during the reporting period
[0) Recommendations agreed to 3 3 $1,144,962.00
by SBA management
(ii) Recommendations not agreed 0 0 $0
to by SBA management
D. For which no management decision 4 4 $1,296,659.20
had been made by March 31, 2003
* Recommendations
APPENDIX V

OIG Reportswith Non-Monetary Recommendations
October 1, 2002, through M arch 31, 2003

REPORTS RECOMMENDATIONS
For which no management decision had been *14 *52
made by September 30, 2002
Which were issued during the period 16 A
Subtotals (A + B) 30 146
For which a management decision was made (for 13 51
at least one recommendation in the report) during
the reporting period
For which no management decision (for at least 21 95
one recommendation in the report) had been made
by March 31, 2003

* The beginning balance is different from the ending of the last SAR because beginning in FY 2003, OIG istracking all
recommendations madein all reports, not just Audits. It isalso different because several management decisionsfor report 2-18
were not reported even though they had been signed before 9/30/02.




APPENDIX VI
OIG Reportswith Overdue M anagement Decisions
as of March 31, 2003

TITLE NUMBER | ISSUED STATUS
PLP Oversight Process 1-19 9/27/01 |Negotiating with program officias
Borrowerswith Prior Defaulted Awaiting proposed management decisions from
Loans 2-19 5/28/02 |program officials.
SBA-Guaranteed Loan 2-21 8/5/02 |Awaiting decision by General Counsdl.
Georgia Digtrict Office Sponsorship
Activities 2-25 8/26/02 |Awaiting decision by Genera Counsdl.
Internal Control Over Colson
Services Corporation’s Contract as
Central Servicing Agent for SBA’s
Certified Development Company Awaiting proposed management decisions from
Loan Program 2-29 9/16/02 |program officials.
SBA-Guaranteed Loan to Earth Appeaing District Office decision to the Office
Treasures, Inc. 2-30 9/24/02  |of Financial Assistance.
Impact of Loan Splitting on Awaiting proposed management decisions from
Borrowers and SBA 2-31 9/30/02 |program officials.
A check has been received, however, OIG is
awaiting the 1824 and resolution of additional
Audit of SBA-Guaranteed Loan 2-32 9/30/02  [$80,250.
7(j) Management and Technical Awaiting proposed management decisions from
/Assistance Program 2-33 9/30/02 |program officials.
Awaiting proposed management decisions from
Use of Social Security Numbers 2-34 9/30/02 |program officials.
Performance Measurement in FAST Awaiting proposed management decisons from
Program 3-02 1/6/03  |program officials.
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APPENDIX VII

OIG ReportsDescribed in Prior Semiannual Reports

Without Final Action asof March 31, 2003

Report Title Date Date of Final
Number I ssued Management | Action
Decision Target
43H006021 | 8(a) Continuing Eligibility Reviews 9/30/94 10/30/94 10/30/02
87H002017 | NOAA Computer Workstation Contracts 6/19/98 3/1/99 3/31/03
9-23 Survey of Electronic Records Management 9/15/99 11/30/99 4/15/03
0-14 7(a) Service Fee Collections 3/30/00 8/22/00 9/30/03
0-19 SDB Certification Program Obligations and Expenditures 6/30/00 3/30/01 9/30/02
0-25 GPRA for the SBIC Program 9/7/00 12/27/00 7/30/03
0-28 Rhode Island District Advisory Council 9/29/00 *Hx **
0-29 MBELDEF 9/29/00 *x 1/31/03
0-30 SBA’s Administration of MBEL EDF Cosponsorship 9/30/00 3/26/01 **
0-31 Boscart Construction, Inc. 9/30/00 *x **
1-01 GPRA for the 7(a) Business L oan Program 12/4/00 *Hx *x
1-09 PDD 63 3/26/01 9/27/01 9/15/03
1-11 GPRA for the MSB& COD Program 3/27/01 9/28/01 7/31/03
1-12 SBA'’s Information Systems Controls— FY 2000 3/27/01 * ok **
1-16 SBA'’s Followup on SBLC Examinations 8/17/01 9/25/01 12/31/03
1-19 PLP Oversight Process 9/27/01 8/27/02 6/30/03
A1-05 SBA’s Use of Government Cars and Hired Car Services 9/27/01 1/15/02 1/31/03
1-20 Agreed-upon Procedures Report on Sensitive Payments 9/28/01 12/18/01 9/30/03
1-21 SBA’s INIX Operating Systems 9/28/01 1/28/02 6/30/03
A1-06 Evaluation of SBA’s Computer Security Program 9/28/01 * ok **
2-04 SBA’s FY 2001 Financial Statements 2/27/02 *x **
2-12 Improvementsin the SBL C Oversight Process 3/20/02 8/27/02 **
2-17 SBA’'s FY 2001 Financial Statements— Management L etter 4/12/02 * ok **
2-18 SBA'’s Information Systems Controls FY 2001 5/6/02 *okk *
2-19 Borrowerswith Prior Defaulted Loans 5/28/02 3/19/03 5/16/03
2-20 M odernizing Human Resource Management 5/31/02 2/24/03 *x
2-22 Travel of SBA’s Former Region VI Regional Administrator 8/7/02 9/26/02 **
2-26 Review of “Out-of- Sequence” Payments 9/3/02 12/19/02 6/30/03
2-27 SBA'’s Experience with Defaulted Franchise Loans 9/16/02 12/19/02 6/30/03
2-29 Internal Control over Colson CSA for SBA’'s CDC Program 9/16/02 12/12/02 12/15/03
2-33 7(j) Management & Technical Assistance Program 9/30/02 12/10/02 4/30/03
303 SBA'’s Implementation of its CIPP 1/10/03 2/4/03 *
3-06 SBA’s FY 2002 Financial Statements 1/30/03 >k *
308 SBA'’s Oversight of the FTA for the 7(a) Loan Program 1/30/03 3/4/03 4/3/03

**  Target dates vary with different recommendations. *** Management decision dates vary with different recommendations.
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APPENDIX VIII
6-Month Legal Actions Summary

October 1, 2002, through March 31, 2003

State | Program | Alleged Violation(s) Prosecuted Legal Action Investigated
Jointly With

AZ BL Businessman submitted fal se documentation to the lender to obtain a | Businessman pled None
$462,000 SBA -guaranteed loan. Additionally, he diverted funds guilty and received
collected through his corporate entity for the Combined Federal 33 months incar-

Campaign for his own use. ceration, 10 months
incarceration for
parole violation to be
served consecutively,
up to $462,000
restitution

CA BL I'n connection with two SBA -guaranteed |oans for $250,000 and Businesswoman and | IRS/CI
$300,000, a businesswoman and her son submitted false documents | sonindicted
to two banks from shell companies they created then funneled the
money to offshore bank accounts.

CA BL Businessman submitted afictitiousinvoice for tenant improvements | Businessmanindicted | None
from anon-existent construction company as partial proof of his
capital injection and documentation that the invoice was paid.

CO BL Bank president signed a settlement agreement and rel ease when Settlement agreement | FBI, other
actions of aformer bank officer caused the bank’ s failure to comply | that bank would OIGs
with SBA regulations. repay $238,683 for

two guaranteed loans;
SBA declined to
renew the lender's
preferred lender
status

CO BL Shortly after receiving a $100,000 SBA -guaranteed loan, the wife Husband indicted,; FBI
defaulted and filed bankruptcy. The husband conspired with wifeto | arrest warrant issued
hide assets in excess of $250,000 from the bankruptcy court.

CcT BL On bankruptcy schedul es a businessman concealed his ownership of | Businessman pled None
his company, hisinterest in two other companies, and considerable guilty and received 6
assets such as trusts and income from the trusts which he included on | months of home
the personal financial statement he prepared as part of hisloan confinement, 2 years
application for a $450,000 SBA -guaranteed loan. The company probation, 200 hours
defaulted on the loan after filing bankruptcy. of community

service, $53,000
restitution, $400 fine

GA BL Company president submitted an SBA Form 912 in connection with | Company president None
a$500,000 SBA -guaranteed |oan indicating he had never been indicted
charged with acriminal offense, when he had been charged with four
criminal offenses and convicted on three. He made statements to the
bankruptcy court that he had not sold any accounts receivables or
eguipment during the previous year when he had.

Guam | DL Animport company owner was indicted on one count of mail fraud, | Owner of importing FBI
two counts of wire fraud, and one count of making material false company indicted
statements. The owner obtained a $103,400 SBA disaster loan. The
investigation revealed that he, on behalf of the company, submitted
two false invoices to SBA for work that was not done as claimed.

Guam | DL A disaster loan applicant made material false statements to SBA. Disaster home loan FBI

His application was initially denied because of hisinability to repay
the loan based on income. He subsequently submitted additional

applicant charged by
information; pled

25




APPENDIX VIII
6-Month Legal Actions Summary

October 1, 2002, through March 31, 2003

falseincome information that indicated he was employed. Based on
the false information his request for a $51,400 SBA disaster loan
was approved.

guilty

IL BL Business owners’ checks totaling $573,000 were seized when they Writ of garnishment FBI
were presented to a bank, as aresult of acivil fraud complaint for
false claimsto SBA, false statements, and conspiracy. The couple
signed a non-compete clause when they never had any intention of
complying, and submitted fal se tax returns to get a $954,000 SBA -
guaranteed | oan to a mergers and acquisition company approved.

IL BL Businessman failed to disclose a significant number of liabilities Businessman pled FBI
including a $87,000 debt to a bank and a $300,000 personal loanon | guilty
his SBA personal financial statement submitted in connection with a
$954,000 SBA -guaranteed | oan.

IL BL Company president submitted false invoices to bank in order to Company president None
receive disbursements from a $375,000 SBA -guaranteed loan. He indicted
used loan proceeds to pay off loan used for his capital injection.

MA BL Two co-managers of amicroloan intermediary paid themselves more | Four top officialsof a | FBI, HUD,
than $300,000 in unauthorized consulting and technical assistance microloan DOC/QIG,
fees, improperly charged the business $170,000 in recreational intermediary indicted | IRS/CI
travel, and forged signatures of board members on business checks.

A board member received a portion of the unauthorized consulting
fees and travel money, and the fund’ s accountant rented space in his
building to the fund and obtained aloan from microloan
intermediary. The four top officials were indicted on atotal of 20
counts of program fraud, 7 counts of false statements, 32 counts of
money laundering, 1 count of conspiracy, and 3 counts of defrauding
SBA.

MD BL In connection with a $440,000 SBA -guaranteed | oan, a company Company president FBI
president falsely stated that he had never been involved in and secretary indicted
bankruptcy, and he and the company secretary conceal ed assets and
propertiesin the course of filing bankruptcy, fraudulently procured a
mortgage in afamily member' s name, and fabricated pay stubs and
W-2 forms to show the family member worked at their restaurant.

MO BL In connection with a $200,000 SBA -guaranteed loan, abusinessman | Businessman charged | FBI, DOL
made fal se statements to SBA and the participant bank and by information; pled
converted company health plan pension funds, resulting in lossesto | guilty
SBA and the bank totaling $137,868.

MO GC The president of a Section 8(a) contractor and his corporation Civil claim filed DOL/QOIG;
executed a $500,000 civil fraud lawsuit settlement. Under theterms | against President of FBI
of the settlement, the president and the corporation admitted no fault | Section 8(a)
but repaid the U.S. Government $303,010, and agreed to forgo contracting company;
$196,989 in payments otherwise due from the U.S. Army Corp of settlement agreement;

Engineers on contracts the Government alleged were obtained by and suspended by
fraud (falsely claimed social and economic disadvantage). The DOD from receiving
Section 8(a) contractor received approximately $17 million on al new Government
17 Federal contracts. contracts

MS BL Law firm president provided false personal and corporate financial Law firm president IRS, Missouri
statements to bank that failed to report liabilities, including an indicted; arrest Attorney
outstanding $340,000 SBA -guaranteed |oan to a company he owned, | warrant issued Genera’s
in order to obtain a $15,000 loan. He has reportedly fled. Office

NC GC The president of ageneral contractor submitted false payment President of general N/A

certification requests under various Army, Navy, Postal Service, and
Veterans Administration Section 8(a) contracts. The total |osses

contracting company
received 24 months
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were more than $1.2 million on 10 separate Government contracts
and $700,000 for having to fund the completion of several contracts
|eft uncompleted by the contractor.

imprisonment; 3
years supervised
release and ordered to
pay $1.5 million in
restitution; debarred
from Government
contracting

NJ BL CFO failed to purchase machinery and fixtures for which the CFO received 5% EPA/OQIG,
$500,000 SBA -guaranteed |oan was intended, provided aforged yearsincarceration, New Jersey
landlord waiver in applying for the loan, and passed three checks $4,000 fine; Division of
containing fraudulent endorsementsto banks. Additionally, he and Company principal Criminal
another company principal violated the Water Pollution /Control Act | received 7 years Justice
by discharging chemical wastes and industrial wastes into county incarceration
utilities sewer lines.

NM DL A disaster loan applicant was sentenced to serve 78 monthsin Loan applicant FEMA
prison, 3 years supervised release, ordered to pay $40,000 in received 78 months
restitution to SBA, and $1,700 in restitution to FEMA. The incarceration (with
sentencing was the result of atrial conviction on multiple fraud credit for the 24
chargesincluding mail and wire fraud, false statements, false claims, | months served); 3
and impersonation of aU.S. employee. years supervised

release; $40,000in
restitution to SBA,
and $1,700to FEMA

NY SBIC A former pension plan manager pled guilty to an information Former pension plan | DOL/OIG
charging him with embezzlement of employee benefit pension plan | manager for utilities
funds. The plan manager misused a corporate credit card; double company charged by
and sometimes triple billed for expenses such as investment information and pled
publications, computers, and travel; and sought reimbursement for guilty
the same expenses from two or more sources, including the utility
company and the pension plan brokers. He admitted using the
money for unauthorized personal expenses. He was also responsible
for recommending investments of the company pension funds made
through various venture capital firms, including a New Y ork City
small business investment company presently in receivership.

OH BL A former husband and wife converted collateral pledged to SBA in Husband and wife N/A
relation to a $200,000 SBA -guaranteed |oan for the purchase of a received 3 years
house that was to be converted to a bed and breakfast business. probation; ordered to

pay $25,000 in
restitution

OH BL A businessman obtained blank copies of SBA loan documents, Businessman indicted | FBI
fraudulently completed and filed fal se mortgages and promissory on two counts of
notes with a county Recorder’s Office. The documents falsely bankruptcy fraud, and
detailed a $10.75 million SBA loan, including a mortgage on his one count of
rental properties, when in fact SBA had not participated in any such | concealment of assets
transaction. He later included these fraudulent documents with his from the bankruptcy
“Plan of Arrangements” filed with the Bankruptcy Court trustee.

OH BL A businessman made false statements to an FDIC insured financial Businessman pled N/A
institution in connection with a $337,500 SBA -guaranteed loan and | guilty; received 5
used the loan proceeds to pay for unauthorized purposes. months

imprisonment, plus 5
months home

detention, 5 years of
supervised rel ease,
and $76,978in
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restitution.

PA BL An attorney diverted the proceeds from a $107,000 SBA -guaranteed | Attorney pled guilty; | FBI
loan for unauthorized personal expenditures, then defaulted on the paid lender first
loan and filed for bankruptcy. The attorney perjured himself at the restitution payment
bankruptcy hearings when he testified that the lender agreed to his of $10,000
diversion of loan proceeds and hid $65,000 of assets from creditors.

PA GC A former SBA Section 8(a) program participant pled guilty to one 8(a) participant pled NCIS;
count of conspiracy and one count of mail fraud. A principal guilty; settlement VA/OIG;
condition of the guilty pleais that the defendant will make restitution | agreement DCIS; USCS
to the insurance company pursuant to a $500,000 settlement
agreement. The conspiracy count refersto the defendant making
material false statements and representations to SBA that someone
else controlled the SBA 8(a) certified company.

PA BL The president of a business that made and sold Civil War era President of a N/A
clothing submitted false tax returns for 1997, 1998, and 1999, with business pled guilty
her loan application for a $243,000 SBA -guaranteed loan. Asa to one count of
result, the loan was cancelled prior to disbursement. making a meterial

false statement to
SBA.

TX BL The co-owner of adry cleaning business was sentenced following Co-owner of adry FBI; USPS
his conviction on one count of bank fraud and one count of making a | cleaning business
fal se statement to SBA to obtain a $77,500 SBA -guaranteed loan. convicted and
According to the indictment, he understated his liabilities by received 21 months
concealing credit card and other personal debt and induced in aFedera
disbursement of loan funds by falsely certifying there had been no correctional facility
substantial adverse changes in his financial condition. and 5 years of

supervised release;
and was ordered to
pay $76,767 in
restitution

TX BL A gas station/convenience store owner pled guilty to aone-count Businessman charged | FBI
information charging him with causing a false statement to be made | by information;
to SBA. Specifically, the defendant caused hiswifetofalsely obtain | plead guilty
a$1.18 million SBA -guaranteed loan to purchase the deli by falsely
claiming that she was 100 percent owner of the business on the loan
application and that shewas aU.S. citizen on the SBA Statement of
Personal History.

TX BL Two former owners of a gas station and dry cleaning business pled Two businessmen TIGTA
guilty to pre-trial diversions and a CPA was sentenced for falsifying | pled guilty; CPA
nine federal tax returns, six IRS tax return verifications and their received 33 months
$85,000 capital injection, and forging two fuel company leasesin incarceration, 3 years
connection with a $355,000 SBA -guaranteed |oan for the gas station. | supervised release,

$1,676,569 restitution

TX BL Business owner falsely represented himself to be a citizen of the Business owner TIGTA,
United States on SBA Form 912 in order to obtain a $675,000 SBA- | arrested and indicted | Homeland
guaranteed loan. Security, SSA,

USDA, Texas
Alcoholic
Beverage
Commission
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TX BL Business owner falsely represented himself to be a United States Businessmanindicted | INS, TIGTA,
citizen on SBA Form 912 in order to obtain a $435,000 SBA - Homeland
guaranteed |oan. Security, SSA,

Texas
Alcoholic
Beverage
Commission

VA BL The president of a defunct soap-making business pled guilty to one President of business | N/A
count of wire fraud per aplea agreement. SBA/OIG agents arrested | was arrested; indicted
the defendant as he reentered the country from Canada. He was and pled guilty
indicted and charged with wire fraud, and multiple fal se statement
counts. The chargesrelated to a $290,000 SBA -guaranteed loan.

WA BL A Netherlands citizen pled to one count of theft of public moniesin | Business owner pled | FBI
the amount of $1,093,082. He submitted fal se accounts receivable guilty
aging reports to the bank to obtain a$1.3 million guaranteed line of
credit, then diverted payments on accounts receivable away from the
bank, and used diverted proceeds and line of credit for personal use.

WVA | BL Company president obtained three SBA -guaranteed | oans totaling Company president FBI
$780,000. President submitted falseinvoicesto obtain $127,981 and | pled guilty; received
defaulted on all three loans. SBA refused to honor the guaranty on 12 months
one loan because the bank did not properly oversee the loan. incarceration, 5 years

supervised rel ease,
$127,981 restitution,
$100 specid
assessment fee
SBA An SBA employee was suspended and reduced in grade fromaGS- | SBA employee N/A
15t0 aGS-13. The investigation disclosed various improprieties suspended for 30

and claimsin relation to the employee’ stravel. The employee was
also required to repay SBA over $50,000 through salary offset for
erroneous travel claims.

days and reduction in
grade

*  Thiscaseisfurther discussed in the narrative section of thisreport.

Program codes. BL=business|oans, DL=disaster |oans, GC =Government Contracting and Business Development/Section 8(a)
business development, SBIC=small businessinvestment companies, SBA = employee conduct case.

Joint-investigation Federal agency acronyms: ATF=Bureau of Alcohol, Tobacco, and Firearms DCIS=Defense Criminal Investigative
Service; DOC/OIG=Department of Commerce OIG; DOL=Department of Labor; DOL/OIG=Department of Labor OIG;
EPA/OIG=Environment Protection Agency OIG; FBI=Federal Bureau of Investigation; FEMA=Federal Emergency Management
Agency; HUD=Housing and Urban Development; INS=Immigration and Naturalization Service; IRS=Internal Revenue Service;
NCIS=Nava Criminal Investigative Service; SSA=Social Security Administration; TIGTA=Treasury Inspector General for Tax
Administration; USCS=Customs Service; USDA=United States Department of Agriculture; USPS=United States Postal Service;,
VA/OIG=Veterans Affairs Department OIG

29




MAKE A DIFFERENCE

To promote integrity, economy, and efficiency, we encourage
you to report instances of fraud, waste, or mismanagement to the
SBA OIG HOTLINE.*

CALL

1-800-767-0385 (Toll Free)
202-205-7151 (Washington, DC Area)

Write or Visit

U.S. Small Business Administration
Office of Inspector General
Investigations Division
409 Third Street, SW. (5" Floor)
Washington, DC 20416

Or E-mail Us at OIG@SBA.GOV

*Upon request, your name will be held in confidence.




