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The finding in this report is the conclusion of the OIG’s Auditing Division based on testing of SBA 
operations.  The finding and recommendation are subject to review, management decision, and 
corrective action in accordance with existing Agency procedures for follow-up and resolution.  This 
report may contain proprietary information subject to the provisions of 18 USC 1905 and must not 
be released to the public or another agency without permission of the Office of Inspector General. 
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ISSUE DATE:  September 24, 2003 

REPORT NUMBER: 3-40 
 
 
 
 
To:  Elaine F. Guiney, District Director 
    Massachusetts District Office 
     
 
From:  Robert G Seabrooks, Assistant Inspector General  
    for Auditing                          Original Signed  [FOIA Ex. 6] 
 
Subject: Audit of an Early Defaulted Loan to Stickney and Poor Spice Company  
 
     Attached is a copy of the subject audit report.  The report contains one finding and one 
recommendation addressed to your office.  Your response is synopsized in the report and 
included in its entirety at Attachment A. 
 
     The recommendation in this report is subject to review and implementation of 
corrective action by your office in accordance with the existing Agency procedures for 
audit follow-up.  Please provide your management decision for the recommendation to 
our office within 30 days of the date of this report using the attached SBA Form 1824, 
Recommendation and Action Sheet.    
 
     Any questions or discussion of the finding and recommendation contained in the 
report should be directed to Garry Duncan, Director, Credit Programs Group, at  
(202) 205-7732. 
 
  
Attachments 
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BACKGROUND 
 
 The Small Business Administration (SBA) is authorized under Section 7(a) of the 
Small Business Act to provide financial assistance to small businesses in the form of 
government guarantied loans.  SBA guarantied loans are made by participating lenders 
under an agreement (SBA Form 750) to originate, service, and liquidate loans in 
accordance with SBA guidance.  SBA is released from liability on the guaranty, in whole 
or in part, if the lender fails to comply materially with any of the provisions of the 
regulations, loan authorization, or does not make, close, service, or liquidate the loan in a 
prudent manner.   

 
 First International Bank (lender) acquired by UPS Capital Company in August 
2001 was authorized by SBA to make guarantied loans under the Preferred Lender 
Program (PLP).  Under PLP, the lender processes, closes, services, and liquidates loans 
with reduced requirements of documentation and prior approval by SBA.  
 
 We selected a group of SBA guarantied PLP loans originated by the lender from 
October 1, 1999 to September 30, 2002 that had been charged off or were in liquidation 
status.  Our audit identified that the loan to Stickney & Poor Spice Company (borrower) 
was originated in material non-compliance with SBA regulations.  On November 30, 
1999 the lender approved an SBA loan (number [FOIA Ex. 4]) for $1 million to the 
borrower under PLP procedures.  The purpose of the loan was to refinance existing debt 
owed to Medford Bank.  The borrower was composed of two partners [                                  
FOIA Ex. 6                                                          ]. 
 
 Loan proceeds were disbursed in May 2000 then in October  the borrower ceased 
operations and the loan was placed in liquidation status.   SBA then purchased the 
guaranty from the secondary market.  After the business assets were sold, SBA sustained 
a loss of $316,165. 

 
AUDIT OBJECTIVE AND SCOPE  

 
 The audit objective was to determine if the early loan default was caused by 
lender or borrower noncompliance with SBA’s requirements.  SBA and lender loan files 
were reviewed and district office personnel were interviewed.  The loan was 
judgmentally selected for review as part of the Office of Inspector General’s ongoing 
program to audit SBA loans charged off or transferred to liquidation within 24 months of 
origination (early default).  The audit was accomplished during December 2002 through 
Feburary 2003 in accordance with generally accepted Government Auditing Standards. 
 

 
 
 
 
 
 



  

 

RESULTS OF AUDIT 
  
FINDING Prudent Lending Procedures were not used to Process a Loan 
 
 The lender did not use prudent lending procedures to process a Section 7(a) loan 
to the borrower.  SOP 50 10 (4), Subpart “D” requires PLP lenders to conduct a credit 
analysis, complete a repayment ability and eligibility review, and evaluate the sufficiency 
and source of capital injection.  In performing the credit analysis, the lender must 
consider management and repayment ability.  The lender, however, did not adequately 
determine the borrower’s repayment and management ability during this analysis.  Also, 
the lender did not evaluate the eligibility of the debt being refinanced or the source of 
capital injection by the borrower.  As a result, SBA made a $316,165 improper payment 
when the guaranty was purchased from the secondary market.     
 
Repayment ability 

 
 The lender was not prudent in evaluating the repayment ability of the borrower.  
According to the lender’s credit policy, a debt service ratio of at least 1.25:1 for the most 
recent fiscal year end (FYE) was required for loan approval.  The debt service ratio for 
the borrower’s most recent FYE was calculated as [FOIA Ex. 4].  Instead of relying on 
historical data, the lender used interim data that was inconsistent with prior operating 
results in making the loan approval decision.  In the Credit Memorandum, the lender 
based the loan approval on interim financial data.  According to SOP 50 10 (4), when 
interim results are inconsistent with prior operating results, interim financial data could 
be misleading for loan approval.  The failure to follow established credit policy on debt 
service ratios could result in the inability of the borrower to repay the loan. 
 
Management ability 
 
 The lender did not assess the borrower’s management capacity in a prudent and 
diligent manner.  SOP 50 10 (4) states that the credit analysis must assess the borrower’s 
management ability by considering education, experience, motivation, and stability.  The 
Credit Memorandum prepared by the lender in May 2000, prior to loan approval, 
included a profile of the company's president that indicated the president’s lack of "focus 
on managing the company” was a cause for the "deterioration in the business".  
Additionally, during 1999, the company president withdrew [FOIA Ex. 6]from the 
business for personal use.  The withdrawals included [                                                                 
FOIA Ex. 6                                                                                     ].  These actions clearly 
demonstrated the president's lack of management skills and improper management of 
corporate finances.  Prudent lending procedures would have identified the borrower as 
high risk, warranting denial of the loan.  
 
 
 
 
 



  

 

Equity injection 
 
 The lender did not verify the borrower's equity injection.  According to the loan 
authorization, the lender was to verify the equity injection of $197,000 prior to disbursing 
the loan.  A review of the loan documentation indicated that the lender did not verify the 
equity injection until SBA requested such verification during the purchase review 
process.  In addition, funds to be used as equity injection were borrowed via a second 
mortgage on the personal residence of the borrower.  According to SOP 50 10 (4), 
borrowed funds are deemed equity injection when the lender of the borrowed funds 
agrees to a standby agreement of principal and interest until the SBA loan is paid in full, 
or the applicant can demonstrate repayment ability from a source other than cash flow of 
the business.  The borrower was unable to meet either of these requirements (a standby 
agreement for the borrowed funds on the second mortgage was not found and the 
borrower was not receiving a salary).  Therefore, there was no support for debt service of 
the second mortgage from salary.  Inadequate equity injection can result in excessive 
debt, placing unreasonable demands on a firm’s ability to develop sufficient cash flow to 
service the debt.       
      
Actual SBA loss 
   
 A defaulted loan balance of $[FOIA Ex. 4] was transferred to liquidation in 
November 2000.  The SBA then honored its guaranty by paying $767,815, which 
included expenses of $21,131.  The assets of the corporation were sold for $602,200 with 
SBA receiving $451,650 thus suffering a loss of $316,165. 
 

 
RECOMMENDATION 

 
     We recommend that the District Director, Massachusetts District Office take the 
following action: 

 
1A. Seek recovery of the SBA repair guaranty of $316,165 for loan number        

[FOIA Ex. 4].     
  
 
District Office Comments 
 
 The Massachusetts District Office agreed with the recommendation to seek 
recovery of the SBA repair guaranty.  Regarding the elements of the finding, the district 
office: 
 
Ø Agreed that equity injection was not verified. 
Ø Agreed that the lender was not prudent in approving the loan.  However this 

determination should have been based on repayment ability because of a lack of 
analysis of business operations not the use of interim financial data as reported by 
the Office of Inspector General. 



  

 

Ø Stated that since the company’s President was being replaced, his ability to 
manage was not relevant to loan approval.   

 
 
Evaluation of District Office Comments 
 

  The District Office comments are responsive to the recommendation. 
 

Ø Regarding repayment ability, we agree with the district office statement that 
interim data can be relied on in some circumstances.  However, our review of the 
repayment ability calculations for this loan showed that the use of interim data 
was inconsistent with prior operating results thus should not have been used in the 
calculation.  A review of the prior operating results revealed a negative trend in 
net income and debt service ratio.  Therefore, the interim data relied upon in the 
repayment ability calculation showed a positive net income figure not consistent 
with the prior three years.  Accordingly, we have not made a change to our report. 

Ø We disagree with the district office position that the borrower’s management 
ability was not relevant.  The president of the corporation admitted to having lost 
focus in the business and financial statements revealed numerous payments for 
expenses unrelated to the business.  The district office claimed relinquishment of 
management duties to another employee of the corporation diminished any risks 
associated to the applicant’s lack of management skills.  We contend that the 
corporate president’s lack of management ability was a direct cause for the loan 
failure.  Accordingly, we have not modified our report. 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 










