
U.S. SMALL BUSINESS ADMINISTRATION
OFFICE OF INSPECTOR GENERAL

Washington, D.C. 20416

MEMORANDUM
AUDIT REPORT

Issue Date:  July 31, 1998

Number: 8-F-6-008-023
To: Jane P. Butler, Acting Associate

  Administrator for Financial Assistance

From: Peter L. McClintock, Assistant Inspector General
  for Auditing

Subject: Memorandum Audit Report - Defaulted
  Loan made by Arkansas Capital Corporation

We reviewed an SBA guaranteed loan (Number 82321230) made by Arkansas Capital
Corporation (lender) to Frugé Marine Enterprises, Inc. (borrower).  The loan was selected for review
because it defaulted within 12 months of origination.  This report presents the audit results and
recommends needed actions by your office.

BACKGROUND

Arkansas Capital Corporation is a privately-owned, non-profit corporation created by an Act of
the Arkansas State Legislature to assist in the development and financing of small businesses within
the State.  The Act authorized this lender to borrow funds from the State Treasury to make loans to
small businesses.  Regular SBA lender status was received in 1990 and preferred lender status was
granted in 1995.  This loan was processed under Certified Lender Program procedures by Arkansas
Capital Corporation and approved by SBA.

The SBA guaranteed loan was closed on September 1, 1995.  The lender disbursed funds to the
borrower on September 1 and 8, 1995.  Loan proceeds were to be used to purchase a failed boat
manufacturing business.  The funds were to be used as follows:

•  $243,000 for equipment and inventory,
•  $200,000 to refinance bank notes, and
•  $57,000 for working capital.

 The loan was placed in liquidation status two months after the proceeds were disbursed to Frugé, with
SBA paying about $420,000 to purchase the guarantee.  Although the estimated value of the collateral
securing the loan was $700,000, SBA recovered less than $30,000.
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 AUDIT OBJECTIVES AND SCOPE
 
 The audit objective was to determine if the lender processed the loan in accordance with
applicable SBA requirements.

 The loan was selected for audit from a universe of loans approved during the period October
1993 to September 1995 that were greater than $100,000 and defaulted within 12 months of
origination.  We examined documents in the district office and lender loan files and interviewed selected
personnel.  We also talked to a former loan officer for the lender and to a vendor with whom the borrower
did business.  Audit field work was accomplished between October 1996 and June 1997.  The audit was
conducted in accordance with Government Auditing Standards.

 
 RESULTS OF REVIEW

 
 FINDING Lender actions contributed to the default of a $500,000 SBA loan
 
 The lender did not process the Frugé loan in accordance with SBA requirements.  The loan
should not have been disbursed because of adverse information about the borrower which was known
to the lender but not provided to SBA.
 
 Adverse Borrower Information
 
 The lender’s analysis of information available during the processing of the Frugé loan should
have precluded its disbursement.  The following table presents a chronology of events for the loan.
 

 DATE  EVENT

 March 30, 1995  Loan application submitted to SBA with 1994 financial statements
showing a loss of $71,375.

 April 5, 1995  Loan approved under CLP procedures by SBA.
 SBA letter sent to lender reinforcing tax return verification
requirement and requiring the lender to notify SBA of any significant
discrepancies between IRS data and the financial statements.

 June 2, 1995  Lender requested verification of 1994 tax return from the Internal
Revenue Service (IRS).

 June 15, 1995  IRS responded “no record of 1994 tax return.”
 July or August
1995

 Borrower provided copy of tax return for 1994 to lender showing loss
of $501,701.

 August 31, 1995  Lender submitted second verification request to IRS.  Request stated
borrower provided copy of 1994 tax return indicated it was completed
on July 7, 1995.

 September 1, 1995  Loan was closed and initial disbursement was made.
 September 8, 1995  Second and final disbursement was made.
 September 11, 1995  Lender received IRS transcript of 1994 tax return confirming a loss of

$501,701, which agreed with the loss per borrower provided copy.
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 The loan defaulted and SBA subsequently purchased the guarantee for $420,000.
 
 Lender negligence in the loan approval process 
 
 The lender disbursed the loan before getting a tax return verification from IRS or comparing the
borrower provided copy of the 1994 tax return to the financial statements.  Therefore, the lender did
not identify and provide SBA an explanation regarding the difference in the amount of loss per the
financial statement and the tax return.  Further, the lender (i) did not require the borrower to pay the
guarantee fee within 90 days of loan approval, (ii) made a material misrepresentation (overstated value
of the collateral), and (iii) failed to perform a proper credit analysis.  The omissions by the lender were
material to the guarantee decision and, according to the loan authorization and Title 13 CFR 120.524,
should have been brought to SBA’s attention.

•  IRS tax verification    There was no indication that the lender either compared the income
tax return information with the business’ financial statements or notified SBA of the
discrepancy.  The loan authorization document required the lender to obtain a tax
verification from the IRS before disbursing the loan.  This requirement was reinforced by
SBA in a letter to the lender dated April 5, 1995, stating that the tax return for the borrower
must be verified before disbursement.  The lender did not comply with or request a waiver
of this requirement.

 The lender requested IRS verification of the 1994 tax return in June 1995.  IRS responded that
it had “no record of return for 1994.”  Another verification request was submitted to IRS on
August 31, 1995.  In the second request, the lender stated that “Our borrower has provided a
copy of the 1994 return which indicates it was completed on July 7, 1995.”  On September
11, 1995, IRS provided a transcript of the 1994 tax return which confirmed the information
on the copy of the borrower provided tax return.  The IRS reply to the lender stated the
verification was in response to “your inquiry of 8/31/95”.

 The 1994 IRS tax return verification, which was received by the lender three days after the final
disbursement, showed a loss that was more than six times greater than the loss shown on the
1994 financial statements.  According to SBA procedures, the lender should not disburse
any funds until the tax verification has been received, reviewed, and any significant
difference in profit or loss between the financial statements and the tax return explained.

•  Comparison of the borrower’s financial statements and tax return    Even before the
lender received IRS verification, it should have known there was a substantial discrepancy
between the financial statement loss ($71,375) and the tax return loss ($501,701).  While
the exact date the borrower submitted the 1994 tax return to the lender is not known, the
documentation does show that the lender had the tax return prior to the loan closing and the
first loan disbursement made on September 1, 1995.  Even a superficial comparison of the
net loss reported on the financial statement with the tax return would have raised a red flag.
 A more thorough comparison of the assets and sales data on the two documents would have
raised more red flags.  The lender clearly should have realized there was a material
discrepancy that required notification to and discussion with the SBA.

•  Guarantee fee payment    The lender did not require the borrower to pay the guarantee fee
in accordance with the terms of the loan authorization agreement or request a waiver.  The
loan was approved April 5, 1995, with disbursements made on September 1 and 8, 1995. 
Although the guarantee fee was required to be paid within 90 days of the date of loan
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approval, it was not received by SBA until September 12, 11 days after loan closing.  The
borrower paid the guarantee fee, which was submitted to the lender at closing, with an
insufficient funds check.  On September 26, the Progressive National Bank sent a hand
written letter citing an enclosed cashier’s check as a replacement for the insufficient funds
check and requesting that the copy of the “bounced” check be returned for the bank’s files.

 Progressive National Bank was the borrower’s business bank in Louisiana and received over
$85,000 for debt repayment when the first disbursement of loan proceeds was made
September 1.  Payment of the guarantee fee with a “bad” check was an indication the
borrower was having financial troubles and that the borrower’s character was questionable. 
If the lender had complied with the terms of the loan agreement and required payment of the
guarantee fee before loan closing, indications of borrower financial problems may have
been identified.

•  Value assigned to personal property collateral    The lender indicated in its SBA Form 4-
I, Lender’s Application for Guaranty or Participation, that personal property assets pledged
as collateral had a market value of about $1.5 million and a liquidation value of
approximately $700,000.  This collateral was to be purchased from Tidecraft Company,
which was a defunct boat builder.  Since the collateral was to be purchased from a defunct
business, the value of the collateral should have been established by an independent third
party.  The loan file contained three appraisal letters showing the value of the property. 
None of the letters, however, provided details of the appraiser’s qualifications or provided a
basis for the valuation.

 Prior to approving the loan, the lender substituted collateral with equipment to be purchased
from a different boat builder, Spirit Boats USA.  When the value of this collateral was
shown on the amendment to the SBA Form 4-I at less than the initial collateral, the lender
obtained an estimate of the substituted collateral’s value.  The collateral, which was valued
at $600,000, was purchased for $130,000 or about 20 percent of the appraised value.  The
appraisal of the collateral purchased was not made by an independent party and may not
have been objective.  The value was provided by one of the borrower’s vendors who
received approximately $13,000 from the SBA loan disbursement.  The purchase price, not
the value provided by one of the borrower’s vendors, was probably a better indication of the
actual value of the collateral.

 When the borrower filed for bankruptcy, the lender submitted a proof of claim for personal
property collateral in the amount of $100,000.  The lender’s attorney, in a letter to the lender
regarding bankruptcy actions taken, stated that a proof of claim for $100,000 was filed even
though the lender had advised him that the collateral was not worth more than $75,000. 
After the lender submitted its proof of claim, the borrower’s premises were burglarized. 
One of the lender’s employees estimated that about two-thirds of the personal property
collateral disappeared.  The remaining collateral was sold for about $29,000.

•  Value assigned to real property collateral    The loan also had real estate collateral. This
collateral was added to the loan when the borrower requested a modification to pay off a
bank note ($85,400) for which the lender was to receive a second lien position on real
estate.  The modification request listed a property mortgage of $320,000, with an appraised
value of $659,400.  The value of real estate can be established by three valuation methods—
cost, income, and comparable sales.  A complete appraisal would include all three methods.
 A limited appraisal would include only one method, which is normally comparable sales
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unless another method is justified.

 The method used to value the real estate collateral was based on the income approach,
which relied on borrower submitted income and expense statements.  The desirable method
of real estate valuation would have been the comparable sales approach because the
business had been in operation less than a year and the information used in the income
approach was based on borrower provided financial information.  An appraisal based on
borrower financial information was suspect considering the borrower prepared financial
statements provided to the lender showed a loss of about $71,000 and the tax return for the
same year showed a loss of over $500,000.  The tax return and appraisal were dated July 7
and 27, 1995, respectively.  Although we do not know the exact dates the lender received
the documents, the tax return was actually received, and the appraisal should have been
received, before the loan was disbursed.

 Lending officials stated that the property was probably worth about $320,000.  The
opportunity for recovering an amount above the first lien ($320,000) was unlikely since the
property had been on the market for about five years.  SBA officials stated that both they
and the lender decided not to buy the first lien on the property due to the fact it had been on
the market for a long time and there was a possibility of contamination.

•  Credit Analysis    The lender’s credit analysis was inadequate because a borrower reported
loss was not properly considered and projected sales were not supported.

The borrower provided business financial statements for 1994 with the loan application on
March 30, 1995.  A corresponding 1994 tax return to corroborate the financial statements
was provided in July or August 1995.  The 1994 tax return, prepared by a paid tax preparer,
showed the business lost $501,701 while the financial statements, prepared by the borrower,
showed a loss of only $71,375.  As discussed above, the lender should have been aware of
the difference between the loss reported on the financial statement and the tax return
because the borrower provided a copy of the tax return before the first disbursement was
made.  Such a material discrepancy is misrepresentation of the business financial condition.

Projected sales for the borrower’s second year of business showed an increase of 485
percent (from $819,000 to $4.8 million).  The borrower’s sales projection appeared
unrealistic.  The borrower’s principals had limited experience in boat manufacturing and
planned to take over the operations of a boat building business that failed in 1994. The
lender stated the projection was considered reasonable because the borrower manufactured
a good product and had a large backlog of orders.  The sales projection included a $5
million sales base of Tidecraft, a company that the borrower never assimilated due to a last
minute decision to buy the equipment from another company. When the borrower did not
purchase the assets of Tidecraft nor obtain exclusive rights to sell the product, the borrower
lost its $5 million sales base used in the sales projection.  In addition, Tidecraft Company,
which had ceased operations, began operating again in August 1995, a month before the
loan was closed.  The document-ation in the loan files was insufficient to support borrower
sales projections.  Specifically, there was no indication of the dollar volume of orders on
backlog or an analysis of how the decision on the failure to obtain the assets of Tidecraft
and its dealer network would affect projected sales.

Conclusion

The lender, Arkansas Capital Corporation, did not follow SBA requirements in processing this
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loan.  The lender’s errors resulted in an SBA guarantee for a substandard loan which defaulted and
resulted in substantial losses to the Federal Government.  Title 13 Code of Federal Regulations
§120.202.5 states that “SBA shall be released from obligation to purchase its share of the guaranteed
loan unless the lender has substantially complied with all of the provisions of these regulations, the
Guaranty Agreement, and the Loan Authorization, and has not failed to disclose material facts, and has
made no material misrepresentations. . . .”  (As of March 1, 1996, the provisions of §120.202.5 were
included in §120.524).  SBA should not have purchased this loan and should now recover the
guarantee from the lender.

RECOMMENDATION

We recommend that the Acting Associate Administrator for Financial Assistance recover from
the lender the amount of the guarantee paid for Loan Number 82321230.

SBA Management Response and OIG Evaluation

SBA Response

SBA agreed with the recommendation and has requested a legal opinion from the Office of
General Counsel with respect to legal sufficiency to initiate litigation.   [ FOIA Exemption 5].  SBA’s
response is presented at Attachment 1.

OIG Evaluation

SBA has initiated action to implement the recommendation.

Auditee Response

The auditee (lender) disagreed with the report, stating that for the loan in question, it complied
with SBA requirements and did not make any misrepresentations or omissions that caused SBA to
approve a loan that should not have been approved (see Attachment 2).  The lender stated that it had
been defrauded by the borrower and requested that the OIG pursue all available avenues against the
principals.

OIG Evaluation

Upon receipt of the response, we obtained additional information from the lender.  Generally,
the information obtained provided further support that the loan was not processed in accordance with
SBA procedures and policies.  The lender’s comments and additional information were incorporated
into the report, as appropriate.  The lender’s specific comments and our evaluation are summarized
below.

a.  Verification of tax return

Auditee Response

According to the lender, it proceeded with loan closing after receiving a tax verification
indicating no receipts for 1993, which agreed with the information provided by the borrower, and that
IRS had no record of a tax return on file for 1994.  Tax verification for 1994 was received on or about
September 11, 1994, after the loan was closed and disbursed.
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OIG Evaluation

The report was revised to indicate that the lender had a copy of the 1994 tax return provided by
the borrower before the initial disbursement on September 1, 1995.  The amount of the loss shown on
the copy of the tax return provided by the borrower (and confirmed by IRS verification after the loan
was closed) was significantly larger than the loss shown on the financial statements for 1994.  The
lender should have compared the financial statements with the borrower provided tax return prior to
closing.  The loan should not have been disbursed until the IRS verification was received and SBA
notified of the discrepancy on the financial statements and the tax return and the reason(s) for the
difference.

b.  Valuation of collateral

Auditee Response

Between the time the borrower filed for bankruptcy and the lender’s subsequent control over
the assets, there was almost total dissipation of the collateral.  Due to this situation it is impossible to
determine the liquidation value of the collateral.  The lender believes that this lack of collateral
available for liquidation is the reason for the significant loss on this loan.

OIG Evaluation

We agree that the disappearance of collateral and the bankruptcy diminished the amount
received from the sale of collateral, but the report shows that the collateral was overvalued as well. 
Another factor that reduced the amount of the recovery during liquidation was that neither the lender
nor SBA had a lien on the finished inventory.  According to the loan authorization, the lender and SBA
were to obtain a first lien on all inventory.  When the borrower filed for bankruptcy, however,
Progressive National Bank, the borrower’s business bank, stated it had a first lien on finished boat
inventory, and the lender had a first lien on only the raw material inventory.  There was no evidence in
the loan files that the lender objected to Progressive’s assertion.

c.  Lender’s credit analysis

Auditee’s Response

With respect to projected sales, the lender considered the company to be a going concern with
good potential for buying the molds and operations from a company that had $5 million in sales and an
existing dealer network.

OIG Evaluation

Based on information obtained after the lender’s response was received, the report was
changed to show that the scenario used to project sales was no longer applicable when the borrower
decided to purchase equipment from a different boat company.

* * * * * *
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This report may contain proprietary information subject to the provisions of 18 USC § 1905.  Do not
release this report to the public or another agency without permission of the Office of Inspector
General.
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AUDIT REPORT DISTRIBUTION

Recipient Number of Copies
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Deputy Administrator ..........................................................................................1
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Acting Associate Administrator for
Field Operations...................................................................................................1

Associate Administrator for
Financial Operations ............................................................................................1

Associate Deputy Administrator for
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Office of the Chief Financial Officer ...................................................................1
Attn:  Jeff Brown

District Director, Little Rock District ..................................................................1

Arkansas Capital Corporation..............................................................................1

General Accounting Office ..................................................................................1


