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This final report summarizes the results of our audit of the Use of Proceeds from
Gulf Coast Hurricane Disaster Loans. As of November 2008, approximately

$6.6 billion in loans had been disbursed to assist Gulf Coast disaster victims. The
objectives of the audit were to determine whether the Office of Disaster Assistance
(ODA) has adequate controls in place to reasonably ensure that the proper
documents were secured from borrowers and adequately reviewed before making
subsequent® loan disbursements to disaster victims.

To determine whether ODA had adequate controls to secure the proper documents
before distributing additional loan proceeds, we reviewed Borrower’s Progress
Certification forms and other supporting documents on 127 of 4,252 statistically
sampled loans that were disbursed between October 2005 and October 2007. We
compared these documents to requirements established in the Loan Authorization
and Agreement for each loan, and Standard Operating Procedures (SOP) for the
Program. To determine whether the Small Business Administration (SBA)
adequately reviewed the expenditure of prior proceeds, we reviewed Borrower’s
Progress Certifications and entries in SBA’s Disaster Credit Management System
(DCMS). We also interviewed ODA staff assigned to the Fort Worth Loan
Processing and Distribution Center (PDC), including attorneys within the
Accounts Department, to determine the process followed for subsequent
disbursement reviews. Additionally, we reviewed policy revisions relating to the
requirements for subsequent disbursements.

! Throughout the report we refer to subsequent disbursements, which include those disbursements made after the initial
distribution of loan proceeds.



Finally, we contacted contractors associated with 31 loans to verify that they had
completed work as claimed by borrowers, and visited selected borrowers’ homes
to inspect progress made on repairs.

We conducted the audit from December 2007 to August 2008, in accordance with
Government Auditing Standards as prescribed by the Comptroller General of the
United States.

BACKGROUND

In 2005, Gulf Coast Hurricanes Katrina, Rita and Wilma caused more than

$118 billion in estimated property damage. Many of the disaster victims of these
hurricanes were eligible for SBA disaster loans. Before SBA can disburse funds,
disaster loan applications must undergo various stages of processing. Real estate
physical disaster loans over $10,000 and economic injury loans over $5,000 must
be secured with collateral. Initial disbursements are made to borrowers in these
amounts. Subsequent disbursements can be made to borrowers, as requested,
based on support for how prior disbursements were used. Generally, secured loans
are disbursed in stages that correspond with the borrowers’ needs and how they
spent prior disbursements.

The Borrower’s Progress Certification (SBA Form 1366) requires the borrower to
certify that he/she used initial loan funds in accordance with the Loan
Authorization and Agreement (SBA Form 1391). The form requires borrowers to
itemize expenditures made with the loan proceeds and to attach receipts as proof
of expenditures.? Prior to 1994, ODA was required to perform receipt reviews for
all subsequent disbursement requests after $10,000 had been disbursed to
borrowers on both unsecured and secured physical loans to ensure the proper use
of proceeds before authorizing further disbursements.

In 1994, the threshold for secured loans was temporarily raised to $25,000, and
subsequently made permanent in SOP 30 50 4, Disaster Assistance Program,
which allowed subsequent disbursements up to $25,000 upon receipt of the SBA
1366 from the borrower demonstrating how 80 percent of prior proceeds had been
used. These requirements were important controls to ensure repair work was
being performed and to deter fraud in the disaster loan program. However, in
March 2006, ODA again changed its requirements for reviews of borrower
expenditures by requiring evidence of how previously disbursements had been
used only when the aggregate amount of funds disbursed would exceed $50,000.
Additionally, case workers could use their discretion in determining which

2 Borrowers are not required to provide proof of expenditures on items costing less than $1,000.



documents could serve as evidence of how prior proceeds were used. In
November 2007, ODA made the new threshold permanent in version 6 of its SOP.

Case workers in the Accounts Department at the PDC are responsible for
reviewing subsequent disbursement requests to ensure borrower receipts support
their use of prior loan proceeds. If more detailed reviews are needed, the
Accounts Department can request that the Loss Verification Department conduct
them. Despite which group conducts the reviews, all disbursements are ultimately
approved by the Accounts Department.

RESULTS IN BRIEF

ODA did not have adequate controls to ensure that proper borrower certifications
and receipts were submitted with requests for subsequent disbursements. Based
on our sample, 69 of the 127, or 54 percent, of the disbursements were made
without proper documents and certifications. Rather, ODA processed
disbursements with incomplete and unsigned certifications from borrowers. For
example, case workers relied on vendor quotes and contractor proposals as
evidence of work completed, receipts of questionable authenticity, and in many
instances, no supporting documentation.

This occurred because ODA made procedural changes that eliminated from review
borrower documentation supporting how prior proceeds were used for
disbursements under $50,000 on secured loans and provided ODA case workers
with discretion over which documents to review in determining whether prior
proceeds had been used appropriately when disbursing over $50,000 in aggregate.
Previously, case workers were required to review the Borrower’s Progress
Certification forms and accompanying receipts. As a result, ODA processed
questionable claims involving potential fraud. Based on several smaller samples,
the OIG identified 4 potential false statements from borrowers and one instance
where a damaged home was not brought back to its original condition, as required,
with the use of loan proceeds.

Through discussions with vendors associated with 31 of the disbursements, we
determined that ODA accepted inadequate support for $350,000 in expenditures
on four loans that, upon further analysis, proved to be false claims made by the
borrowers. Contractors hired to make the repairs on the affected properties told us
they had not completed the work claimed by the borrowers. Although the support
submitted by the borrowers was questionable, case workers did not follow up with
contractors and/or inspect the damaged property to verify whether the proceeds
were used as claimed. Further, because ODA had not secured borrower



certifications for these expenditures, the Agency may have weakened its ability to
pursue criminal penalties as well as civil remedies from these borrowers under the
False Claims Act.

ODA officials told us that the review requirements were changed to expedite the
disbursement process and to make it easier for borrowers to get subsequent
disbursements. However, in changing the requirements, the Associate
Administrator for Disaster Assistance acknowledged that his office did not inform
borrowers of the changes in requirements for obtaining subsequent disbursements.
Consequently, borrowers continued to submit certifications and receipts, and
although these submissions were incomplete or inaccurate, they were accepted by
SBA, but not reviewed. Had ODA reviewed these documents it may have noted,
as the OIG did, that some of the documentation was questionable or false.

Further, while we acknowledge that ODA may have been unable to review every
disbursement given the large volume of Gulf Coast loans, at a minimum, we
believe it should have reviewed a sample of disbursements to obtain assurance that
funds were spent in accordance with borrowers’ loan agreements, and should have
automatically rejected unsigned forms from borrowers. Further, because the
change in review requirements was implemented through an amendment to SBA’s
SOP, this policy is in effect for all current and future loans. Therefore, the
problems noted in the audit will likely persist until the procedure is strengthened.

Finally, while ODA officials told us that reviews had been completed for all
disbursements over $50,000 in aggregate, we could not confirm whether reviews
had actually been made because individuals conducting the reviews did not always
sign the Borrower Progress Certification forms or document their reviews in
DCMS. Based on DCMS entries, we confirmed that loss verifiers reviewed 33 of
the 127 disbursements. However, the remaining 94 disbursements were reviewed
by ODA case workers who did not document their reviews in DCMS or on the
certification forms, with 30 of these that required reviews. Program officials told
us that the SOP does not require reviewers to sign these forms, which would
provide evidence of reviews. Further, ODA did not require that site visits to
damaged properties take place, in cases where questionable receipts were
submitted as evidence of the use of loan proceeds.

We recommended that ODA reject unsigned and/or incomplete Borrower’s
Progress Certification forms. Further, because the “use of proceeds” review is an
important control to detect fraudulent claims and to make sure repairs are being
made, we also recommended that ODA revise its SOP to require either a review of
all, or a sample of, disbursements over $10,000 to provide assurance that
borrowers used prior disbursements in accordance with their Loan Authorization
and Agreement. The SOP should also require that the Borrower’s Progress



Certification forms and supporting receipts be reviewed and the certification be
signed by ODA to document that a review was made. Finally, we recommended
that ODA re-emphasize with reviewers that they should conduct site visits or
contact vendors to confirm expenditures when questionable contractor receipts are
submitted by borrowers.

All recommendations were agreed to by ODA. We request written comments to
our office identifying planned actions and target dates.

RESULTS

54 Percent of Borrowers Did Not Adequately Disclose How Loan Proceeds
Were Used or Certify to Their Expenditures

Our review of 127 disbursements disclosed that ODA had not secured adequate
supporting documentation for 69, or 54 percent, of the disbursements, prior to
distributing subsequent loan proceeds. These disbursements totaled $10.1 million.
Of the 69, 13 were over $50,000 in aggregate, although reviewed under the new
requirements, were disbursed without adequate evidence supporting how prior
proceeds were spent. The other 56 disbursements were under $50,000 in
aggregate. While ODA requires borrowers to send in receipts and certify how
proceeds were used, these were not reviewed by ODA and hence a majority of
them were accepted even though they were incomplete.

In 43 of the 69 instances, borrowers submitted vendor quotes and contractor
proposals as evidence of work completed, receipts of questionable authenticity,
and incomplete and unsigned borrower certifications of how loan funds were
spent. In the remaining 26 instances, disbursements were made to individuals who
had provided no supporting documentation. For example:

e One borrower received $1.5 million without any supporting receipts. The
only documentation provided was a letter from the contractor, stating that
he was paid by the borrower for work he had performed. However, the
letter did not identify how much of the completed work was associated with
the SBA loan.

e ODA disbursed $850,000 to a borrower based solely on invoices provided
by vendors. However, the borrower did not submit receipts to demonstrate
that he had actually paid the vendors.

e One borrower received $1.5 million by submitting primarily cancelled
checks that he wrote to himself for cash, which predated his SBA loan.



e One borrower received $256,517 based on a vendor quote that was used as
evidence of work completed. Upon contacting the vendor to verify that the
proceeds were used for work on the borrower’s home, we learned that the
vendor only billed the borrower for approximately $1,200.

e Another borrower received $361,600, but submitted only a blank and
unsigned Borrower’s Progress Certification form with no receipts or any
other documentation supporting his use of the loan proceeds.

e ODA disbursed $47,100 to another borrower, who submitted only an
estimate for needed repair/reconstruction work. Our site visit to the
borrower’s damaged property revealed that the borrower did not use the
proceeds to bring his home back to pre-disaster condition, as required by
his Loan Authorization and Agreement. Rather, the borrower had only
renovated the garage, while the rest of the house remained unfinished.

Of the missing documents, the Borrower’s Progress Certification forms and
accompanying receipts are the most critical evidence for determining borrower use
of proceeds. The certification form is the borrower’s representation of how he/she
spent prior loan funds. Borrowers are asked to list on the form 80 percent of the
expenditures they made with the SBA loan proceeds and to attach receipts
supporting those expenditures. Should SBA later discover that the information
provided on the forms is false; the certification can then be used as evidence of a
false claim for purposes of pursuing either criminal penalties or civil remedies
under the False Claims Act. Under the Act, any person who knowingly presents to
the United States Government a false or fraudulent claim for approval is liable to
the U.S. Government for civil penalties of not less than $5,000 and not more than
$10,000, plus three times the amount of damages the Government sustained
because of the act of that person.

ODA Changed Documentation Requirements, Potentially Impacting Its
Ability to Ensure Proceeds Are Used Properly and to Pursue Criminal and
Civil Remedies for Fraudulent Claims

In March 2006, ODA temporarily changed its review requirement to those
disbursements over $50,000 in aggregate, and in November 2007, ODA reissued
the SOP, making the change permanent. However, according to the Associate
Administrator for Disaster Assistance, borrowers were not notified of this change
and continued to submit certifications and receipts with requests for subsequent
disbursements below $50,000. ODA accepted these submissions, but did not
review them as only aggregate disbursements exceeding $50,000 require a review
of prior proceeds use.



PDC officials told us that their intention in changing the review requirement was
to expedite the disbursement process and make it easier for borrowers to get
subsequent disbursements. They acknowledged the risk involved in not verifying
disbursements, but stated, “it was a trade-off they had to live with, realizing that
the new procedures would de-emphasize the importance of the Borrower’s
Progress Certification form.” While ODA may have been unable to timely review
every disbursement given the large volume of loans processed for the Gulf Coast
hurricanes, at a minimum, we believe ODA should have reviewed a sample of
subsequent disbursements between $10,000 and $50,000 to provide assurance that
borrowers were generally using their loan funds as intended.

Further, we believe that when ODA first raised the threshold to $25,000 in 1994,
its basic policy of controlled disbursements did not change. In its 1994
memorandum, ODA states that because it was criticized in the past for borrowers
using their loan funds for ineligible purposes, their intent was to control
disbursements as funds are expended or committed in accordance with the loan
agreement. Consequently, we do not believe that waiving prior proceed reviews
for all disbursements under $50,000 is consistent with ODA’s prior guidance, or
that a permanent change in the review requirements is justified. In recent
discussions with ODA, it agreed to review a sample of disbursements exceeding
$10,000.

Finally, by allowing case workers the freedom to choose the supporting
documentation upon which to base their reviews, many disbursements were made
without adequate or any documentation showing how prior proceeds were spent.

ODA Disbursed Funds Based on Questionable Claims Made by Four
Borrowers

Of the 69 borrowers who did not sign or adequately complete the Borrower’s
Progress Certification forms, four made false claims about how they spent prior
loan proceeds. SBA made subsequent disbursements to these borrowers based on
vendor quotes, and one proposal for repair and reconstruction work that had not
been completed. Specifically:

e One borrower submitted a vendor quote for $256,517 in electrical work.
However, the vendor who performed the work told us that he had
completed only approximately $1,200 of the work. Although the quote was
submitted on company letterhead and signed both by the borrower and
vendor, the borrower provided no documents or receipts to support this
quote for completed work.



e A second borrower submitted a $50,000 vendor quote for a room addition,
roof, ceiling, chimney, and siding repair as evidence of work he claimed
had been completed on his home. However, the vendor whom the borrower
claimed had performed the work denied completing any work for the
borrower. The borrower had transmitted the quote to SBA from the
vendor’s fax machine, to make the quote appear to be an official document
authorized by the vendor. However, the vendor told us that he was not
aware that the borrower had used his fax to transmit the quote to SBA.

e A third borrower submitted a contractor proposal for $26,400 in repair
work for drywall; the replacement of windows, doors, and trim; and
plumbing and siding work that was prepared on a standard form such as
could be purchased from an office supply store, rather than on the
contractor’s official letterhead. No other supporting documents or actual
receipts for work completed were provided. The contractor, when
contacted, told us that he completed only about $1,500 worth of work on
the property.

e Finally, a fourth borrower submitted a vendor quote for $13,551 for work
that the borrower claimed had been completed on his home. However, the
vendor told us that he had not completed any work for the borrower.

ODA inappropriately accepted vendor quotes and proposals as evidence of work
performed and did not follow-up with contractors to confirm whether the work had
been performed. Additionally, ODA did not make site visits to the properties to
determine whether borrowers had used their loan proceeds in accordance with
their Loan Authorization and Agreements. [FOIA ex. 7(A)

]

ODA Reviews of Prior Disbursements Were Generally Not Documented

According to information in DCMS, loss verifiers reviewed 33 of the 127
disbursements, and documented their reviews in DCMS. However, the remaining
94 disbursements were reviewed by ODA case workers who did not document
their reviews in DCMS or on the certification forms, with 30 of these that required
reviews. ODA employees stated that they had performed reviews, although they
were unaware of any language in the current SOP requiring them to sign the
forms, which would provide evidence that reviews were conducted.

ODA employees are not required to sign the Borrower’s Progress Certification
form prior to making a subsequent disbursement. Further, because ODA no longer



requires that case workers use this form in conducting their reviews, it has no way
of determining whether a review was conducted.

RECOMMENDATIONS

We recommend that the Chief, Executive Office of Disaster Strategic Planning and
Operations direct the Associate Administrator for Disaster Assistance to:

1. Reject Borrower’s Progress Certification forms/claims that are unsigned and/or
incomplete without making subsequent disbursements.

2. Revise SOP 50 30 6, to require that a review be conducted of how prior
proceeds were used on a sample of, disbursements exceeding $10,000 to
provide the Agency with some assurance that borrowers used prior proceeds
appropriately. The SOP should also require that the Borrower’s Progress
Certification form and supporting receipts be reviewed and signed by ODA to
document that a review was made.

3. Require site visits or follow-up with vendors when questionable invoices,
including quotes for large dollar amounts with no receipts, unsigned
certifications or vendor quotes, inadequate certifications, or no official
documents, are submitted to verify the accuracy of what the borrower has
reported.

AGENCY COMMENTS AND OFFICE OF INSPECTOR GENERAL
RESPONSE

On October 22, 2008, we provided a draft of the report to ODA for comment. On
December 17, 2008, ODA submitted its formal comments, which are contained in
their entirety in Appendix I. On December 18, 2008, the Chief of the Executive
Office of Disaster Strategic Planning and Operations submitted his endorsement of
ODA'’s comments, which is provided in Appendix Il. ODA concurred with all
three of the report recommendations, but disagreed with the report’s description of
the disbursement thresholds and its characterization of the timing of and reasons
for the changes to the thresholds. ODA’s specific comments and the OIG’s
evaluation of them are summarized below.

Management Comments

Management commented that the report did not take into consideration that ODA
had legitimate reasons for changing its policy. Namely, ODA’s decision to
increase the threshold to $50,000 was to ensure that borrowers had adequate funds
in the rebuilding process as many contractors would not commit to a major
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construction project without a substantial down payment on the contract.
Management also commented that the report was incorrect in stating that:

e SOP 3050 5 required receipt reviews for subsequent disbursements after
$10,000 was disbursed.

e ODA went from a $10,000 disbursement level without receipts directly to a
$50,000 level in response to the Gulf Coast storms.

e A borrower is required to attach receipts as proof of expenditures for items
costing less than $1,000.

e Borrowers were still required to submit certifications and receipts with
requests for subsequent disbursements after ODA increased the
disbursement threshold to $50,000.

OIG Response

The report does not comment on whether management inappropriately raised the
disbursement threshold. Instead, the report focuses on ODA’s responsibility to
ensure that prior disbursements have been used appropriately before disbursing
additional funds, especially because in its 1994 memorandum ODA acknowledged
that it had been criticized in the past when borrowers used their proceeds for
ineligible purposes. We believe ODA has a fiduciary obligation to the taxpayers
to ensure that loan funds are used as intended.

Regarding the report’s characterization of the disbursement threshold, we believe
the report is correct in stating that the original threshold was $10,000. This
threshold is still in effect for unsecured loans, but has been increased to $50,000
for secured loans. To support our interpretation, we have provided in Appendix
I11 excerpts from ODA'’s policy memoranda and SOPs establishing these
thresholds. Further, as shown in Appendix 111, we correctly stated the requirement
in SOP 30 50 5 that receipt reviews be made for subsequent disbursements above
$10,000 on unsecured loans, and have added language characterizing review
requirements for subsequent disbursements on secured loans.

We agree that ODA is correct in stating that the threshold did not jump directly
from $10,000 to $50,000. We have added language to show that the threshold for
secured loans increased incrementally, from $10,000 to $25,000 in 1994, and then
to $50,000 in 2006.

To clarify that borrowers are not required to attach receipts as proof of
expenditures for items costing less than $1,000, we added a footnote stating that
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borrowers are not required to provide proof of expenditures on items costing less
than $1,000.

With respect to whether borrowers were required to submit certifications and
receipts with requests for subsequent disbursements, after ODA increased the
disbursement threshold to $50,000, SOP 50 30 6 states that prior to any
subsequent disbursement where the funds disbursed would, in aggregate, exceed
$50,000, SBA must have evidence that funds previously disbursed have been used
in accordance with the loan agreement. This evidence may include the borrower’s
progress certification, paid invoices, and a joint payee check, among other
documents. The SOP language is provided in Appendix IV.

Finally, ODA agreed with all three recommendations and proposed an acceptable
alternative to recommendation 3. However, it did not indicate a target date and
specific actions it plans to take on recommendation 1, or provide target dates for
completing actions proposed on recommendations 2 and 3. Consequently, to be
fully responsive to the recommendations, we request that ODA provide an
additional response within 15 days of the final report date.

ACTIONS REQUIRED

We request that you submit written comments identifying (1) the actions you plan
to take to implement recommendation 1 and the target date for completion of such
action, and (2) target completion dates for recommendations 2 and 3. We would
appreciate receiving your additional comments within 15 days of the final report
date.

We appreciate the courtesies and cooperation of the Office of Associate
Administrator for Disaster Assistance and DCMS Operations Center
representatives during the audit. If you have any questions concerning this report,
please call me at (202) 205-[FOIA ex. 2] or Pamela Steele-Nelson, Director,
Disaster Assistance Group, at (202) 205-[FOIA ex. 2].
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U.'5. SMALL BUSINESS ADMINISTRATION
WASHINGTON, D.C. 20416

Date: DEC 1 7 2008

To: Debra S. Rint |
Assistant Inspector Generalaor Anditing
- Chief, Eeogsro [Foia ‘*‘-lo]( S M?'ﬂrzﬁ)
From: Herbert L. Mitche” [FOIA e o]

Office of Disaster \asistence

Subject: OIG Draft Report - The Uss of Procesds fromn Gulf Coast Disaster Loans
(Projcct No. 8301)

We have reviewed the draft andit 1eport regarding the Use of Proceeds from Gulf Coast
Disaster Loans. The objectives of - his andit were to determine whether the Office of
Disaster Assistance (ODA) has adi:quate contyols in plsce to reasonahbly ensure that the
propex documents are secured fromi the borrowers and adequately reviewed before
making subsequent loan disbursen ents to disaster victims. Thank you for the
opportunity to respond to tho Drafi Report.

The mission of the SBA Disaster Frogram is to help disaster victimas recover ffom
disasters and rebuild their lives by providiog affordable and timely fmancial assistance to
homeowners, rentexrs and businessts, Consisteut with the mission to provide affordable
and expedient disaster assistance, 12 balance with the need to safeguard taxpayer funds,
ODA has receipting requirements 1hat are tied to disbursement thresholds. In addation,
the Loen Authorization & Agreem: :nt requires the bofrowers to retain receipts for a
period of three years, allowing for -he possibility of detailed audits by proper elements of
the government,

L Disbuarsement Thresholds

As discassed with the OIG during the exit interview, the Draft Report is incorrect in its
description of the disbursement throsholds. Specifically, the report states that “based on.
SOP 50 30 s, Disaster Assistance Program, ODA was originally required to perforrn
receipt revicws for all subsequent ¢ isbursement requests after $10,000 Had been
disbursed to bomrowers...” As a recult, the Draft Report implies that during the response

DEC-18-2098 b1:26PM F ax: 2OSROS 7874 1d:SBA-OFFICE OFIG Page:®03 R=97%
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to the Gulf Coast storms, ODA w adified the requirements for receipt review from
310,000 to $50,000. Consequentl -, based on this incomect staternent, the OIG determined
that “this change resulted in no re view of over $74 million of the $349 million disbursed
between October 2005 and Octob :r 2007 that would have been subject to review under
the original SOP requirements.” Based on the above, both parties agreed that it was
important to outline the proper dis bursement guidelines in place for the validity of the
audit findings.

As a matter of record, prior to 19¢4 ODA receipt review requirements were set at the
$10,000 threshold. In 1994, Area Ditector’s Memo 94-41 raised the requirement to
$25,000 which was incorporated istc a revision of SOP 50 30 3. SOP 50 30 5, which is
available to the general public on ine, clearly states that the requirement was $25,000.
After the Gulf Coast Hurricanes, (YDA approved more than 160,000 disaster loans to help
homeowners, renters and business =g to return o pre-disaster condition. As a result of the
extraordinary and catastrophic nat e of the Gulf Coast Hurricanes, ODA implemented a
pilot program in March of 2006, 5 lowing the disbursement of $50,000 without the
review of receipts. While borrowe s were still required to maintain receipts to document
the use of loan fimds, this teraporary policy change did not require the review of receipts
prior to the disbursement of $50,0:30. On June 19, 2007, the disaster loan making SOP
permanently changed the receipt riquirements review threshold from $25,000 to $50,000.
(See Central Office Memos 06-14, 06-43, 07-1%, and 07-30).

IL Pilot and Permanent Change to Disbursement Thresholds

We believe that the OIG Draft Rerort discounts the process involved in both the pilot and
the permanent change when it stat:'s that ODA relaxed its requirements for reviews of
borrower expenditures when faced with, processing the large volume of loans associzted

" with the Gulf Coast Hurricanes. A early as 2004, as a result of the increased damagec

assessments after the hurricane sezson, we were reassessing our policy to determine
whether the initial $25,000 dollar ¢ isbursement threshold was in line with normmal
inflationary factors, meaning that {1e cost of projects changed---they were often more
expensive and it took more fuads ti» get the project moving. After the Gulf Coast
Hurricanes, as we faced the realities and expectations for asgistance, $25,000
disbursements were not deemed su Ticient to meet expectations, and therefore we
implemented the pilot program alle wing the disbursetnent of $50,000. This was due in
parl to the situation in the Gulf coat repion which showed that many contractors would
not even commit to a major constry ction project unless the borrower made a substantial
down payment on the contract, often exceeding ODA s $25,000 disbursement limits.
The reasons and rationales that hel: for Gulf Coast Hurricanes were deemed adequate to
have one unified policy for all futwe disasters, and the policy permanently incorporated
into SOP 50 30 6. Your characteriz ition that ODA. rclaxed the requirements fails to take
into consideration the legitimate rc: sons for making this policy change to ensure that
borrowers had adequate funds to be gin the rebuilding process. It also fails 1o recognize
that ODA was already reassessing < ur disbursement threshold prior to the Gulf Coast
Hurricanes.

a4/ 88
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‘While the PDC was acting in acce rdance with SOF 50 30 6 and Central Qffice Directives
(See Central Office Memos 06-14. 06-43, 07-19, and 07-30), we understand the
underlying objective of the audit : nd recognize the need for further guidance and
clarification to our policy to furth: ensure the appropriate use of funds.

1. Draft Report - Comments
Page 2, Second Paragraph

“The Borrower’s Progress Certif: cation (5BA Form 1366)... required borrowers to
Hemized expenditures made with i he loan proceeds and to avach receipts as proof of
expenditures. Based on SOP 5037 5, Disaster Assistance Program, QDA was originally
required to perform receipt reviews for all subsequent disbursement requests after
510,000 had beer: disbursed 1o borowers Jor estimated property damage to ensure the
proper use of proceeds before aut worizing further disbursements. ™

The report incorrectly states the re Juirements outlined in SRA Form 1366. Form 1366
does not require a borrower to attzch receipts as proof of expenditure for iterus “costing
less than SI,O(_JO sach.”

The report incorrectly stateg that SOP 5030 5 required receipt reviews for subsequent
disbursements after $10,000 has b::en disbursed. This statement is incorrect since in

1994, Area Director’s Memo 94-4 | raised the requirernent to $25,000, which was
incorporated into a revision of SOJ* 50 30 3. The requirement was $25,000 when 50 30 5
was issued. The report incorrectly states that ODA went from a $£10,000 disbursement
level without receipts directly to a $50,000 level in response to the Gulf Storms. Thisis a
factual error which is verifiable an 1 should be corrected.

Bottom of Page 2 and continuing on Page 3

"Irr March 2006, ODA temporariiv changed the QDA s review reguirement to those
disbursements over $50.000 in aggregate, and in November 2007, ODA reissued the
SOP, making the change permaner 1, and as a result borrowers were still required to
submirt certifications and receipts 1+ith requests for subsequent disbzasements, bur ODA is
not required fo review them unless aggrepate disbursements will exceed $5 0,000
Consequently, this change resulted in no review of over 874 million of the $349 million
disbursed betweer: October 2005 a 1d October aQf 2007 that would have been subject to
review under the original SOP reqiirements. ™

The report incorrectly states that bc rrowers were “still required to submil certifications
and receipts... ” is erroneous as nei her the SOP nor ODA directives require borrowers to
submit receipts if a loan did not ex«eed $50,000. See, for example, SOP 50 30 6
paragraph 95 (c)-

Given the factual error in the previcus paragraph, ODA has to assume that the statement
that “this change resulted in no reyview af over 37 & million of the 3349 million disbursed
betweern October 2005 and Octaber of 2007 is based upon the erroneously presumed

AL/ B8
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change of the receipting level fro:n $10,000 to $50,000 rather than from $25.000 to
$50,000 as is factually correct. N 3 basis for this caloulation is otherwise provided.

OIG RECOMMENDATIONS .\ND AGENCY RESPONSE

Z. Refect Borrower s P rogress Certification forms/claims that are unsigrned
and/or incomplete withow:; making subsequent disbursements.

CDA Response: ODA agrees with this recornmendation.

2. Revise SOP 50 30 6, to require that a review be conducted of how prior
proceeds were used eithe: all, or a sample of disbursements exceeding $.10, 000
to provide the Agency wit}h some assurance that borrowers used prior proceeds
appropriately. The SOP s:ould also require that the Borrower's Progress
Certification form and sup vorting receipts be reviewed and sigried by ODA to
document that q review wos made. :

ODA Response: 2DA agrees with this recommendation. QDA agrees to
review a sampie of file: to provide the Agency with some assurance that
borrowers used prior proceeds appropriaiely. We also agree that the Borrower's
Progress Certification forn ond Supporting receipts will be reviewed However,
since the files are viewed electronically, ODA staff will be required to pur
notarions in the commeats section certifving thot they have reviewed the
Borrower's Progress Cer ification, including ony receipts submitted in lieu of
signing the actual documei . .

3 Require site visits or follow-up with vendors when questionable invoices,
including gquotes for large dollar amounts with no receipts, unsigned
certifications or vendor giastes, inadequate certifications, or no official
docurnents, are submitted i 7 verify the accuracy af what the borrower has
reported.

QDA Response: O.i)A agrees with this recommendation. Rather tharn
require these specific actio.zs in every instance, O believes that it may be
appropriate o request add tional information, clarification or return the
documents as possible alte: natives. In any event QDA will develop policy
guidance and procedures o1 how to deal with guestionable documentation in such
instarices.

ODA.:Lopez-Suare=:112508:8:0IG Audit 8301 - ODA Response Use of Proceeds
CC: Bubject Reading Lopez-Suarez
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Date: June 3, 1994
To: All Area Directors, # 94-41
From: Associate Aduyy nistrator

for Disaster As istance
Subject: Disbursement Aunounts: Revision of #86-29 and 92-29

Under the Jaw disaster loans may orly be used to repair, replace or rehabilitate damaged
property. In addition, the law provides for a civil penalty of 150 percent of the loan for
wrongful misapplication of the procesds of a disaster loan. For these reasons, and because
disaster loans are highly subsidized, v'e use controlled disbursements, that is we disburse the
fupds as they are expended or committed by the borrower in accordance with the loan
authorization and agreement. In the past, we have been criticized when we have not
followed this procedure because borrowers bave used the funds for ineligible purposes or

Placed the funds in CDs which gav: the borrower a higher retirn than the interest the
bomrower bad to pzy SBA.

The basic policy is unchanged, thal is where, as in many cases, the borrower’s need is
expressed or abvious, that should j;joverm disbursement. Thus if the borrower has had
interim financing, and has complete:l the repairs or replacements, the amount necessaty to
repay the interim financing may be ¢isbursed jo one amount (joint payee check) as soon as
the loan closing requirements have teen satisfied. Similarly, where refinancing is involved,
the entire amount of the refinancing may be disbussed as soon as the loan closing
requirements have been satisfied. Alsp, if there is a firmn contract for real estate TEpRITs O
consttuction which calls for paymenis on a specific schedule, loan disbursements should be
made in accordance with that scheilule, using joint payee checks and verification review
prior to disbursement, as appropriate. Similarly, where other facts establish the approximate
amount of immediate need, they sbuld be used as the basis for determining the amount
of disbursement. The purpose of thi:;- memo is to revise the dollar ammount of disbursements
when circwmstances in the file do nt dictate the appropriate disbursement schedule.

‘Where the borrower’s need is not ecpressed, is not obvious from the facts of the case, or

does not become apparent during loan closing or subsequently, the following schedule
should be followed:

1. Unsecured lpans (FHome :md physical business loans not exceeding $10,000 and

EIDL not exceeding $5,000.) Disbuw se fully upon the return of the note, loan authorization,

evidence of flood insurance where ajpropriate, and other necessaty closing documents. In

— some situations additional conditiyns have to be satisfied even though the loan is

uncollateralized. This includes such 1hings as obtaining an. assignment of potential insurance
proceeds to avoid duplication, notic: of disqualifications, waivers of eligibility, etc.

DEC-18-26008 01:27PM Fax: 2822857274 Id:SBA-0OFFICE OFIG Paoe:087 R=108%*
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2 (a). All secured physical lixss 1oans. When the collateral conditions have been
perfected, the initial disbursement nay be up to $25,000. Subsequent disbursement may
be made in amgunts up to $25,000 each after the borrower has submitted Form 1366
covering at least 80 percent of tie prior disbursements. The amount of the last
disbursement may be increased by uj) to $2,500 if not doing so would leave an undisbursed
amount of less than $2,500 (ie., i the loan is for $52,000, it can be disbursed in 2
installments of $25,000 and $27,000 respectively.

2 (b). In disbursement of the renl estate portiqn. comtact with the borrower should
be maintained by legal, processini}, or verification, as appropriate, to ascertain an
appropriate disbursement schedule. In case of do-it-yourself repairs, be sure the
borrower’s schedule is reasonable {i.:, on larger jobs, it may be unusual to order and pay
for all materials at the start of the job)). Remember that subsequent disbursements require

proper use of the Form 1366 (or 301) inspection) for at least 80 percent of the disbursed
funds.

—_ 3. Secured FIDL. EIDLs :hould continue to be disbursed as soon as closing
requirements are met consistent witk the guidance in the "Use of Proceeds” section of the
loan authorization and agreement.

{signed) Ee.rna.fd Kulir

Bernard Kulik

ODA:BKulik:BK:06/03/94:P:DISBUIRS2. BK

cc: Subject Reading Kulik ODA S:aff

H = x
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U.§ SMALL BUSINESS ADMINISTRATION
WASHINGTON, D.C. 20416

Dete: &2 7 Coos

To: Debra 8. Ritt
Assistant Inspector Seneral for Adiditing

From: Steven G. Smith
Chief, EODSPO I FDIA e¢. o]

Subject: OIG Draft Report —~ The Use of Proceeds from Gulf Codst Disaster Loans
(Project No. 8301)

1 coneur with ODA s comments on this report. As discussed during the exit brief with
OIG and ODA which I attended, it Iy important to better address in the final report the
issue of receipt reviews. The draft repart currently docs not do this well and I recommend
it be cotrected rather than publishe«| with a dissenting EODSPO / ODA response.

Much of the issuc of receipt review hinges on management changes which were made to
the SOP. These changes wers staffcd, coordinated, appropriately published, and made at
authorized Icvels within SBA. SOP changes will change operating results, and program
performance in compliance with these SOP changes is not an operating deficiency as
could be implied by the report state nent that thero was no review of over $74 million of
$349 million distursed. An OIG recommendation for senior SBA management review of
any SOP change of concern would :ieem a more appropriate OIG recommendation.

We would like the opportunity to further discuss and review with OIG how this issue will
be presemted in the final report.
Copy To: Herb Mitchell

AA/ODA

ODA:Lopez-Suarez:112508:S:0IG Audit 8301 - Meme from EODSPO
CC: Subject Rearding Losez-Suarez
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Date: June 3, 1994
To: All Area Directors, # 9441
From: Associate Admoistrator

for Disaster As:istance
Subject: Disbursement /mounts: Revision of #86-29 and 92-20

Under the law disaster ioans may orly be used to repair, replace or rehabilitate damaged
property. In addition, tbe law provides for a civil penalty of 150 percent of the loan for
wrongful misapplication of the proceeds of a disaster loan. For these reasons, and because
disaster loans are highly subsidized, v'e use controlled disbursements, that is we disburse the
funds as they are expended or committed by the borrower in accordance with the loan
authorization and agreement. In the past, we have been criticized when we have not
followed this procedure because boirowers have used the funds for ineligible purposes or

placed the funds in CDs which gav: the borrower a higher retarn than the interest the
borrower bad to pzay SBA.

The basic policy is unchanged, thal is where, as in many cases, the borrower’s need is
expressed or obvicus, that should jjoverm disbursement. Thus if the borrower has had
interim fnancing, and has completesl the repairs or replacements, the amount necessary to
repay the interim financing may be ¢isbursed in one amount (joint payee check) as soon as
the loan closing requirements have teen satisfied. Similarly, where refinancing is involved,
the entire amount of the refinancing may be disbursed as soon as the loan closing
requirements have been satisfied. Also, if there is a firm contract for real estate Tepairs or
construction which calls for paymenis on a specific schedule, loan disbursements should be
made in accordance with that scheslunle, using joint payee checks and verification review
prior to disbursement, as appropriate. Similarly, where other facts establish the approximate
amount of immediate need, they shiuld be used as the basis for determdning the amount
of disbursement. The purpose of thi: memo is to revise the dollar amount of disbursements
when circumstances in the file do n»t dictate the appropriate disbursement schedule.

‘Where the borrower’s need is not e ¢pressed, is not obvious from the facts of the case, or

does not become apparent during loan closing or subsequently, the following schedule
should be followed:

1. Unsecured lpans (Home :ind physical business loans not exceseding $10,000 and

EIDL not exceeding $5,000.) Disburse fully upon the return of the note, loan authorization,

evidence of flood insurance where aspropriate, and other necessary closing documents. In

——- some situations additional conditims have to be satisfied even though the loan is

uncollateralized. This includes such 1hings as obtaining an assignment of potential insurance
proceads to avoid duplication, notic: of disqualifications, waivers of eligibility, etc.

DEC-18-2008 01:27PM Fax: 2822057874 Id:SBA-0OFFICE OFIG Pase:Bd7 R=108%
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Seo 3

(1)  We may disburs: the firat $12.000 {or 55,000 for EIDLS) upon receipt of
the docaments fe ired for sEnsecired Joa. & K.1.P8 We may dishurse
amounts larger 1 a0 §10.000 (ot $5,000 if EIDL) when the appropriate
gecurity inmstym nin and other closing docutients have besn properly

completed. For loans requiring insurance, tho barrower must submit
evidence of insut vrite coverage as required by the LAA.

]

Reguirements for Sub jeguent Dishursements,

{1}  Prior to amv 'uWoscquent disbursemont the borower must complete and

T b SBAT '03n 1366, "Borrower's Progress Certification.” We must

review the 133 and necessary receipts to ensure proper use of proceeds

before authot! siig further distursement, Counsel should request progress

inepections fraty Loss Verification when appropriste. We may glso

require lien wai s in the tote] amont of a]] Iabor and matetials used on

the R/E reprirconstnction from all contractors, subcontractors, and

independent v ofkers fnvolved. Borrowers must support dishursements for
equipment, fir vi ture, fnventory, ¢tc., by paid imvoices. '

Effcetive Date: May 5, 2004 > Page 149
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REQUIREMENTS FOR SUBSEQUENT DISBURSEMENTS OVER
$50,000
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50306

&/ Beuuitemnenty o Su sequept Dishutsemsnts.

(1}  Prior o any subsequent dishursement where the. aggregate amount of
: physical loar Fusls disharsed woukd excaed $50,000, SBA. nmust have
cvidenpe tha: fimds previousty distursed hrve been used in secordance

with the LAA . Thid evidence roay igclode one or more of ihe Hllowing:

(8)  S3AYomm 1366, “Borrower's Progress CertiScation.™

@) 4 joint payes check

{c)  Foomries inspections by the Loss Verification Departments or by a
g yver rmwmt enticy that, in the opinion of either Loss Verification
Isparment, docoments progress ih escordanee with SBA
3 pair xmeis,

(4)  Esuo v acoouns, in sccordance with paragraph #7.

{&) Lo raivers in the total amount of all fabor and materials used on
tt ¢ RI} repair/eonstruction from all contrattars, subtontractors, and
 depcudent workers invelved.

(£ Faid invoicea to suppert disbursements for equipment, fitniture,
i vex.ory, sie
‘(&) € ther emses in which the Center Counsel determines in weiting that
{i¢ eception 10 the genersl ryle is pocessary to proven undue
hi=ds) dp end the rigk to the agepcy and the Tikelieod of mpuss are
ninin el !

‘() If the becrower requesis an advance peyiosnt to purchase larger #oms of
- M&EE, e sm dishurse aguinst @ Hrm quotstion or inveles using e
co-payatiecleck. -

(3)  ‘Wemus take repgomable precantions before aaking the fine] disbursement
R A MBjax construction projoct to eavare that the praject was satis fctorily
complet:d.  Examples include receipt audits, conversalions with
contract e, (mesite progress imspections, 2nd in some cases, sffidavits
fom brorowms and/or contrectms.  Counsel will obtain and fullow
guidane: fron the PDC Loss Verification Department throughoat the
disburse ment period whetiever mejor reconstruction is involved sad use
co-payal e checks where possible and eppropriate.

{4)  Check -he satus of the losn snd DOB ropotts bofore making any

subsecp it disbrrzement. W cagoot suthorize eny disbursement unless
the Ioan i ety sent. : .
Effeotive Date: November 26, 2007 Chapter § - 4
Jerl-14-2009 12 29PM Fax: 2022605707 T4:5BR-0FFICE OF L& Pasec:@29 R=gTx

JAN-15-2083 18:24AM Fax:2022857874 Id:5BA-0OFFICE OFIG Pase:@008 R=97%



APPENDIX IV. SOP LANGUAGE

22



	the use of PROCEEDS From GULF COAST DISASTER LOANS 9-06.pdf
	Audit 9-06.pdf



