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Budget Punction: Riscellaneous: Financial Hanagement and
Inforaation Systeas (1022).

Organizstion Concerned: Economic Development Adaministration.

The Fconosic Development Administration (EDA) atteapts
to create permanent jobs in high unemploymeat areas by assisting
businesses to expand or locate new facilities in affected areas.
The assistarce includes direct lcans and guarantees of loans
vith private lending institutions and is administered primarily
through six regional offices. Loan servicing is undertaken Ly
regional offices to assure loan repayment and detect weaknasses
in the borrower's repayment ability. Pindinjs/Ccnclusions: As
of June 30, 1977, BDA had about $306 million receivable on 439
loans and a coutingent liability of $148 aillion on 46 loan
guarantees. At that date, 29X of the ldamns ocutstanding were in
arrears or renegotiated. This percentage could be reduced if
loan servicing were improved to correc’ the follcwing
shortcomings: a large proportion of borrcwers were not orompily
contacted when repayments ware late; field wvisits to korrovers
vere infrequent in spite of procedures which emphasize this
activity; borrowers'! financial stateaents w<T€ not regularly
obtained and analyzed; and maragement and technical assistance
vas seldom offered to borrowers in Gifficulty. ECA officials
stated that inadequate loan servicing resulted froa greater
emphasis on new loan application approval than on loan
servicing. Recoammendations: Regional offices shculd be required
to: make better use of the information which identifies
delinquent borrowers and plan appropriate fcllowup actiomn, place
greater exphasis on making regular visits tc borrowers, provide
management and technical assistance to borrowers as needed, and
obtain borrovers' quarterly and annual financial statements and
assure that the statements are analyzed prosptly. (Authov/HTW)
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[REPOIRT BY THE US
General Accounting Office

Need To Improve Servicing Of
Direct Loans Under The Business
Development Assistance Program

About $89 million, or 29 percent, of the:
Economic Development Administration,
Department of Commerce, outstanding loans
are in arrears or have had to have reneqotiated
terms because w.e loan had been in arrears.
The Agency could increase assurance that
business loans will provide lasting benefits and
the Governrnent’s financial investment will be
recavered by improving its loan servicing and
management assistance to borrowers.

It needs to:

--make better use of available inn:rma-
tion which identifies delinquent
borrowers,

--place greater emphasis on field visits to
borrowers,

--obtain and promptly analyze bor-
rowers’ financial statements to identify
existing or potential problems, and

--provide management and technical as-
sistance. .

FGMSD-78-34
MAY 15, 1978




UNITED STATES GENERAL AGCOUNTING OFFICE
WASHINGTON, D.C. 20548

DIVISION ¥ FINANCIAL AND
GENERAL MANAGEMENT STUDIES

B-~189572

The Honorable Robert T. Hall

Assistant Secretary for Economic
Development

Department of Commerce

Dear Mr. Hall:

This report discusses the need for improvements in
financial management and locan servicing of the Economic
Development Administration's (EDA's) Business Loan and
Guarantee Program. The need for improved financial controls
over EDA's business loan guarantee program, which we also
reviewed, will be discussed in arother report.

EDA attempts to create permanent jobs in high unemploy-
ment areas by assisting businesses to expand or locate new
facilities in affected areas. The assistance includes direc*
loars and guarantees of loans with private lending institu-
tions, and is administered primarily through six regional
offices. As of June 30, 1977, EDA had about $306 million
receivable on 439 direct loans and a contingent liability
of $148 million on 46 loan guarantees.

Loan servicing consists of activities taken by regionsal
offices to assure the repayment of funds loaned by EDA.
An important objective of 1 .an servicing is to detect early
weaknesses in the borrower's repayment ability. EDA can
then take corrective actions to increase the chances that
business loans will provide lasting benefits and recoup
the Government's financial investment.

We believe that if loan servicing were improved, fewer
loans would be in arrears or renegotiated. As of June 30,
1977, 29 percent of the approximately $306 million in loans
outstanding were in this status.

We identified the following shertcomings in the loan
servicing activities.
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—-Borrowers were nct promptly contacted when repayaents
were ltate. Of the borrowers who made late payments,
54 percent said EDA never contacted them; an addi-
tional 23 percent said they were not contacted
until after the payments were 15 days overdue.

-~Field visits to borrowers were infrequent, although
EDA's procedures state that carrying out an effective
field visit is considered the most important loan serv-
icing activity. Forty-six percent of the borrowers
said an EDA representative had not visited them more
ttian once~-usually not at all--durirg a recent 2-year
period.

~-Borrowers' financial statements were not regularly
obtained and analyzed. Eleven percent of borrcwers
reported th2y did not submit required statemerts to
EDA,

—-Management and technical assistance was seldom offered
to borrowers in difficulty. Thirteen percent of bor-
rowers said they had a need for nonfinancial assist-
ance,

According to EDA officials, a major reason for the
inadequate loan servicing has been the concencration of
personnel resources on new loan application approval and
less emphasis on 1oan servicing. We believe that by placing
greater emphasis on loan servicing, EDA could better pre-
serve the jobs created and be more effective in assuring
loan repayment.

We rocommend that you require each regional office to

~--make better use of the information which identifies
delinquent borrowers and plan aporopriate followup
action,

--place greater emphasis on making regular visits to
borrowers,

--provide management and technical assistance to
borrowers as needed, and

—--obtain borrowers' quarterly and annual financial
statements and assure that the statements are
analyzed promptly.
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Details of the problems in lhan se-vicing and on tbe correc-
tive actions needed are discussed in appendix I.

We have informally discussed ou. findings, conclusions,
and recommendations with agency officials, and their views
have been included in the report where appropriate. We are
also sending a copy of this report to the Director, Office
of Audit, Department of Commerce. We appreciate the cour-
tecies and cooperation extended to our representatives
duriag the review.

Sincerely yours,

D. L. Scantlebury
Director



APPENDIX I APPENLIX I

NEED TO IMPROVE SERVICING OF DIRECT I.OANS

UNDER THE BUSINFSS DEVELOPMENT ASSISTANCE PROGRAM

BACKGROUND

The Economic Development Administration (EDA), Department
of Commerce, assists private irdustry to expand or locate new
facilities in areas burdened by high unemployment or low
family income. As of June 30, 1977, EDA had over $306 mil-
lion receivable on 439 direct loans and a contingent liability
of over $148 million on 46 loan guarantees.

Before prospective borrowers can obtain EDA financial
acsistance, they must show that assistance is not available
from other sources. The as~istance consists of

~=-working capital lcans or guarantees,

—--fixed asset loans or guarantees, and

--building and «¢quipment lease payment guarantees.

To administer business development assistance, EDA main-
tains six regional offices:

--Atlantic, located in Philadelphia, Pennsylvania.
--Southeastern, located in Atlanta, Georgia.
--Midwestern, located in Chicago, Illinois.
-=-Southwestern, located in Austin, Texas.

--Rocky Mountain, located in Denver, Colorado.
--Weste:n, located in Seattle, Washington.

Each regionzl office has a Business Developnent Division
responsible for making and servicing loans.

Loan servicing, as a method of assuring that loans are
repaid, should be undertaken by regional offices. Loan
servicing is emphasized so that weaknesses in the borrower's
ability to repay its debt can he promptly detected and cor-
rected to minimize EDA's financial risk.
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LOAN SERVICIMG NFEDS IMPKRUVEMENT

EDA could increase the chances that business loans will
provide lasting benefits and recoup its financial investment
by improving its loan servicing and management assistance
efforts. According to EDLA resiznal officials, loans have
not been serviced adequatciy because of staff shortages and

We believe that because of the Preceding conditions,

EDA has more loans than need be--$89.1 million--~in arrears
or that had to be renegotiated. As of June 30, 1977, the
Principal payments on these loans were suspended, reduced,
or overdue, or the borrowers' assets were being scld to pay
the debt. Tre following table shows, for each region, the
total amount of loans outstanding and the amount of loans in
arrears or renegotiated.

Loans in Arrears or Renegotiated

Total loans Percent
Region outstanding Anount of total
‘ (millions)
Atlantic $ 92.1 $24.,1 26
Southeasterr 85.0 24.9 29
Western 50.1 11.1 22
Southwestern 38.5 5.8 15
Midwestern 32.3 18.3 57
Rocky Mountain 8.6 4.9 57
$306.6 $89.1 29
L ——] ——

As part of our review, we sent a questionnaire to the
401 EDA direct loan and guarantee recipients as of Decem-
ber 31, 1976; 306 résponses were received. (See app. II
for further details.) We verified the questionnaire re-
sponses in the Southeastern and Midwestern regions by inter-
viewing regional officials and examining regional office
records on a test basis. We did not verify the questionnaire
responses to the Atlantic regional office records but inter-
views with regional officials and other work confirmed that
simila: conditions existed.
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We identified the following shortcomings in loan servic-
ing by regional offices:

--Birrovers were not contacted bromptly when _-eports
from EDA's centralized accounting sys+tem showed repay-
ments were late.

--Field visits to borrowers were infrequent.

-—Borrovers' financial statements were not regualarly
obtained and analyzed.

-~Mar.sgement and technical assiscance was seldom
offered to borrowers in difficulty.

BORROWERS NOT PROMPTLY CONTACTED
CONCERN.NG LATE REPAYMENTS

Over half of EDA's borrowers who were late in making
peyments said they were not contacted. We bhelieve prompt
followup by EDA officials wculd speed loan repayments and’
provide greater assurance that the locan woulé be repaid.

Even though all billing and accounting for loans is
handled by EDpA's centralized Accounting Division in Washing~
ton, D.C., regional offices follow up on delinquen: payments.
The Accounting Division normally bills borrcwers 10 days be-
fore the repayment due date. Late payment notices were
mailed 10 days past the due date. But, this practice was
stopped in i977. Now the only notice of overdue payment is
on the next month's bill. a copy of the bill is also to be

basis thereafter until payment is remitted. These represen-
tativ.s believed that the sooner a borrower who misses a
Payment is contacted, the nore likely the borrower will

make payment.

Eighty-four borrowers, or 2; percent, of those +ho
responded to the questionnaire, said they were Ooccasionally
late in making payments. We v-rified questionnaire responses
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on a test basis to EDA records maintained by the Southeastern
and Midwestern regions and found them to be consistent. Suit-
able records were not maintained by the Atlantic region to
permit verification of questionnaire data.

Of the borrowers who reported making late payments:

-=-54 percent said they were not coantacted by EDA.

--23 percent said they were contacted by EDA, but not
within 15 days after the payment due date.

--23 percent said they were contacted by EDA within 15
days after missing a payment.

EDA needs to promptly contact borrowers with late pay-

INFREQUENT FIELD VISITS TO BORROWERS

Although EDA requires visit:y to borrowers at least once
annually, we found this requirement was not being fully met.

EDA procedures require regional office representatives
to visit all borrowers annually. The procedures state that
an effective field visit is the most important loan servicing
activity. Similarly, commercial banks try to be aware of
their borrowers' financial situation. Bank representatives
said they want to know immediately about business problems
that borrowers may be experiencing, and this requires
representatives to make frequent visits to borrowers. Bank
representatives said that annual visits would be the minimum
requirement--even for borrowers in a current repayment status
with ro obviocus business problems.

When asked about field visits, 143 borrowers, or 46 per-
cent of those responding to the questionnaire, said that they
had not been visited by an EDA representative more than once--
usually not at all--during the 2 years ended December 31,
1976. The follouwing table shows, for each region,; the per-
centage of borrowers receiving not more than one EDA visit
during the 2-year period compared with the percentage of
total loans in a noncurrent repayment status at June 30,

1977.
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Percent of borrowers

receiving not more Percent of loans
than one field visit in arrears or
Region within 2 years rencgotiated
Atlantic 63 26
Southeastern 54 29
Rocky Mountain 56 57
Midwestern 40 57
Westarn 30 22
Southwestern 24 15

For the last four regions in the preceding table, there
appears to be some relationship between the lack of annual
field visits and the relatively high percentage of loans in
arrears. For the largest two regions, Atlantic and South-
eastern, although there is no apparent relaticnship, we
believe that the size of the loans in arrears $24.1 million
and $24.9 million, respectively, would indicate the need for
more intensive loan servicing to include frequent field visits.

The Atlantic region had the highest percentage of bor-
rowers reporting not more than one EDA visit in 2 years. Re-
gional office records provided the foullowing statistics which
further demonstrate the infrequency of field visits.

—--For borrowers who were in arrears at June 30, 1976,
the average. interval between visits was slightly over
2 years, exclusive of three bc-rowers who had never
been visited.

—--For borrowers with a loan in liquidation at June 30,
1976, the last visit was made an average of 1.5 years
before the liquidation date or transfer for intensive
servicing. .

—--For borrowers who were in arrears at June 30, 1975, the
first visit was made an average of 2.6 years after the
loan had been disbursed.

EDA's Loan Administration Division, to which all of the
regional business development divisions report, has done a
series of semiannual studies on field visits. Tne first study,
from July 1 to December 3], 1974, stated that only a few re-
gional oftices, as measured by field visit activity, were
actively servicing their business loan portfolios and, as a
whole, loan servicing was apparently not being properly per-
formed. Subsequent studies added support to the EDA evalua--
tions made in the original report.
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The Loan Administration Division also observed a possible
general trend in which regions showing below-average field
visit activities experienced an above-average number of bor-
rowers in difficulty. The studies further stated that there
appears to be at least some direct, although general, rela-
tionship between lack of field visits and the number of loans
that are past due and in liquidation. We believe that EDA
representatives should make at least the required annual
field visits.

BORROWERS' FINANCIAL STATEMENTS
NOT REGULARLY OBTAINED AND ANALYZED

The value of obtaining and analyzing borrower financial
statements by EDA is diminished when appropriate followup
action is not taken. Once potential or actual problems are
identified, visits could be useful to discuss such problems
and reach an agreement on cerrective actions to be taken.

EDA procedures state that analysis c¢f borrowers' finan-
cial statements is an important part of loan servicing be-
canse it allows EDA to follow closely its borrowers' finan-
cial progress. Financial statement analysis enables loan
servicing officers to determine significant trends in a bor-
rower 's business, whether borrowers are complying with terms
of their loan agreements and whether borrowers' projections
are in accord with or vary significantly from actual operat-
ing and financial results. Analysis should allow loan
gservicing officers an opportunity to discuss problem areas
with borrowers in a timely manner. EDA procedures require
borrowers to furnish quarterly statements and yearend
audited statements.

In response to our questionnaire, 32 borrowers (1l per-
cent of those responding) said they did not submit periodic
financial statewents to EDA. The range for the regional of-
fices was 18 percent in the Atlantic region to 3 percent in
the Southwestern region. Further, 38 borrowers (14 percent
of those responding) said EDA did not requ-st financial
statements when the borrowers did not submit statements
regqularly. The range was 23 percent in the Atlantic region
to 3 percent in the Southwestern region.

Atlantic regional records showed that:

--0f 12 borrowers who were delinquent in repayments as
of June 30, 1976, only 4 had submitted financial
statements for 1975 (2 were unaudited). The last
annual statements submitted by the other 8 borrowers
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were for 1974 or earlier, Quarterly Gtatements were
received inconsistently.

tion in 1975, one last submitted annual statements
(unaudited) for 1974; and three last submitted annual
Statements for 1973 (one unaudited). Another borrower
with a loan in liquidation on June 30, 1976, had never
submitted annual statements. Quarterly Statements
were not received on a regular basis.

We observed, at the three regional offices visited, that
numerous financial statements from borrowers had not been
analyzed. Regional representatives said that the Business
Development Divisions were too busy working on new loan appli-
cations to analyze all statements received. The same reason

MANAGEMENT AND TECHNICAL ASSISTANCE SELDOM
OFFERED TO BORROWERS IN DIFFICULTY

By providing Management and technical assistance to
needy borrowers, EDA could increase assurance that business
loans would provide lasting benefits and its financial invest-
ment will be recovered. Some of EDA's borrowers who encounter
difficulty do not have the expertise or resources to solve
their own problems., They may be new businesses which have a

real need for Management and technical advice and constructive
recommendations.

EDA procedures state that Management and technical
assistance should be provided to borrowers in difficulty but
do not specify the type of assistance. According to EDA of-
ficials, loan servicing officers decide the type of assist-
ance needed and how it should be provided. For exampie, EDA
can offer the services of its personnel to help borrowers re-
Solve probiems or can provide technica? assistance funds for
borrowers to éngage consultants.

Forty-one of the borrowers who responded to the
questionnaire (13 percent) said they had a current need for
nonfinancial assistance in one Or more areas, such as manage-
ment, marketing, and resolving technijcal problems.

EDA regional and headquarters officials told us that
present procedures Prevent FEDA's expeditious delivery of
management and technical assistance to borrowers. Moreover,
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even the availability of such assistance is hampered by con-
tracting delays. Accordingly, EDA officials are reluctant to
attempt te use its technical assistance funds and often do

not make the availability of such assistance known to bor-
rowvers.

In some instances, EDA has requested the Small Business
Administration's (SBA's) help in contracting for and/or ob-
taining management and technical assistance for EDA berrowers.

We believe EDA should consider developing ways of pro-
viding management assistance to boriowers. This could be
done by developing its own counseling program, streamlining
its delivery capabilities, or arranging for other organiza-
tions and groups to provide this service.

For example, the SBA has an assistance program available
to SBA and non-SBA borrowers. On June 30, 1976, SBA employed
about 320 management assistance counselors. Most of the
counseling sessions conducted by SBA and its consultants were
with non-SBA borrowers.

An SBA official confirmed that the following management
assistance is available to EDA borrowers:

--Service Corps of Retired Executives (SCORE). An
organization of retired business executives who
volunteer their services to help small business
owners solve their problems.

--Active Corps of Executives (ACE). An organijzation
of volunteers--active executives in industry, trade
associations, educational institutions, and the pro-
fessions.

~--Small Business Institute (SBI). A program which
provides faculty-supervised management counseling to
small businesses by university graduate and under-
graduate students.

--The Call Contract Program. This program employs
consultants to provide management and technical
assistance to small business owners who are eligible
under the Ecoromic Opportunity Act of 1964.

--The Professional Association Program. Under this
program members of professional associations, such as
the National Association of Accountants, provide man-
agement and technical assistance to small businesses
on a voluntary basis.




APPENDIX I APPENDIX I

EDA should ensure that borrowers receive necessary man-
agement and technical assistance. The assistance can be
provided by either EDA or another organization, such as SBA.

CONCLUSIONS

EDA has not adequately serviced its loans, especially
borrowers who are delinquent in tneir repayments. Although
EDA's Accounting Division informs the regional offices of
overdue payments, the information has not been used effen-
tively. Field visits to borrowers have been infrequent, yet
EDA studies show an apparent relationship between a lack of
visits and loaus in trouble. Our review also showed that
there is an apparent relationship between field visits and
the status of loan repayments.

EDA has not always been able to detect adverse financial
trends in borrowers' operations because borrowers' financial
statements have not been obtained and analyzed on a egular
basis. Some borrowers need management and technica’ assist-
ance, but EDA has been reluctant to provide staffing or funds.

Major reasons for the inadequate loan servicing, accord-
ing to EDA officials, have been EDA's concentration of per-
sonnel resources on new loan application approval and placing
a lower priority on loan servicing, as well as the detail of
loan servicing personnel to local public works and drought
assistance programs.

A primary objective of EDA loans is to finaice enter-—
prises which provide jobs in areas having high unemployment.
These benefits are lost when borrowers experience serious
financial difficulties and can no longer operate profitably.
By placing greater emphasis on loan servicing, EDA could
better preserve the jobs that loans were intended to create
and also be more effective in assuring loan repayment. g

RECOMMENDATION

To increase the effectiveness of loan servicing, we
recommend that *he Assistant Secretary for Economic Develop-
ment require eacu regional office to

--make better use of the information provided by head-
quarters, which identifies delinquent borrowers and
Plan appropriate followup action;

-~place greater emphasis on making regular visits to
borrowers;
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--assure that management and technical assistance is
provided to borrowers as needed through either EDA
or another organization, such as SBA; and

--obtain borrowers' quarterly and annual financial

statements and assure that the statements are aralyzed
promptly.

10
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QUESTIONNAIRE

We developed a questionnaire to obtain information from
loan recip.ents regardirng EDA loan servicing. The question-
naire was sent Lo the 401 loan recipients as of December 31,
1976; 306 responses were received. The questionnaire con-
tained requests for information on various aspects of EDA's
loan servicing, including followup on late loan payments,
field visits to borrowers, requirements for financial state-
ments, and management and technical assistance furnished to
borrowers. Questionnaire responses were verified by EDA
regional cffice records on a selective basis.

Number of
questionnaires Number of Response
Region sent responses rate
(percent)
Atlantic 113 84 74.3
Southeastern ‘ 95 71 74.7
Midwestern 63 47 74.6
Southwestern 56 41 73.2
Rocky Mountain . 19 i6 84.2
Western _55 _47 85.5
401 306 76.3
(90610)
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