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EXECUTIVE SUMMARY

L oan Programs,
Guam Economic Development Authority,
Government of Guam
Report No. 01-1-417
September 2001

The Guam Economic Development Authority was established in August 1965 to assst in the
implementation of an integrated program for the economic development of Guam. The Authority
adminigtered five business loan programs that, as of September 30, 1999, had atotal of 155
outstanding loans totaing more than $13 million in principd, interest, and fees/charges. The two
larger loan programs were the Guam Development Fund, with 87 outstanding loans totaling
$11.7 million, and the Agriculture Development Fund, with 39 outstanding loans totaing
$1.1 million.

The objective of our audit wasto determine whether the Authority (1) effectively administered the
loan programs and (2) achieved the objectives for which the programs were established. The
scope of the audit include a review of loans issued by the Guam Development Fund and the
Agriculture Development Fund during fisca years 1986 through 1999.

We found that there was a need for improvements in the Authority’s loan program operations,
lending practices, and collection enforcement practices. Specificdly, the Authority:

9 Used $1.34 millionfrom the Guam Devel opment Loan Program to cover the bad debt cost
of writing off uncallectible loans and transferred profits of $1.33 million from the sde of
property recovered on a delinquent loan to its own operating fund. These actions were
contrary to legidation establishing the Loan Program and the approved Program Plan.

9 Lost Loan Program fundsestimated at $453,653 and placed additiond L oan Program funds
of aout $3.6 million at risk of loss because it made loans from the Development Loan
Program to a wholly owned subsidiary corporation and to businesses that had existing
delinquent Program loans or Authority leases. Furthermore, because an arm’ s-length
relationship did not exist between the Authority and its subsidiary, the normal checks and
bal ances inherent in making loans to unrelated borrowers did not exigt.

9 May have logt $2.3 millionin delinquent loans and placed another $2.2 million in ddinquent
loans at risk of lossand lost at least $303,697 and placed another $784,000 at risk because
of the declining vaue of foreclosed red property and because the Authority did not
effectively approveloansand collect delinquent loans. The Authority did not (1) requirethat



problemborrowersbereferred for management assistance, (2) ensurethat itsattorneystook
timely action to protect the Authority’ sinterestsin loan collatera, and (3) sell repossessed
red property in atimey manner.

We made 10 recommendations to the Chairman of the Authority’s Board of Directors to stop
charging losses related to delinquent loans to the Development Loan Program and develop
dternative methods of safeguarding itsedf againgt losses from ddinquent loans, indtitute
organizationa and procedura changes to ensure that an arm’ s-length relationship exists between
the Authority and its wholly owned subsidiary with regard to lending practices, and implement
procedures to improve the effectiveness of loan collection practices.

AUDITEE COMMENTSAND OFFICE OF INSPECTOR GENERAL EVALUATION
The Authority concurred with 2 of the report's 10 recommendations and expressed

nonconcurrence with the other 8 recommendations. Based on the response, we considered eight
recommendations unresolved and requested additiond information for two recommendations.
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INTRODUCTION

BACKGROUND

The Guam Economic Development Authority was established in August 1965 as a public
corporation "to assist in the implementation of an integrated program for the economic
development of Guam” and "to beacatalyst in the economic devel opment” of Guam by "aiding
private enterprise without unfairly competing withit." The Authority isauthorized to provide
loans, issue revenue bonds, purchase mortgages, recommend to the Governor of Guam the
granting of tax rebates and abatements to qualifying businesses, and function as the
Government’s financial advisor and manager of industrial park leases. In addition, the
Authority used various trust funds to operate five loan programs.

Thefiveactiveloan programs administered by the Authority were (1) the Guam Devel opment
Fund, (2) the Agriculture Development Fund, (3) the Microenterprise Development Fund, (4)
the GEDA (Guam Economic Development Authority) Loan Fund, and (5) the Loca Arts
Revolving Fund. As of September 30, 1999, the five loan programs had a total of 155
outstanding loans totaling more than $13 million in principal, interest, and fees/charges (see
Appendix 2). Thetwo larger loan programs were as follows:

- The Guam Development Fund was the trust fund used to account for the Authority’s
largest loan program, the Development Loan Program, which was created through Federal
legidation on October 17, 1968. According to 48 U.S.C. § 14283, the Loan Program "shall
include and make provision for loans and loan guarantees to promote the development of
private enterprise and private industry in Guam through arevolving fund for such purposes.”
The U.S. Government provided atotal of $6.7 million to fund the Program. Also, 48 U.S.C.
§ 1428a required the Government of Guam, before it received any funds, to prepare for the
approval of the Secretary of the Department of Interior "a plan for the use of such funds,"
which the Secretary approved.! After the Development Loan Program was created, the
Government of Guam contributed $100,000 to the Program’s assets. As of September 30,
1999, the L oan Program had 87 outstanding loans? totaling $11.7 millionin principal, interest,
and fees/charges.

- Through the Guam Code Annotated (12 G.C.A. 8 52101 and 52103), the Government
of Guam created the Agriculture Development Fund in 1988 "to aid in the development or
subsidization of poultry, pork, and beef production, agricultural products, processing plants
and equipment loans. Thisdevelopment will bewholly on the basis of aprivate enterprise.”
Further, 12 G.C.A. 8§ 52106.1 stated that the Authority "shall make direct loans to and
guarantee loans of responsible non-profit cooperative associations and individual farmers
necessary for expanding facilities for the improvement of marketing of agricultura products
and other related agricultural activities." As of September 30, 1999, the Agriculture

Althoughwe could not locatetheoriginal |etter approving the Plan, wedid locateaJune 25, 1975 | etter from
the Secretary of Interior to the Governor of Guam that approved an amendment to the Plan.

2Thisnumber excludesthree guaranteed | oans totaling almost $2 million that wereissued by private lenders.
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Devel opment Fund had 39 outstanding loanstotaling amost $1.1 millionin principal, interest,
and fees/charges.

OBJECTIVE AND SCOPE

The objective of the audit was to determine whether the Guam Economic Development
Authority (1) effectively administered the development loan programs and (2) achieved the
objectivesfor which the programswere established. The original scope of the audit included
areview of loansissued by the Guam Development Fund and Agriculture Devel opment Fund
loan programs during fiscal years 1996 through 1999. We subsequently expanded the audit
scope to include the Authority’ s administration of the Development Loan Program for fiscal
years 1986 through 1996 to include the years subsequent to the period covered in our March
1988 audit report on the Development Loan Program (No. 88-53). Thisis the first of three
reports we plan to issue on the Authority’s operations. The other reports will cover (1)
industrial development programs and (2) bonds, leases, and financial activities.

To obtain information on the processing, administration, and collection of loans, we
interviewed officials and/or reviewed records at the offices of the Guam Economic
Development Authority, the Authority’ s independent public accounting firm, and the Guam
Officeof theU.S. Small BusinessAdministration. Wealso corresponded with anindependent
public accountant previoudly contracted by the Authority and obtained a legal opinion from
our General Counsel (see Appendix 4).

Our review was made, as applicable, in accordance with the "Government Auditing
Standards," issued by the Comptroller General of the United States. Accordingly, weincluded
suchtests of records and other auditing procedures that were considered necessary under the
circumstances.

As part of the audit, we evaluated the system of internal controls related to the financial and
operational management of the Guam Economic Devel opment Authority loan programsto the
extent that we considered necessary to accomplish the audit objective. Based on our review,
we determined that the Authority generally achieved theloan programs’ objectives. However,
we identified internal control weaknesses in the areas of loan program operations, lending
practices, and delinquent loan collections. These weaknesses are discussed in the Findings
and Recommendations section of thisreport. Our recommendations, if implemented, should
improve the internal controls in these aress.

PRIOR AUDIT COVERAGE

During the past 5 years, neither the U.S. General Accounting Office nor the Office of Inspector
General has issued any audit reports on the Guam Economic Development Authority.
However, in March 1988, the Office of Inspector General issued the audit report "Guam
Economic Devel opment Authority’ sAdministration of the Revolving Loan Fund" (No. 88-53).
The report stated that deficiencies related to the Development Loan Program resulted in
unauthorized | oan expenditurestotaling $1.8 million and delinquent | oanstotaling $6.7 million,
of which $3.4 million was considered uncollectible. The report contained



17 recommendations, and based on our current review, we determined that 4 recommendations
had been implemented and 13 recommendations had not been implemented.



FINDINGS AND RECOMMENDATIONS

A. LOAN PROGRAM OPERATIONS

The Guam Economic Development Authority used $1.34 million from the Guam Devel opment
Loan Program to cover the bad debt cost of writing off uncollectible loans and transferred
profits of $1.33 million from the sale of property recovered on a delinquent loan to its own
operating fund. These actionswere contrary to legidation establishing the Loan Program and
the approved Program Plan. The Authority’s Administrator stated that the Authority did not
have adequate financial resources to absorb the costs of writing off uncollectible Loan
Program loans and that the Authority based its actions on legal opinions which stated that
payment of these expenses and transfers of profits were appropriate.

L egal Opinions Concerning Uncollectible L oans

The Office of the Solicitor, U.S. Department of Interior, issued two legal opinions, dated
August 7, 1969 and May 21, 1987, which stated that the use of loan funds for administrative
and write-off costswasnot allowed under the L oan Program. The opinionswereissued based
oninquiries from the Government of Guam about the use of Program funds. On February 18,
1988, the Authority obtained alegal opinion from its attorney, which stated that payments of
administrative and uncollectible |oan costs were authorized uses of the funds. The Authority
obtained itslegal opinion in response to the draft of our March 1988 audit report (No. 88-53)
and, based onthelegal opinion, did not implement the report’ srecommendation to discontinue
the practice of charging the Loan Program for uncollectible loan expenses. However, the
Authority had no record that it had informed the Office of Insular Affairsof the opposing lega
opinion.

Becausethe Authority’ slegal opinion contradicted thetwo prior opinionsfrom the Department
of the Interior’s Solicitor, we requested that our General Counsel review all three opinions
to assist us in determining (1) the authorized uses of Loan Program funds and (2) whether
alternatives were available for the Authority to recover some or all of its administrative and
uncollectible loan costs relating to the Loan Program.

OnAugust 18, 2000, the General Counsel, Office of Inspector General, issued alegal opinion
(Appendix 4) on these issues, which stated, "The Authority can use the Fund' sinterest or the
principle to recover the administrative costs of operating the loan program. The Authority
[however] cannot use the Fund’ sinterest or the principle for uncollectible loan costs.”

We found that during the period of September 1993 to September 1999, the Authority wrote
off, against Loan Program revenues, 11 uncollectible loans totaling about $1.34 million.
However, as noted in our March 1988 report, the Federal law and the Federally approved
Plan establishing the L oan Program provide apossiblealternativefor the Authority to recover
uncollectible loan costs. Specificaly, 48 U.S.C. §1428a states that |oans from the Program
"shall bear interest (exclusive of premium chargesfor insurance, and service charges, if any)
at such rate per annum as is determined to be reasonable and as approved by the Secretary
... and that premium chargesfor the insurance and guarantee of loans shall be commensurate
... with expenses and risks covered.” In our opinion, this section of the legidation clearly
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contemplates that losses related to uncollectible loans would be recovered through loan
insurance or guarantees paid for by borrowers. Thisopinionissupported by the August 2000
legal opinion from our General Counsel. Therefore, the Authority should reexamine the
option of charging loan insurance fees, which would alow the Authority to obtain loan
insurance to protect itself against losses related to uncollectible loans.

Property Settlement Payment

Neither the authorizing legislation nor the approved Plan provided specific guidance on the
disposal of property acquired by the Authority through foreclosures. In a January 27, 1989
interoffice memorandum, the Authority’s Financia Assistance Officer notified the
Administrator that after extensive litigation, the Authority had received a payment of
$2,199,995 asrecovery on adelinquent loan. The Officer stated inthe memorandum that after
applying coststotaling $840,707 to pay off theloan balance of $500,000 plusaccrued interest,
attorneys’ fees, and related costs, the Authority wasleft witha"GDFA GAIN"2 of $1,359,288.
However, according to the minutes of a February 8, 1989 regular meeting of the Authority’s
Board of Directors, the Board "passed without objection” Resolution No. 89-006, which
required that "any excess' of sales proceeds above the amount of principal, accrued interest,
costs, and attorney fees "be deposited into GEDA’s general fund account.” This action was
taken based on the legal opinion of the Authority’s attorney and despite the Financial
Assistance Officer’ s memorandum stating that the $1.36 million should be deposited into the
LoanProgram account. The Authority’ sfiscal year 1989 audited financia statementsreported
that during fiscal year 1989, atotal of $1,327,503* wastransferred to the Authority’ s General
Operating Fund. Because the fundswere not deposited to the L oan Program Revolving Fund,
the $1.33 million was not available for future loans, which was the purpose of the Program.

Recommendations

We recommend that the Chairman of the Board of Directors, Guam Economic Development
Authority, direct the Authority’s Administrator to:

1. Discontinue the practice of charging the Development Loan Program for the loss
resulting from uncollectible loans.

2. Provide the Office of Insular Affairs, U.S. Department of the Interior, with
documentation related to the $1.34 million charged to the Development Loan Program for
uncollectible loans and for the $1.33 million from property settlementsfor its determination
as to whether the funds should be reimbursed to the Development Loan Program.

3. Performananalysiscomparingthe Devel opment L oan Program with current Federa
loan programs in order to evaluate options for structuring the Loan Program to allow the

3" GDFA" referred to "Guam Development Fund Act,” which wasthetitle the Authority gave to the Federally
financed Guam Development Loan Program revolving loan fund.

“4Because accounting records for fiscal year 1989 were no longer available, we could not determine why
$31,785 less than the $1,359,288 was transferred to the General Operating Fund.
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Authority to recover reasonable loan insurance costs. Based on such an analysis, arevised
Loan Program Plan should be submitted to the Office of Insular Affairs, U.S. Department of
the Interior, for review prior to submission to the Secretary of the Interior for approval.

Guam EconomicDevelopment Authority Responseand Officeof I nspector
General Reply

Inthe May 21, 2001 response (A ppendix 5) to the draft report from the Authority’ s Chairman
of the Board, the Authority expressed nonconcurrence with Recommendations 1 and 2 and
concurrence  with Recommendation 3. Based on the response, we consider
Recommendations 1 and 2 unresolved and request additional information for
Recommendation 3 (see Appendix 6).

Recommendation 1. Nonconcurrence.

Guam Economic Development Authority Response. The Authority stated that it chose
not to obtain loan loss insurance because of the high cost to the borrowers and that its Chief
Financial Officer has been assigned "to evaluate the creation of aloan loss reserve account
to off set future losses, utilizing a portion of the interest earned on the [Guam Development
Fund] loans."

Office of Ingpector General Reply. By itsnature, the Loan Program Revolving Fund
should not be charged for uncollectible loans because the Fund would otherwise eventually
be depleted. Our General Counsel’ s opinion emphasized that the Authority cannot legally use
the Fund’ s principal or interest to recover the cost of uncollectible loans. Therefore, the use
of aportion of interest earned on the Development Fund loans to set up aloan loss reserve
account also would not be acceptable. The Authority must seek other legal aternatives to
recovering the losses from uncollectible loans and not charge such lossesto the Devel opment
Loan Program. The Guam Development Fund Act enabled the Authority to find alternatives
for recovering uncollectible loans, such as premium costs, collateral, or insurance. Although
the Authority resistsimplementing aloan insurance program because of cost considerations,
it should recognize that the beneficiaries were granted their loans under less stringent
requirements after having been turned down by more traditional lending institutions.
Accordingly, it is not unreasonable for the cost of loan insurance to be borne by all of the
beneficiaries of the Loan Program, namely the borrowers.

Recommendation 2. Nonconcurrence.

Guam Economic Development Authority Response. The Authority stated, "GEDA
isableto providetherequested documentation onthe $1.34 million in loansthat were charged
off and the $1.33 million gain from a property settlement. However, GEDA does not concur
that it should reimburse the fund for the deficiency balances on the loans that were written off
and for the gain received under the property settlement cited in the audit report.” The
Authority also stated that "if the [delinquent] accounts had stopped accruing interest once the
account was classified as ‘in default’ then the unpaid balances would most likely have been
recovered through GEDA'’s collection efforts over a nearly fifteen year time span." The
Authority also detailed the sequence of eventsrelated to the $1.33 million gain from property
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settlement and concluded that the audit report "failsto identify any legal basis of why alender
would not be entitled to receive any amount in excess of the original principal, interest, and
related expenses.”

Officeof Inspector General Reply. Regarding thecharged-off loansof $1.34 million,
the Authority has not provided any documentation to support that collection effortswere made
and were successful in recovering the defaulted amounts. The General Counsel’sopinionis
clear that losses from uncollectible loans may not be charged against the Devel opment Loan
Fund. Therefore, we believe that the $1.34 million should be reimbursed to the Fund.
Regarding the $1.33 million gain from property settlement, the Authority’ sresponseindicates
that at least $2.6 million from the Development Loan Fund was used in the Authority’ sefforts
to redeem the property that secured the defaulted loan. We believe that, to the extent that
recoveries were made, such recoveries should have been used to reimburse the Fund for both
the principal and interest owed on the loan and the $2.6 million used during the property
settlement efforts. Lastly, the recommendation does not require the Authority to immediately
reimburse the Fund for the loan write-offs or the property settlement gain. Rather, the
recommendation simply asks the Authority to provide information to the Office of Insular
Affairs for a fina determination as to whether the money should be reimbursed to the
Development Loan Program.

Recommendation 3. Concurrence.

Guam Economic Development Authority Response. The Authority stated that it
recognizes that "there may be a need for GEDA to re-evaluate the [Development Loan
Program] to meet the idand business community’s current financial needs.” The Authority
further stated that its Financial Services Supervisor will be responsible for developing a
strategic plan that includes such an evaluation.

Office of Inspector General Reply. The response did not specifically state that

options for structuring the Loan Program to allow the Authority to recover reasonable loan
insurance costs would be included in the proposed Strategic Plan.
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B. LENDING PRACTICES

The Guam Economic Development Authority lost Loan Program funds estimated at $453,653
and placed additional Loan Program fundsof about $3.6 million at risk of lossbecauseit made
loans from the Development Loan Program to awholly owned subsidiary corporation and to
businesses that had existing delinquent Program loans or Authority leases. This occurred
becausethe A uthority did not havewritten policiesor procedures adequateto ensurethat |oans
to subsidiaries or to delinquent borrowers and |lessees were subject to astrict evaluation and
approval by an Authority official of the borrowers' ability to repay the loans. Furthermore,
since an arm’ s-length relationship did not exist between the Authority and its subsidiary, the
normal checks and balances inherent in making loans to unrelated borrowers did not exist.

Guam Business Development Cor poration L oans

The Authority created the Guam Business Devel opment Corporation on August 28, 1991 (see
Appendix 3). Regarding the establishment of the Corporation, the minutes of an
April 13, 1995 Board of Directors meeting state:

Counsel recommended that GBDC (Guam Business Devel opment Corporation)
go forward and get organized asthe Governor isgoing to give GEDA somevery
heavy responsibilities in the immediate future which are going to require
GBDC'sassistance. Thechairman noted that the operation of GBDC would give
GEDA avaluable tool as well as more flexibility in its operations. Counsel
pointed out that GBDC can purchase supplies for GEDA without going through
the Procurement Law, and can be useful in other areas where governmental
regulations might otherwise interfere.

OnJuly 13, 1995, the Authority’ s Board of Directors adopted Resolution No. 95-013, which
stated, 3. Independencefrom governmental restrictions. That asaprivate corporation, GBDC
not be constrained by government of Guam statutes, rules or regulations applicable to
instrumentalities of the government of Guam.”

Through September 1999, the Authority authorized three Program loans to the Corporation:
two loans totaling $1.4 million to buy land and build awarehouse as amanufacturing facility
for alocally based business and the third loan totaling $1.2 million to pay for towing alarge
surplus U.S. Navy floating dry dock from Hawaii to Guam. As of September 30, 1999, the
total amount drawn down and outstanding on the three loans was $2.1 million. The
$2.6 million originally loaned to the Corporation was 38.8 percent of the $6.7 million Federal
Government contribution to the Loan Program. Under the conditions of the Federal
contributions (48 U.S.C.§ 1428b), funding for any single project was limited to 25 percent of
the Federa contributions.

We noted that the Authority did not maintainan arm’ s-length relationship with the Corporation.
For example, the Authority (1) issued two of the three loans to the Corporation at the lowest
interest rate allowable under the Loan Program’ s authorizing legidation; (2) did not charge
loan fees on the third loan, aswas required from other borrowers; (3) did not require that the
Corporation have three bank declinations before applying for a Program loan, asrequired by
the Authority’s Standard Operating Procedures, and (4) made loans without
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Corporation-generated revenues being available to repay theloans. Additionally, the Board
of Directorsof the Authority and the Corporation were composed of the sameindividuals, and
thisprecluded anindependent assessment of the Corporation’ sloan applications. Considering
the weak financial positions of the Corporation, the Authority, and the Government of Guam,®
we believe that outstanding loanstotaling almost $2.1 million as of September 30, 1999 were
at risk of loss.

L oans on Behalf of M anufacturing Company. On December 30, 1991, the Authority
loaned the Corporation atotal of $675,000 to purchase a 3/4 acre lot for about $330,000 and
build awarehouse estimated to cost $345,000 for the use of aspecific manufacturing company
that had an outstanding Authority loan at thetime. The Corporation planned to repay the loan
with the manufacturing company’ s warehouse rental payments. At the February 23, 1996
special meeting of the Corporation’s Board of Directors (same Board members as the
Authority’s), the Board issued Resolution 96-001, which stated that "the building itself was
designed specificaly for [the company’s] machinery and equipment, making it difficult to
lease to any other party.” Thefinal coststo build the warehouse were about $1.2 million, or
amost $900,000 morethan theinitial estimate. Asaresult, the Authority had to refinance the
$345,000 loan to pay for theincreased construction costs. On January 28, 1994, the Authority
approved anew $1.4 million loan with a 25-year term at 4.5 percent interest per year. The
Corporation had drawn down atotal of $1,229,302 by August 30, 1996. According to the
promissory note, the Corporation did not have to make a principa payment on the loan until
February 28, 1999.

When the project was completed in June 1996, project costs consisted of $370,281 to buy
about 1.2 acres of undevel oped land and $1,207,031 to build a10,416-square-foot warehouse
(see Figure 1). However, the Corporation had insufficient revenues to make its first loan
principal payments (due February 28, 1999) and subsequent principal payments to the
Authority becausethe manufacturing company did not makethe required paymentsonthelease
and vacated the building in March 2000. On September 24, 1999, the Authority approved a
resol ution authorizing payments of interest only for 12 monthson the Corporation’ s 1994 |oan
because the manufacturing company "is serioudy in arrears of the rental payments, which
payments were to be used to repay the debt incurred by GBDC." In addition, the
Administrator said, "Thisaction . . . will assist in easing the cash flow of GEDA under the
direfinancial situation that currently existsin Guam."® Finally, the Administrator told us that
this was "a bad deal from the get go" and that he had "inherited a bad deal." A prior
Adminigtrator had the same concerns, as noted in the minutes of the Authority’s October 9,
1991 Board of Directorsmeeting, which stated that aprior Administrator "was concerned that
GEDA could be criticized for doing too much for the [manufacturing] company.” As of
September 30, 1999, the Corporation owed atotal of $1,196,202 (excluding interest) onthis
loan.

SAccording to the single audit report for the Government of Guam for fiscal year 1998 (Report No. 00-A-
195), the Government had a total fund equity unreserved deficit of $262.9 million and a General Fund
unreserved deficit of $160.5 million as of September 30, 1998.

6As of September 30, 1999, the manufacturing company owed the Corporation delinquent | ease payments of
$60,000 (for 12 months), and on November 12, 1999, the company filed for bankruptcy protection.
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Figure 1. This 10,416-square-foot warehouse, which was vacated by a manufacturing company in
March 2000, was constructed with Loan Program funds of $1.2 million. (Office of Inspector General
photograph)

Loanto Tow Dry Dock. OnMay 6, 1999, the Authority authorized a$1.2 million line
of credit to the Corporation from the Loan Program for a 2-year period at an annual interest
rate of 5 percent. The purpose of the line of credit was to pay for the costs of moving a
surplus U.S. Navy floating dry dock from Hawaii to Guam (see Figure 2).
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Figure 2. The Government of Guam dr dock that was towed from Hawaii at a cost of $1.2 million and
that has remained moored at the Guam Shipyard. (Office of Inspector General photograph)

Inan April 30, 1999 Board of Directors meeting, the Authority’ s Administrator recommended
that "the interest on the loan be the average U.S. Treasury rate with no spread and no fees."
According to the same Board minutes, the Administrator said that "the interest and principal
[will] be paid at maturity, because GEDA fedls confident that by the end of the year [1999],
the drydock could be |eased to the SRF [ship repair facility] operator and start repaying the
loan." However, the Administrator subsequently told usthat the anticipated timeframefor use
of thedry dock had not materialized because additional funds of up to $4 million were needed
to pay for necessary dry dock repairsat aconstruction facility outside Guam. Inaddition, after
the repairs are completed, another $1 million would be needed to move the dry dock to the
State of Oregon to be certified before it could be used to start generating revenue.

The security for this $1.2 million loan was questioned by the Authority’s Programs and
Compliance Officer 2 days beforethe line of credit was approved. In amemorandum to file
dated April 28, 1999, the Compliance Officer stated:

I amhowever, concerned that thisloan will be unsecured. . .. Inorder to secure
GEDA’slien on this dry dock, the Mortgage would need to be executed by the
Governor of Guamon behaf of the Government of Guam. Failure to so secure
the lien would result in: 1) a$1.2 million unsecured |oan made from the Federal
fund to GBDC,; 2) no method to enforce repayment on the loan from the Gov't. of
Guam from the income to be obtained by GovGuam from the lease of the dry
dock; 3) lease income received can be easily diverted to the GovGuam Genera
Fund.
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As noted in the memorandum, the Government of Guam, not the Authority, owned the dry dock.
Finally, according to the Authority’s former Deputy Director, the dry dock cannot be sold
because it was obtained without cost asU.S. Navy surplus, and the Government of Guam had
to agreeto conditionsrestrictingitsdisposal becauseat | east two other United Stateslocalities
wanted the dry dock. As of September 30, 1999, the outstanding amount owed on this loan
totaled $895,161 (excluding interest) and had increased to $984,703 by December 31, 1999,
and the Government may have to spend about $1 million to return the dry dock to the U.S.
Navy in Hawaii.

In our opinion, the Authority used the Corporation to avoid having to comply with
Development Loan Program requirements and, in effect, granted itself loans in
non-arm’ s-length transactions despite the lack of adequate security and adequate revenues of
the Corporation to repay theloans. Based on available financial statementsfrom fiscal years
1992 through 1999, we estimated that during the 8-year period, the Corporation had earned
$229,000, spent $1,310,000, and had an equity deficit of $486,000. We do not believe that
the |oans made to the Corporation met the Program’ srequirementsfor prudent lending, limits
on maximum loan amounts, prohibition of conflicts of interest, and adequate loan collateral .’

The Authority should provide detailed information about these loans to the Office of Insular
Affairsfor its determination of whether the Authority should reimburse the Loan Program the
amount of the outstanding loans and stop making additional Program loansto the Corporation
without verifiable sources of repayment and adequate security for the loan amounts.

L oans to Delinquent Borrowers

The Authority made |oans and/or rel eased loan funds totaling over $2.1 million for six loans
to four borrowers, although the borrowers were delinquent in paying prior loans or, in one
case, an existing lease with the Authority (see Table 1).

Table 1. Questionable Subsequent L oans

Date of Amount of First Loan Status at Date of Amount of Years Loan Funds
First Loan FirstLoan Dateof NextLoan NextLoan NextLoan Delinquent Lost/AtRisk

08/07/91 $1,600,000 No payments made 03/05/92 $350,000 7.0 $355,414
10/05/90 $450,000 Delinquent 17 mos. 01/09/96 43,440 4.0 44,563*
10/05/90 SameLoan Delinquent 19 mos. 03/08/96 43,440 4.0 49,495*
01/14/97 $250,000 Delinquent 2mos. 03/19/97 99,700 2.5 105,545
01/14/97 SamelLoan Delinquent 5mos. 06/10/97** 1,200,000 11 1,236,164
08/30/82 Lease Delinquent 12 mos. 08/31/97 317,064 15 359,595*
Totals $2,053,644 34Avg. $2,150,776

*Revenues lost on these three subsequent loans totaled $453,653. Revenues considered at risk on the three loans not marked by asterisks totaled
$1,697,123. All amountsin this column include delinquent principd, interest, and service chargesdue as of September 30, 1999. We dassified theloans
as"lost" or "at risk" based on our assessment of the borrowers' ability to repay.

** Although theloan agreement for the $1.2 million loan was signed in December 1996, the Authority did not releasethel oan proceedsuntil June 10, 1997.

"The criteria for loans issued under the Development Loan Program are contained in the U.S. Code
(48U.S.C. §1428b).
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In accordance with its own operating procedures, the Authority should determine "that there
is reasonable assurance of payment” of loans (GEDA’s Standard Operating Procedures,
Volume I, Chapter I, Paragraph 6.B(2)) and perform "a penetrating examination of the
borrower’ sfinancia condition and repayment ability” (Volumel, Chapter V, Paragraph 19.1).
However, asaresult of the Authority’ s actions, Loan Program funds of at least $453,653 had
been lost, and additional Loan Program funds of at least $1,697,123 were at risk of loss.

For example, in the largest of the subsequent loanslisted in Table 1, the Authority approved
aloan of $1.2 million on December 20, 1996 but did not rel ease the funds until June 10, 1997
because the borrower had not paid theloan closing fees of $5,580. In aletter to the borrower
dated June 9, 1997, the Authority’ s Administrator stated that the delay in issuing the loan had
cost the Authority more than $1,000 in lost interest and that if the closing costs were not paid
by the following day, the loan commitment would be withdrawn. The delay in payment of the
closing costs was significant because the business had al so not made any paymentson itstwo
previous line-of-credit loans, one issued in January 1997 for $250,000 and the other issued
inMarch 1997 for $99,700. Asof September 30, 1999, the only amounts collected from this
borrower on the three loans came from rental payments the Authority garnished from other
assets of the borrower. These garnished payments were insufficient to pay even the interest
on the $1.2 million loan. According to the Authority’s Administrator, the three loans were
made because the prospectsfor the business|ooked very good in early 1997, before the Guam
economy weakened, and the loan collateral was very good. We found no mention in the loan
files of any actions taken by the Authority to reevaluate the additional proposed loans, to
consider revising the loan terms, or to require that the two prior letter-of-credit loans be paid
or at least be brought current before the $1.2 million loan was rel eased.

Recommendations

We recommend that the Chairman of the Board of Directors, Guam Economic Devel opment
Authority, direct the Authority’s Administrator to:

1. Require awritten analysis and official certification by the Administrator of the
ability of the Guam Business Development Corporation to repay any future loans or other
advances of funds made from the Loan Programprior to making any such loans or advances.

2. Provideto the Office of Insular Affairs detailed information about the outstanding
loans to the Guam Business Development Corporation for determination as to whether the
Authority should reimbursethe Devel opment L oan Program theamount of the outstanding loans
and stop making additional Program loans to the Corporation without verifiable sources of
repayment and adequate security for the loan amounts.

3. Develop andimplement policiesand proceduresto ensurethat Authority personnel
take prudent action, such as performing analyses of repayment ability and requiring that prior
loans be brought current, to protect the Development Loan Program resources in instances
when delinquent borrowers or lessees request additional Program loans.

In addition, we recommend that the Board of Directors, Guam Economic Devel opment
Authority:
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4. Amend the Guam Business Development Corporation’s Articles of Incorporation
to create a separate Board of Directors, comprised of members other than Guam Economic
Development Authority Board members, employees and their spouses, and appoint a new
Board of Directors for the Guam Business Development Corporation accordingly.

Guam EconomicDevelopment Author ity Responseand Officeof I nspector
General Reply

Inthe May 21, 2001 response (Appendix 5) to the draft report from the Authority’ s Chairman
of the Board, the Authority expressed nonconcurrence with Recommendations 1, 2, 3, and 4.
Based on the response, we consider the four recommendations unresolved (see Appendix 6).

Recommendation 1. Nonconcurrence.

Guam Economic Development Authority Response. The Authority stated that it
does not consider the Guam Business Development Corporation’s (GBDC) ability to repay
the loans an issue because the primary source of fundsfor repayment isleaseincome on assets
of the borrower and that since the Authority isthe parent corporation of GBDC, the Authority
has substantial assets to fully satisfy any amounts owed by the GBDC. The Authority also
stated, "[i]n the event GEDA determines that the loans to GBDC are in default, GEDA’s
substantial assets are able to fully satisfy any amounts owed."

Office of Ingpector General Reply. Our review indicated that both loans (for the
warehouse and the dry dock) to the GBDC, a subsidiary of the Authority, were at risk. In
January 1994, the Authority approved a promissory note to postpone repayment of the loan
principal for 5years. The manufacturing company wasin arrearsinitsrental paymentsto the
GBDC. Without this income, the GBDC did not have available funds to repay the loan. In
addition, at the time of our review, the dry dock had not generated any income because
additional funding of $5 million was needed to repair and certify the dry dock for operation.
Therefore, wequestionthe GBDC' srepayment ability for either theseloansor any futureloans
or fund advances since both loans were not generating any income for GBDC. Further, the
Authority’ s argument that its own resources would be sufficient to pay off the GBDC loans
supports our conclusion that the Authority and the GBDC did not have an arm’ s-length
relationship with adequate checks and balances.

Recommendation 2. Nonconcurrence.

Guam Economic Development Authority Response. The Authority said that it
considerstheloan of $1.4 million for land purchase and warehouse construction and the loan
of $1.2 million for dry dock towing to the GBDC as two separate projects that individually
fell below the statutory lending cap of 25 percent of the $6.7 million Federal Government
contributionto the Loan Program. The Authority also defended therationalefor thetwo loans,
stating that the warehouse construction project and the purchase of the dry dock would create
economic benefits for Guam.
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Office of Ingpector General Reply. The Authority’s argument that the two loans
should be viewed separately when applying the 25 percent funding limitation is not valid.
Under an arm’ s-length relationship with a private borrower, two separate |oans to the same
borrower would be considered jointly with regard to the 25 percent funding limitation.
Therefore, we believethat thetwo loansto the GBDC should also be considered jointly, even
though they werefor different purposes. Additionally, following the Authority’ sargument, it
could make additional loans to the GBDC for any number of distinct purposes aslong asthe
individual amounts did not exceed the 25 percent limitation. Under such ascenario, theloan
fund could easily be depleted, given the GBDC's previous financial record. Regarding the
economic justification for the two loans, the loan for warehouse construction was in default,
and thefacility has been vacant and unused since March 2000. Theloan for rel ocating the dry
dock was also of questionable economic benefit because the dry dock remains unused and it
has been estimated that an additional $5 million will be needed for repairs and certification
of the dry dock before it will be usable.

Recommendation 3. Nonconcurrence.

GuamEconomic Development Author ity Response. TheAuthority statedthat it has
policies and procedures in place to administer and monitor the Development Loan Program
and that theloansinvolved taking cal culated risks. The Authority then described several loans
that were successfully repaid by the borrowers and stated that these successful loans were
made under the same procedures as the delinquent loans cited in the finding. However, the
Authority concluded that it will review its current practices to determine if there are
deficiencies.

Office of Inspector General Reply. While we acknowledge that the Authority had
many successful loans, the finding focused on instances in which the Authority made loans to
businesses that were already delinquent on prior loans. In our opinion, the Authority was not
prudent in safeguarding the Loan Program’ s assets by repeatedly taking the unreasonable risk
of giving new loans to borrowers who were already delinquent. If the Authority had
effectively implemented its existing policies and procedures, it would not have approved
subsequent loans until problems with the prior loans had been settled. A primary concern of
the Authority should be to reasonably protect the Loan Program from abuses by delinquent
borrowers.

Recommendation 4. Nonconcurrence.

Guam Economic Development Authority Response. The Authority stated that
creating a separate Board of Directors for the GBDC composed of members other than
Authority Board members will not address the issue of maintaining an arm’s-length
relationship between the two entities because the Authority will still have a controlling
interest in the GBDC. However, the Authority stated that it will work to establish insider
lending policies and procedures, consistent with industry standards.
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Office of Inspector General Reply. Our review indicated that there was no
separation between the Authority’s Board and the GBDC' s Board because the members of
both boards were the same. As a result, the Board of Directors of the Authority could not
performits tasks independently from the Board of Directors of the GBDC and vice versa.
Also, there were no internal controls that would prevent the Authority from unilaterally
approving any of GBDC' s requests because both boards were the same. We believe that if
the Authority’s Board was separate from the GBDC's Board, there would be a greater
likelihood of independent action by the Authority and the GBDC in dealings with each other.
For example, the Authority’ sBoard might havereviewed theloan applicationsfromthe GBDC
more carefully before approving the loans for the warehouse and the dry dock.
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C. COLLECTION ENFORCEMENT

The Guam Economic Development Authority may have logt $2.3 million in delinquent loans and
placed another $2.2 millionin delinquent loans at risk of loss® becauseit did not effectively approve
loans and collect delinquent loans, and lost at least $303,697 and placed another $784,000 at risk
because of the declining value of foreclosed red property. Specificaly, the Authority did not (1)
requirethat problem borrowersbereferred for management assistance, (2) ensurethat itsattorneys
took timely actionto protect the Authority’ sinterestsinloan collaterd, and (3) sell repossessed red
property in atimely manner. These conditions occurred because the Authority had not provided
training to ensure that personnel had the necessary |oan collection skills, had not devel oped policy
guiddinesto ensurethat the Authority’ sattorney took prompt action againgt delinquent borrowers,
and had not established policies to ensure that repossessed redl properties were sold timely.

Procedural Requirements

The Authority’ s Standard Operating Procedures (Volumell, Chapter 1V, Paragraph 44) statethat
"immediately uponreceipt of notice of default, [the] Loan Divison shdl” ensure the borrower and
the Authority are "doing everything possible to bring the loan to current Satus' and maintain strict
followup "to avoid excessive accrua of interest.” In addition, Paragraph 75 of the Procedures
states, "A loan will be transferred to the “in liquidation’ classification when it is necessary to resort
to the collaterd or to otherwise enforce collection when the Agency’sinterest inthecollaterd . . .

may bein jeopardy."

With regard to actions to be taken to assist delinquent borrowers, the Procedures state that 1oan
delinquenciesin excess of 60 days "will trigger intengve servicing activity by the loan officer snce
this is prime symptom of underlying problems’ (VolumeIl, Chapter |, Paragraph 5.b(2)) and that
the loan supervisor may require field vigtsin cases involving new loans that have the potentia for
problems and older problem loans (Volume Il, Chapter 1ll, Paragraph 13). Further,
Paragraph 13.c of the Procedures states that "where determination has been made that anew loan
has problem potentid," the loan personnd should "counsel the borrower to the extent practicable
with aview toward forestaling future financid difficulties” "review [the] adequacy and rdiability
of accounting records," and " determine whether management assistance is needed, or if borrower
desires assstance.” In addition, Chapter IX, Paragraph 83, states, " Speciadized management
assistance services will be made available to identify and resolve management deficiencies and/or
prevent deficiencies from occurring in the future.”

Findly, with regard to security collateral, the Procedures (Volumel, Chapter V1, Paragraph 25.A)
state that "dl loans shdl be of such sound value or so secured as reasonabl e to assure repayment.

8Toavoid duplicate counting of loansdiscussed in Findings A and B, theamountsreportedin Appendix 1 were
reduced by $359,595 for lost revenues and by $1,236,164 for revenues at risk. Accordingly, the total amount
of Fundsto Be Put to Better Use for "Collection Actions' (Appendix 1) is $2,951,018.
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It is important, therefore, that the collatera securing each loan be carefully evduated. The files
should contain documentary evidence of such vaues."

Collection Actions

Paragraph 11 of the Development Loan Program Plan requires that Loan Program procedures
pardld those used by the U.S. Smdl Busness Adminigration’'s (SBA) smal business loan
program.® We found that the SBA’s ddlinquency rates for regular business loansissued in Guam
and Micronesia were 13 percent of the total number of outstanding loans and 15 percent of the
outstanding balances. 1n comparison, the Authority had delinquency rates of 66 percent of thetotal
number of outstanding loans and 75 percent of the total amount of outstanding balances.

We judgmentaly selected for review 20 loans (16 Development Loan Program loans and
4 Agriculture Program loans) out of 126 |oans that were outstanding as of September 30, 1999.
Of the 20 loans reviewed, 11 loans (7 Development Loan Program loans and 4 Agriculture Loan
Program loans) had been delinquent for at least 1 year and averaged dmost 3.5 years ddinquent.
Based on our analyses of the case files for each of the 11 loans, we considered the outstanding
balances of unpaid principd, interest, and fees for 3 of the Development Loan Program loans
totaling $2,307,979 to be uncollectible. We dso considered the outstanding balances of unpaid
principd, interest, and fees for the remaining four Development Loan Program loans and the four
Agriculture Loan Program loans totaling $2,238,799 to be at risk (see Table 3).

SWhen they wereinitially implemented, the Authority’ sloan proceduresgenerally paralleled those of the SBA.
However, the Authority’ s procedures had not been updated since 1985. Revised procedureshad been drafted,
but had not been adopted as of the time of our review.
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Table 3. Selected Delinquent L oans as of September 30, 1999

Delinquent L oan Balances
DateLoan Find Loan Principa Years Lost Revenues
Loan Purpose Saned Amount Paid Ddinguent Revenues at Risk

Development L oan Program Loans;

Manufacturing 10/05/90  $447631  $91,697 4.0 $374,738 0
Transportation* 08/07/91 1,950,000 471,767 7.0 1,573,646 0
Services ** 02/14/92 150,000 0 3.7 0 $153,492
Services *** 04/22/93 336,184 77,313 6.7 0 261,094
Manufacturing****  12/20/96 1,200,000 11,089 11 0 1,236,164
Services 07/13/97 87,590 3,344 1.0 0 89,742
| mport**** 08/31/97 317,064 0 15 359,595 0
Subtotals $1488469 $655210 36Avg.  $2307979 $1.740492
Agriculture L oan Program L oans,
Farming 07/03/91 $10,000 $7,913 24 0 $2,244
Farming 11/24/93 234,866 8,112 4.0 0 266,158
Farming 12/29/93 97,140 0 4.0 0 111,602
Farming 02/07/94 166,379 49,265 2.8 0 118,302
Subtotals $508385 _$65290 3.3 Avg. 0 $498.306
Totds $499684 $7/20500 35Avg.  $2.307.979 238,798

*This was a Program-guaranteed loan that the Authority purchased from the issuing bank when the borrower declared
bankruptcy in February 1993. All available assets have been liquidated and funds applied to pay outstanding interest and part
of the outstanding principal. The number of years delinquent was computed from the date of the original guaranteed bank loan
in 1991.

**The "Y ears Delinquent” for this loan was calculated from the expiration dateof an agreement that allowed the borrower to
make interest-only payments for a specific period of time.

***For thisloan, all available assets have been liquidated, and funds have been applied to pay outstanding interest and principal .
**** Because these two loanswere also included in Table 1 of Finding B, to avoid duplicate counting the delinquent loan balances
are not included in Appendix 1 as Funds to Be Put to Better Use.

Based on our review of the Authority’ seffortsto collect these delinquent loans, we determined that
improvements need to be made in the areas of financid analydmanagement assistance and legd
actions.

Financial AnalysisM anagement Assistance. Althoughthe Authority performed on-site
vigtsat busnesseswith delinquent loans, Authority staff did not perform thorough financid andyses
of thebusinesses’ ahility to generate cash flows adequateto bring their delinquent loans current and
continue loan payments. Authority staff aso did not refer any of the ddinquent businesses for
management assstance. None of the loan files for the 11 delinquent loans reviewed included a
detailed financid andysis of the ability of the businessto repay the delinquent loan. According to
both the Authority’s Adminigtrator and the Program and Compliance Officer, Authority staff
needed specidized training in financid andysesto perform such reviews and to make management
ass stlancerecommendations. Further, the Authority’ sloan officid ssaid that asof March 31, 2000,
they had not made any referrals for management assstance for at least 5 years. Theloan officids
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stated that Guam did not have adequate busi ness advisory resourcestowhich " problem" borrowers
could bereferred. 1n our opinion, thorough financial anayses and gppropriate recommendations
to management would help business owners focus on key areas of the struggling businesses to
improve their chancesof recovery or, where necessary, ensurethat the Authority took faster action
to collect on collaterd before it became unavailable or lost itsvaue. For example:

- On October 5, 1990, the Authority issued to a manufacturing company a Devel opment
L oan Program loan of $450,000, of which the company drew down $447,631. The borrower
soon had problems making loan payments, and the loan was restructured on April 1, 1993 to
reduce the interest rate and extend the loan term for an additiond 2 years and 3 months by
reissuing the loan effective January 1, 1993 and keeping the existing 7 year payment term.
However, by September 30, 1999, only 3 months before the loan term was to expire, the
borrower owed $374,738, including interest and fees, and was 4.1 years behind in |oan payments.
Whenthe borrower filed for bankruptcy on November 12, 1999, only $91,697 had been paid on
the loan’sprincipa. The Authority had acknowledged that the borrower had serious problems by
placing the loan in "nonaccrud™ status on December 5, 1997 and referring the loan to its attorney
for collection action on January 22, 1998. However, the Authority had no record of having
performed adetalled financid andysisof the company or of referring the company for management
assistance. Either action might have hel ped the company initsfinancid difficultiesor a least would
have aerted the Authority to take timely action to recover whatever funds it could through
foreclosure on the loan collaterd rather than let the Stuation continue for 4 years. Because the
company filed for bankruptcy in November 1999, as of March 31, 2000, the Authority was not
in apogtion to initiate foreclosure proceedings againgt the company.

- On November 24, 1993, the Authority issued to afarming business a 3-year Agriculture
Development Loan of $402,565, of which the company drew down $234,866. Although the
Authority restructured the loan in January 1996 and again in October 1997, the borrower made
only five payments on the principal and, as of September 30, 1999, owed a tota of $266,158,
induding interest and fees. The Authority had initiated legd action againgt the borrower on
March 14, 1997, but the loan files contained no evidence of afinancia andyss of the borrower
or referrd for management assstance. The business gppearsto have had financid difficultiesfrom
the beginning of the loan period, yet the only gpparent effort made by the Authority to resolve the
problemwasto restructure the loan rather than to try to identify and correct the basic causes of the
business sfinancid difficulties.

Legal Actions. For at least 3 of the 11 ddinquent |oans reviewed, the Authority did not
take legd action, in atimely manner, to collect the unpaid loan. The Authority used the samelegd
counsel from February 1, 1995 through December 31, 1999, and according to the Authority’s
Adminigrator, the legal counsel was not aggressive in initiating collection actions.

Ontwo occasionsduring 1994 the Authority took action to forecloseon the collatera of ddinquent
borrowers, issuing aforeclosure notice to one borrower and initiating foreclosure action againg a
second borrower. Shortly thereafter the borrowers agreed to begin repaying the delinquent loans,
and the Authority stopped the foreclosure actions and signed forbearance agreements with the
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borrowers. However, neither borrower complied with the agreements and, as of September 30,
1999, had not made any principal payments since the dates of the forbearance agreements.
According to the Administrator, foreclosure proceedings were not restarted in a timely manner
againg the two borrowers because the legal counsal had not been aggressive in acting on the
Authority’ srequests. In February 2000, the Authority sent one of the delinquent casestoitsnew
legd counsdl for collection action. However, as of March 2000, no further action had been taken
in the second case, relaing to a telecommunications company.

Regarding the telecommunications company, on February 14, 1992, the Authority issued the
company a 15-year Development Loan Program loan of $150,000, which wasfully drawn down.
OnMarch 21, 1994, the Authority placed theloan in "nonaccrua” status, but the Authority did not
refer theloan toitslega counse for collection action until September 19, 1997. According to the
Authority Adminigtrator, as of March 7, 2000, the Authority’ slegd counsd had not taken action
onthereferra. Infact, the Authority’s new legd counse had to ask the Authority to provide the
current tatus onthis and other delinquent casesthat had previoudy been referred for legd action.
During ameeting on April 5, 2000, the Administrator told usthat lega action was in process and
that the prospects were good for collecting the $153,492 that was delinquent as of that date.

Real Property Obtained by Foreclosure

The Authority did not have written policies or procedures specifying when to dispose of red
property obtained through foreclosure on defaulted loans. According to the Authority’s
Adminigrator and Chief Financia Officer, the objective of foreclosng on red property was to
recover as much of the unpaid loan as possible.

However, the Authority did not act aggressively to dispose of red property acquired through
foreclosures because management had not requested or obtained formal direction from the Board
onhow to handlethe sale of Authority assetsin awesk real estate market with decreasing property
vaues. The Adminidrator stated that the Authority attempted to sall the propertiesin 1996 but that
the offers recaeived were very low. He further said that the Authority decided to delay the sde of
foreclosed property until real estate valuesincreased. However, according to the President of the
GuamBoard of Redltors, the Guamredl estate market beganto deterioratein 1996, with appraised
vauesof property decreasing 10 to 20 percent each year at least through 1999, with no prospect
of achangein thiscondition in the near future. Therefore, by holding the foreclosed properties, the
Authority (1) had incurred losses that we estimated to be at least $303,697 on properties which
ether were sold or reduced in va ue between thefirst appraisal after acquisition and the most recent
appraisa, (2) had not collected about $784,000 on unsold propertiesthat would then be available
for lending, and (3) lost potentid interest that would have been earned if these funds had been
loaned.

As of October 1, 1996, the Authority owned 11 parcels of real property that it had obtained
through forecl osure action on defaulted loans origindly totaling $1,444,286. The Authority valued
the properties a $901,020, which included the total amount of unpaid loan principd, interest, and
fees a the time of acquigtion, asshownin Table 4.

25



Table4. Real Property Acquired Through Foreclosure

Initial M ost Gain or (Loss)
Size of Parcel Date Years Loan Value at First Sales Recent On Sale or Since
In Sg. Meters _Acquired Held Amount Acquisition Appraisal Price Appraisal* First Appraisal
Properties Sold Since October 1, 1996:
Development L oan Program L oans:
4,046 09/80 16.8 $250,000 $8,100 $15,200 $76,000 $0 $67,900
1,136 06/93 4.0 75,000 41,000 50,000 55,000 0 14,000
929 07/94 2.9 130,000 26,097 25,000 21.000 0 (5,097)* * **
Subtotals for Sold Properties $455,000 $75.197 $90.200 152,000 @ $76.803
Properties Still Held by the Authority:
Development L oan Program L oans:
1,517 12/86 12.8 $ 26,000 $2,700 $54,000 $0  $35,000 $(19,000)
666 02/88 11.6 25,000 24,000 22,000 0 0**  (22,000)****
1106 01/89 10.7 10,000 46,000 34,000 0 40,000 6,000
53,474 10/89 9.9 82,000 123,968 477,600 0 240,000 (237,600)****
1,077%** 06/94 5.3 250,000 81,200 40,000 0 40,000 0
1,650%** 06/94 53 74,900 65,000 0 65,000 0
763 10/94 4.9 296,286 136,386 194,000 0 174,000 (20,000)* *=*=*
Agriculture L oan Program L oan:
202,343 12/95 3.8 $300,000 $336.669  $190.000 $0 $190,000 0
Subtotals for Unsold Properties $989,286  $825,823 $1,076,600 $0 $784,000  $(292,600)
Totals $1444286 $901,020

*As of September 30, 1999, the Authority=s most recent appraisals of these properties were dated in July 1996. If the same amount is
shown in both the "First Appraisal" and "Most Recent Appraisal" columns, this indicates that only one appraisal was performed.

** Subsequent to the "First Appraisal,” the property was designated as a historical preservation district, and the Authority was prohibited
from selling the property. Therefore, the property essentially has no commercial market value.
***Two properties were acquired through the foreclosure of one loan.

****These | osses totaled $303,697.

In one example, on October 19, 1989, the Authority acquired a one-tenth interest in a
53,474-square-meter (more than 13 acres) undeveloped parcel of property on Guam through
foreclosure to recover $123,968 owed by a Development Loan Program borrower. We found
no evidence in the loan files to indicate that the Authority attempted to sall thisundivided interest.
However, according to two appraisas, by waiting, the vaue of the property declined by amost
50 percent between 1989 and 1996. In addition, based on available records, the property was
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subdivided in 1998, but, as of December 31, 1999, the Authority till did not have clear title. If
the Authority had been ableto forcethe sale of thisundevel oped property in 1989 at the appraised
vaue of $4,776,000, we estimated that the Authority’s one-tenth share before expenses would
have been $477,600. Based on the 1996 appraised value of $240,000 for aone-tenth share, the
Authority logt at least $237, 600. Because the property apparently has been subdivided but the
Authority’ s portion has not been clearly identified, the Authority should take action to resolve the
matter as soon as possible and then sdll its share of the property.

The remaining properties listed in Table 4 were dl owned in ther entirety by the Authority.
Because the latest appraisals were performed in 1996, as of September 30, 1999 the current
vauesof the propertieswere unknown. Based on the genera decline of property vaueson Guam,
however, we bdieve they were below the 1996 values.

Recommendations

We recommend that the Chairman of the Board of Directors, Guam Economic Devel opment
Authority, direct the Authority’s Administrator to:

1. Provide Authority loan officers with specidized training in financid analyss and refer
busnessesin financid difficultiesfor management asssance.

2. Edablish and implement policy guiddines for timely action by Authority atorneysin
addressing Authority requests for legd action on ddinquent loans.

3. Egablish and implement an Authority policy to sell repossessed real property as soon
as possible after repossession unless a specific written justification is prepared and approved by
the Board of Directorsto delay the resdle. The Authority should aso teke action to sdll currently
owned repossessed property.

Guam Economic Development Authority Response and Office of
Inspector General Reply

In the May 21, 2001 response (Appendix 5) to the draft report from the Authority’s Chairman of
the Board, the A uthority expressed concurrencewith Recommendation 2 and nonconcurrencewith
Recommendations 1 and 3. Based on the response, we consider Recommendations 1 and 3
unresolved and request additional information for Recommendation 2 (see Appendix 6).

Recommendation 1. Nonconcurrence.
Guam Economic Development Authority Response. The Authority stated thet it is
daffed with professond's who have extensve lending experience but that it “recognizes the need

for continued development of its staff to meet increased mandates and demands for its services.”
Therefore, it developed a training plan in October 1999 and tasked the Adminigtration and
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Operations Manager to assess the staff’s training needs and develop atraining schedule. The
Authority also stated that it does not concur thet it "did not take any action in development of
financid management and referrd servicesfor program loan clients” The Authority further Sated
that "'in-house business counseling isnot avigble dterndive, asthere exigsaconflict of interest and
aliability to GEDA should its Loan Officers engage in counsdling its borrowers on any aspect of
their business operations.”

Office of Inspector General Reply. We acknowledge that the Authority is staffed by
professionas who have extensve commercid lending experience, especidly in upper managemen.
However, we bdieve that the Authority needs to develop the skills of the employees who work
withtheborrowerson aday-to-day bass. Withregardtofinancia assstance, our review indicated
that the Authority had not made any referrals during the last 5 years. We disagree that providing
advice to busnesses would congtitute a conflict of interest because we did not envison that the
advice or counsdling would be provided by the loan officers but by other staff within the Authority
dedicated to that task. Further, the Board adopted Volume Il of the Standard Operating
Procedures, which requires tha the Authority provide various levels of assstance to ddinquent
borrowers. By doing so, the Authority would be ableto help the businesses correct problemsearly
and avoid more serious problems later.  This approach is taken by the U.S. Smdl Business
Adminigration, which provides management assistance services to participants of its programs.
Nevertheless, we have revised the recommendation to require that the Authority provide loan
officers with gpecidized training in financid anadyss and refer busnessesin finanad difficultiesfor
management assistance, leaving it to the Authority’ sdiscretion whether to refer troubled businesses
to outside sources for management ass stance or to develop an in-house capability to providethis
service.

Recommendation 2. Concurrence.

Guam Economic Development Authority Response. The Authority stated that it hed
hired anew legd counsdl, centrdized itslega counsdl activitieswith aSpecid Projects Coordinator
tasked with the responghbility to monitor requests for legd assstance, and restructured its
organizationasrel ated to the collection of accountsthat are 30 to 90 days ddinquent and those that
are over 90 days delinquent.

Office of Ingpector General Reply. Althoughwe commend the Authority for theactions
taken, therecommendationwasfor establishment and implementation of policy guiddinesfor timely
legd action on delinquent loans. The response did not indicate whether such guidelines, specifying
the time frames for legal action, had been devel oped.

Recommendation 3. Nonconcurrence.

Guam Economic Development Authority Response. The Authority stated that
procedures for the disposa of foreclosed real property are documented in Volume |11 of the
Standard Operating Procedures. The Authority also stated that it has made efforts to dispose of
repossessed property in a timely manner but that "economic conditions have prevented severd
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attempts for reasonable recoupment of losses™ The Authority also noted an error in a section of
Table 4 of thefinding and explained the circumstances rel ated to specific examples of repossessed
property cited in the finding.

Office of Inspector General Reply. Despite the procedures that exist in Volume I11 of
the Standard Operating Procedures, we maintain that the Standard Operating Procedures do not
incdude a policy specificdly requiring the timely disposd of properties obtained through loan
foreclosure. With regard to Table 4, we have corrected the section on "Properties Sold Since
October 1, 1996" and revised the rel ated sections of thefinding accordingly. Based ontherevised
Table 4, we concluded that at least $303,697 may not be available for future loans as a result of
the Authority’s delays in sdlling the properties. Of the 11 parcds acquired through foreclosure
action on defaulted loans through October 1, 1996, the Authority lost $5,097 on a sde of one
parcel and had atotal potential lossof $298,600 for four other unsold parcel s based on the decline
in vaue between the firgt appraisals and the most recent gppraisas.
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APPENDIX 1

CLASSIFICATION OF MONETARY AMOUNT S

Funds To
BePut To
Finding Area Better Use
A. Loan Program Operations
Legd Opinion Concerning Uncollectible Loans $1,338,413
Property Settlement Payment 1,327,503
B. Lending Practices
Guam Business Development Corp. Loan 2,091,363
Loansto Ddinquent Borrowers 2,150,776
C. Ddinquent Loan Callections
Collection Actions 2,951,018**
Red Property Obtained by Foreclosure 1,087,697
Totds $10,946,770

* Amounts represent Federal source funds unless otherwise noted.
** Amount includes |ocal funds of $493,906.
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APPENDIX 2

GUAM ECONOMIC DEVELOPMENT AUTHORITY
OUTSTANDING LOANSBY FUNDING SOURCES
AS OF SEPTEMBER 30, 1999

Loan Program

Guam Devedopment Fund
Agriculture Devel opment Fund
Microenterprise Development Fund
Deved opment Authority Loan Fund
Locd Arts Revolving Fund

Tota

Number
of Loans

87*
39

24

Origind

Amount

Loaned
$13,628,904
1,673,173
189,980
20,375

25,800

$15,538,232

Totd
Amount
Owed

$11,748,237
1,098,119
179,923

16,421

14,954

$13,057,654

* Excludes three bank loans totaling $1,980,700 guaranteed under the Guam Development Fund.
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GUAM BUSINESS DEVELOPMENT CORPORATION’S
LEGAL STRUCTURE ASOF DECEMBER 31, 1999

On August 28, 1991, the Guam Economic Development Authority created the Guam Business
Deve opment Corporation from apredecessor corporation when the Authority’ sBoard members,
acting as the Corporation’ s Board, adopted amended articles of incorporation. The Corporation
was awholly owned subsidiary of the Authority.® Article 3, Section 3.01, of the Corporation’s
articles of incorporation states in part, "This Corporation is formed for the purpose of promoting
the economic devel opment of the Territory of Guam, acquiring and developing redl property within
the Territory of Guam and to promote the various interests of the Guam Economic Development
Authority and the funds which it adminigers”” Section 3.02 includes paragraphs defining the
Corporation’s powers, which include borrowing and lending money, buying and selling property,
buying and sdling securities, and promoting and improving land.

In alega opinion dated March 22, 1989, the Authority’ slegal counsdl responded to the question,

"Can[the Authority] form asubsdiary and then loan it money from the [Guam Devel opment] Fund

inorder for the subsdiary to then usethe money on aproject which will benefit Guam’ seconomy?'
Thelegd counsd’sopinion stated, " The answer to [the] questionis‘yes,” provided that the money
isactudly loaned to the subsidiary and the subsidiary uses the money in a way which develops
Guam’ seconomy, suchashousing." Thelegd counsd aso stated, "'In conclusion, [the Authority’ s

enabling legidation expresdy contemplates the type of loan under consideration here. The[Guam
Development Fund] Act and [the Authority’ s Guam Deve opment Fund] Plan would aso permit

aloan of this nature. The only considerations which might bar the loan are [the Authority’s]

necessary inquiry asto whether funds are otherwise unavailable and the potentia conflict of interest
in loaning funds to a corporation staffed by [Authority] officers or employees.” Thelegd counsd

provided this guidance so that the Authority could address the issues in the loan process. In a
subsequent legal opinion dated October 29, 1993, the Authority’s legdl counsd stated that it is
my opinion that procurements made by a corporation in which [the Authority] owns stock are not
subject to the [Guam Procurement Law]."

In a memorandum dated June 1, 1994, the Director of the Guam Department of Revenue and
Taxation determined that the Corporation "is an exempt entity asto dl taxes levied under Guam
law." The officid minutes of an August 4, 1993 meeting of the Authority’s Board of Directors,
when discussng transferring Authority surplus to the Development Program, date, "The
Adminigrator explained that this[ Guam Devel opment] Fund isquiterestrictive and the funds could
be better used if put into the [Authority’ s subsidiary which has agreat ded moreflexibility." The
minutes dso note that the Administrator "ask[ed] that the Board also authorize any surplus. . . be
likewise transferred to the GBDC [Guam Business Development Corp]."

1 The Corporations'sBoard of Directors was the same as the Authority’s Board, the Corporation’s General
Manager was the Authority’ s Administrator, and the individual s holding the Corporate offices changed with
the appointment of different Authority Board members and administrators.

32



APPENDIX 3
Page 2 of 2

OnAugust 18, 2000, the Generd Counsel of the Office of Inspector Genera issued alega opinion
(Appendix 4) in response to a question about the gppropriateness of the Authority’ slending to its
subsdiay. The Generd Counsd dated, "The Authority can give a loan to a wholly owned
subsdiary if the Satutory digibility criteriaare met.”
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LEGAL OPINION OF THE
OFFICE OF INSPECTOR GENERAL'S
GENERAL COUNSEL

United States Department of the Interior

OFFICE OF INSPECTOE QENER AL
Wishingian, 0. 2040
UG 18 moo
kiemaran-dum
Ta: Amild ¥an Beverhoudi

Regional Audit Manager, [nsular Alfairs

Frim: Palun Jarrosum WI\J
Attorney-Adviser

1
[hrough: Robin Grmuwaldﬁ'
Generzl Counsel

Sulect: Bequest for Egel Dpindon on the Guarm Developrtant Fueed, Aodil of “Lean
Mroprams. Guan: Economie Development Awthorty, CGovemitiient of Gieam™
L Ancipamiant By, N-IN-GUA-OR-06E- 5 M)

ou requestad o lepal apinion ragarding the nsz of & revnlving loan fund hy the Guam Toonemic
Devclopment Amhority [ Aathority”} pursnant o the Guam Developmient Fand A ("Aet'™, 48
U540, 55 1 428-1428e. Specifically, you asked:

13 whether the Authorits can vge the inberest cathel ot P1e
fund to recover pdministrarive costs end uncollectible ke
CORER;

2 whether there are sy other legal opliona weailuble fo Lhe
Authnrily to recover soma or all of its adrimistrative and
wewealectible loan ancis;

E} whether the Auatharity can give Toans ez waully awied
Aubsidiare.

Canclusicn

The Authorty can use the Fund's inferest ar the prirciple (0 recover e adwieistative costs of
operat ng the luan prograss. The Authority cannet use the Fund®s interest or the principle for
unceliccrible loan costs. The Authority cah give a loan o & wholly eened subsidiary if the
slulutary eligibilinr crileria are mel

Eackgzroun

In 1968, Coagreas created the Guasn Development Fusd “[flor the purpose of prasoting
ccononic devalopment in the termitory of Guarm... ™ 48 U.5.C. § 1428 The stante provides:
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Tor the purpose of promoting cconomic development in the
termitory af Guam, there iz aukorizad o be eppropriated 1o the
Secretary of the Interior o be paid W te government of Guam [or
vz parpuases ol this sabelialer the suey of § 5.000,000,

Id., § 1428(a). Prior to receiving the funds, the govemment of Guarn submils w the Secretary of
the Intceior 2 plun for the nge of such funds which mesrs the requiremen:s af the Act. ., § 14280
ifereinaficr the “Plan™). The Plan designales the Guam agency [or the administration of tke
Nevelopment Fund, and sets forth the policies and procedares to be Fallowed:

in fomerng the economie devetspment of Guam lowgha
prograsn which shall melode and make provistens for laana end
loon guaraniees bo promate the development of private entesarise
and private indusore in Guarn through 2 revelving fund for such
TR, .

d., 4 14288 Addinonaly:

The plan provided for i section 14382 of this Gile skall ser forth
sueh Rseal contel and Bied accounting proccdures as ragy be
LeCCs=aTy to asture proper disburssment, repaytent, ard
accounting for such fonds

[d., & [428c. The Sacretary musl approve (ke Plan before the funds are Jistrarsed, Based upon the
informasior sabmitted 1w this offlee, it appears the Seeretary approved (uam’s Plan.

Cutizng an audit of the loan prageam, twi ssucs wore idemtificd, The Authonily waed more than

£ 4.2 millioe in interest revenues earmed on the Fued in e 12 year period for admiristrative
prepenaes and Joan writeofTs. The Solizitnr's OFfice fus 2= fwe vpiniuns, otz in 1965 and 1he
other in 1987, which comelwled it the interest conld nor be used for zither administralive costs
o7 Loan writendls. The 1969 cpinion stated that neither the ittterest not the principle could be used
Zor deenistrabvce eosle. Both opinions stated that the ieterest insome must be added 1o the
pricciple of the Fund,

The Authoniy obtained o legal opinion {mm a private atorney who eareluded that the Autharity
could Toooner adminizieative costs snd uneollecied 1o costs from the inrceest on the Fund. The
opind on stated st ae o macter of faer, the interest iy mlded o the principle, The pi.vate attorasy
wtro eoncladad chat the Avhonty coud made loans o the whelly pwneas sabsidiesy iF the
Hatutorv aligikiliny crizeria were met.

[
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Aualysis
1. ncrest

“J he fiuf question .5 whetner the tarest acctued on the Revolving Fend can be wsed hy ike
Awrhorty o whether it has to revert back to the United Siawes Trowsury.' Although the law is nat
cleas on this isgue, it s our opinion twl lhe unigue characteristics of a revelving fand and the
aigtory sehome allow the Authority toretuin the iolees: peserated by the Toend's principles and
Lo wse it for errming ot the purpases of the Tevelopmenl Act.

Monrnalky, interest that acories on (edsral fuds mse be deposibed m e Treasory s
misceilaneous receipls wades 31 LS00 § AMINEY unless Congress miprewsly auEsetizes
ptherwise i the controlling slalute. Mpurer of: Mr John A, Carver, 1'mistes, Cour Services md
Dffender Sopervision Apency fr the Distric, of Coluntin, Comp. Gen, B-183,.834 (M0}
ez of; Depurtimenl of the Tnteror, Tisb and Wildlife Service — Intgrest Earped cn Adwance
Pavments of Ciranl Funks 1o Foecipn Grantees, Comp. Gen, No. B-251,B63 {1993 ) 62 Comy,
Clem. 0, 72 (19R2); 64 Comp. Gen, 56, %5 (1984), Therz must be leg:slative authorily
auibarizing e metention and vae of interest beeanss et earned oo federal funds beluozs w
1he Lnited Statss. As such, only Congress is legally empowered under the Constitution to give
gy motey of the Tirited Slales, Art 1, § 9, el 7; Morter of Department of the Trterdor, 42
Coomp. Gen. 28%. 253,

Fevelving finds, hovever, are unique, Ln a revolvieg fund, Congress authorizes 4 continuous
piogram, and, after an initial appropriotion to the fund, peenits the CORtIEING program lu o=
Mnanced by the incotac generated by the avtivity itself, &2 Comp. Gen at 72, Tae stetute s ally
aullionizes incaree Lo be crodited to the fund secouat and makes thove furds available for
immediate chligation. Id. The Comptrellor Oenzrnl kes staed that a vevalving fund iz anthnrity 10
exempt cvaney reesived from the progeam operation Bom ke requirements of 21 T.S.C. §
130EhY, and, Crerators, te money does not have b2 he depesited in the Toeasury ax
mizcellaneous rereipts, Marer of; Mr. Winston Tabb, Azsogiate Libracian Libesry of Congress,
Comyp. Gen, Mo, B-27LIZT (19971 Ia ocher wrerdz, program income can po back indo Lhe:
tevolving fund. The Compeodler General apiniong medd bhat the Antherity can credil the
repayment of loans and the interest earmed oo the loars kack into the Fund Gor obligatinr.
Howevar, the Compirol'or General has not spocifically addressed whcther inlemsst geozracd o
thc prineiple of o pevolving fund itself, as oppesed to income: receivedd Tom the aperation ol the
Prozfae. i5 exempt from 30 U.5.0 & 33020k}

Soeaz revolving fund statues specifically allow interesl b wocrae on the principle and po back
itite the fund for caerving out the purpasas of the sindule. See e g, 33U 5 C 5 13R3(AN LIE}
{Siutes an earn snd use interest on the wader paltinn conérnl revolving fund granted by the

' None of the legal apinians written by the Soliciter's Offiee of the Authesdty’s privale
amorrey addresses the legal authosity te roam the interest 2enersted ty the Fued's principle.

3
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KEavirenmenta: Frotegtion Agency), Lhe Developrment Act, however, s silent on how inlerss on
the pr.nciple shovld be treated. The statuta statas kat the Autharity will accounr for the Fond's
repayment, b it does nol state whether imereze should be included or excladed in the
repaymend. See 38 [T 2.0 § 14282, The legislanve histnmy i3 < oeilarky silene on the izane
Tazreline, we looked at the staturocy scheme oy e pret Congressiona. tnleul.

Congresa pyrapriated a lamp sum to the Authomity threugh the Department of the Intecor for
cartying out the loan prograw. 48 LA § 1428(a), Afier thiz (nitial infusien of money. the
program is sel-sustaining, and Congress does ok have yearly fiscal udgetan: involvemani,
Congiess inended Guan: toouse this money o becemne more lndependaol and, s a resull, leus
reliant o Coneressinne financiag. The "egislative hiastore states thar:

The entire purpese of this Guam soonomic development program
i3 to bring Guarm o an ceoncnyc climale 52 that we do not 3aec
al apme future dnes & pout wast sems of money inta Guam iz order
lo gertect a situalot aller an irequity s developed,

1'4 Cong Ree 29703 (1964,

Tha Authnnity does oo draw down the funds foom the Treasury. Insiesac, the Plan states that i1 =
phaced i b Guam Gederably ingueed bankc wnder time cortficates of depeait, Plan 1), Cznificaics
of depoant ecatie itlerest. The Development Aot also eequires the Authosity 10 tesgtve ot Leasi
23% of a lpan guarantes. AR T2 5.0 § [428h. 8o, the stalute requitee 4 certwin som of money
ba kept ib the bank while the Pian states that 2oy monay in the bank will acerie interast,
Tharefore, 11 15 reasanable te conchude that Congress intendad the principle 1o aconie inferes: and
imtended the drtersut o po back indo the Fund Cor the Awthosiy's wse.

Al of the statulory peovizions indieete that Conpress inteaded the sevolving fed o be sclf
sustaining. with mimmal Congressiemal and Trésauny eontral. The toimim reserve prosdd:on
oned rhe beoad repasament provision Garher kdicate that Congress knew funds would he agproing
interest For the pupsaze af going ok inta the tevalviee fond, Thos, it 38 our epindon thet the
Autlority can use the interest acoraed on the revalving fund for suthod2ed putposes utider the
Developtaenl Act The next question is whether administrative cogts and uneellectible loun coss
gre authorized purposes.

2 Admitdateative costs

The Avthority has betn waing the interest eomed on the principée to pay for administative costs.
As explained above, tha interest can be paid ek o the revolving fund and 1z evailable for
cermdng ool the Jurposes of the Aet

The: Anrharity ig sudierized to e dhe fand “for the puposes of this subcapter " 4E OS50 §
142Rim). The subchapder provides thar the Flan submitted for approvel shell narmea the ageney ia
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changs o **the udministaien of e [Pllan. Td., § 14334, The srarute also mawdatas the Plan m
sg1 forth “policica and procedures™ oo be followed by e 2gency i Murthering ssenamic
developmeal whivh includes Toars and loan gusremtecs. [, Py mandabing the inclusion of
policies and procedures, Congress was aware that the ageney would carry on ade:nistrative
functicns and wouid incur admicistrative costs. The wse of the word “inelwdes" imdicates thay
Compress did neat Lirmid the sgency's business o providiog lan, len insemance s [nan
guarantees, Therefore, the statde clearly comennplates that appropriations will e uscd for O
admenistration of the fund, in additicn o mak g loatis. loan insurance arad loat puatanlees. As
such, Conoress has auriorized fwe Authetily 1o recover admimst-ative cosls from the revolving
Fund's prircipls or interest.?

1. [ipeoblected loan costs

The Authoritr has beeh using the principle’s interest ta write-off loan losses, Such a use i not an
authutzed purpasae undet the Developmest Act

The Devslopment Act authorizes the scathority o uae the revolving fund for administtation,
making loana, insming loon insirance ard loan gnamelees. 48 T8.C B 1428 For loua inguromee
and loan gusrantzes, loszes are to be covered by charging premivms to the borrower. [d, (™. .and
(heat avermioey chasges for the insurance and guaranies of loans shall be commensirate, 2a the
Judgment of the agency or agenc'es administeding the fund, with expenses and fsks cowvercd. ™).
The legislative history states the Aot “regiees the [pre-nictn] chatzes to be adequale lo cover
expensea and probahle losaca” H. Rep. No. H1-1930 {19680, reprinred ie1 963 U S.00A N
4305, 434, The Cotnmitiee on lnberior and Insular Afhirs stated “the commitee intends that the
charpes raust be fixed with a bone Ode intention that they will cover both expanses and probable
los=es.” 114 Cong. Ree. 29732 {19G8). The approrved Plan alse lates gt the bemower 35 L puy
premivey ¢osts for loan insurence s loan guarentesa, Operating Procecun: 113

The: Plan calls far Gy pereenl of he intersdt eatned on e e certificates of depeit o be
placed in a “Bad Debe* sinking fand, v acerue until an amount equal w 10% of te depasic is
acenmu'aied. Cpecstiog Procedurs T & This proyision seetns o cegals 2 separate accounl derive’
fror the Fund's principle for use by the Awthoritr to recaver bad lorn lossss, Tf s, this portins
of the Plan appears unlawfil,

As for losses from direc: loans, the Flan skales that guarantees arc io be insured by way af term-
life pelivy, I e loan is rol ocheewise protected Qroogl adeguate collaesal  The Hoose
Carninee cxpressty stated “we lave regaired s ong nweans of secunity that there be inairance 50

? The statute alsre anticiates that edministrative cosls relaled o han ogweance zod Loan
goarun'ees will be paid prienavily froe premioms chacged bo the borrower. The premmiums go
back into the Fand for wse tn oatrving out the purposes of the statute, Uong. Heo, Yol 114, Fart
23, page 292 - 95, W0 Cong,, 2 Sesc. (Owteber 7, 1968 S22 aleo discussion ueder
“Dngallzcied loan coss”
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thai these loans will be repard.” Page 29793 Cong, e, Vol 11, Par, 25 90 Cong,, 2™ Sess,
{Ocwber 7, 1968). Bevawse the Develnpmenl Acl expressly sranes than Losses will be coversd b
Premiums costs, o lateral or insurance, the Auatharity cannod uee Cie Gand’s inlemeyl W rescaver
wncollected loan costs,

4, Wholly owned subsidians

The Aatharitly bes been giving 1oans to a wholly owozd subsidiay The Board mestnbers of the
subsidiery arc the seme Board members of the Awthozity. This memarandum coes net address
whether the whilly owned subsidiory was legally esleblished, or whether a particular loan
vialated the Developraent Act, g Guanm statate, the Autharite:s eopulations, o the subsidians
bry-laws, nstead, 1t addresses the broad guest:on of whether £ wholly weted subsidiany is legal |y
ehigible I receive loas.

Tha Authority most use dhe revelving finds to maka o ©© Uity oons “we promone Lhe
acoamic davelopnoent of private enterprise and private industey ™ 48 TTEC. § L4280 [n order to
qualify for a loan, the applicant mast satisfy the Aulhotity that other foancing is wnavailable on
regzonahle terma and conditions Jd., 1428k, The term of She loan capnot be more thao 23 vents,
and the [oan shell bear intarest, [d., § 14283, Ac long as these and othet valevant olatstory eoitecia
are mat, the Developiment Act does ot probibal the Authorily Iom: piviog loans 1o 4 whollyr
owned subsidiary.

ver Roger LaRoache
Acting Awsistan) Tnapaciv Cenersl fr Andity
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GUAM ECONOMIC DEVELOPMENT AUTHORITY RESPONSE
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RESPONSE TO THE
DEPARTMENT OF INTERIOR
INSPECTOR GENERAL’S
DRAFT AUDIT REPORT
ON LOAN PROGRAMS

Assignment No. N-IN-GUA-006-99(A)-M
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Hespenge to thae Dapactment of Intarlor
Inzpactar Genaral's Preliminary Draft Report . . _
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EXECUTIVE SUMMARY

This dncument is the Guam Economic Development Auwthority’s (GEDA) response to the
Department of Interior, Inspector General’s “Drafl Audit Report on Loan Programs, Guam
Economic Development Authority, Government of Guam {Assignment No. N-IN-GUA-006-
BALATMT

Since the receipt of the report, GEDA's stafl conducted a thorough review of the draft andit
report and submils its comments below,  Of the repont’s 10 recommendations, GEDA oniy
comeurs with two and non-concors with the remaining cipht. This does not necessar]y mean that
the eight non-concurrences were in total disagreements. Some actually suggest both concur and
HON-SONRUT in part.

It is important (1> note that the arpanization and miasiom of GEDA is mulnfaceted as opposed to
other instimations with a primary focus in commercial lending. When GEDA makes & decision
tar actien, it must approach each situation with a holistic point of view for the betterment of
Guem's econamy. From the mid-1990s to present, Guam has heen end continues to be in a state
of what can be catcporized as an “ecomomically distressed community.” Since 1999, the
unemployment raic has boem around 15 percent, three times more than the U8, rate, With the
conditions of the economic hardships the island has experienced, GEDA decisions ere premised
upon creating. stabilizing, expanding and merc importantly at hand is retaining the number of
jobs inasmuch as possihle.

The clientele market, which GEDA services and for the most part, are businesses that would not
olherwise be approved by commearcial lending institutionz, With certain stotutory and regulatory
provisions for GEMA to conaider theso types of businesses only upon declinetions from the
private institutions, glready indicates that its loan pertfolio has a higher risk than of one frem the
private sector.  This is a never-ending challengs of appartunity costs, which GEDA confronts
day-afler-day. Yet, GEDA as a calalyst must make cvory effort (o stimulate the development of
thg ceonomy.

With these things in mind, the following is GEDA s response to the neport.
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LOAN PROGRAM RECVIEW RESPONSE
A LOAN PROGRAM OPERATIONS

Andit Recommentstion 1.

Discontinue the practice of charging the Development Loan Program for the loss resulting
frum vacollectible kans

Response.

Non-concur. In ihe past, GEDA had cvaloated the option of cbiaining loan loss insurance as
gurrently recommended by the Office of the Inspector Gemeral, however, chose not to exercise its
option ta pursue it due to the following:

Cur inquirics on this matter with local insurance industry experts reveal that the cost of such
insuranve premiums 10 GDFA borrowers iz prohibirvely expensive or otherwize unavailable. In
charging each new homower additional interest lo cover the premiom fee on top of the minimum
rate mandated by the GDFA program would likely cesult in a more expensive GDFA loan
program, and thus, conflicts with the purposc of the program.

In addition, there would result in an inequity hetweets the low risk borrowers who are in essence
subsidizing the higher risk defanlting borrowers with their payments of lean loss premiums.
GEDA waould alse have ta carry an inordinately bigh amount of insurance to approach the level
of probehle losses from exisung non-performing loans. High premivms costs would force
GEDA to pazs on costs ta futurs bamrowers.

GEDA contends that under the GDFA Act, Congress authorized but did not require GEDA te
oblain and charge loan loss insurance premiums to its borrowers.  Reference in the law to
premioms is permissive end not mandatory.

In eddition, one may also conclude that the reference to insurance premiums can alse aseribe to
the insurance coverage required by GEDA on collatera]l provided as security for GDFA loans and
waz not intended 10 require GEDA 1o establish 2 unique loan loss insurance program.

However, a5 a0 altemative, GEDA has tasked itz Chief Financial Officer 1o evaluate the creation
of a loan loss reserve account to off sel future losses, vtilizing a portion of the interest sarned on
the GDFA loans.

Audlt Recommendation 2.

“Provide the Office of insular Affaire, 11. 8, Dept. of the Tnteriar, with documentation related 1o
the 51.3d milliom charged b the Development Loan Program for uncallectible loans and for the
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$1.33 millien from property settlements for 1ts detenmination as to whether the funds should be
reimbursed to the Development Loan Prograrn.”

Response,

Non-concur.  GEDA is able to provide the requested documentation on the $1.34 million in
toans that were charged off and the §1.33 million pain frum a propetty settlenent. Howcver,
GEDA dogspol coneur that it should reimburse the fund for the deficiency balances an the loans
that were wiitlen off and for the gain received under the propenty settlement cited in the audit

repart.

The aceounts cited in the report were for loans made in the carly stages of the Development fund
program, during the period between the mid-1970° w the early 1980's. Tor the periad the loans
wete originated to the time they were charged off in 1993 these loans continued te accrue
inlerest.

It is GEDA's position that if the accounts had stopped accruing interest once the acoount was
classified as “in default™ then the unpaid belances would most likely have been recovered
through GEDA's collection efforts over a nearly fifteen year time span, that included liquidation
of collateral and fling suit againsi the loan guarantors,

Further analysis of these accounts most likely will show that vnce the interest balances are
adjusted based on the default date and are then added to the remaining prineipal and submacted
feom the recorded charge off amount, what remains will consist of o reduced amount of
outstanding interest and lagal fee charges resulting from collectiom efforts,  The majority, if not
gll, of the principal loancd will have hecn repovered.

CEDA remedicd this situetion when i1 adopted a non-aecrual policy in 1987 end further
strengthencd its eollection procedures in the last few years by requiring 100% cellateralization of
it? loans.

As to the issue on the gain, the report bases it [inding on a memorandumn issued by GEDA's then
Loan Manager that the excess funds were {o be transferred into the GDFA.

The situation that preceded the memorandum issved resulted when GEDA initiated redemptive
cfforls against a property held as collaterel an the defaulted loan, which was foreclosed on June
1987 by the first lien-hohder subject to the outstanding rights of redlemptinn of the subordinate
lien-holders,

COnh Junic 2, 1988, GEDA, a8 trustee for the Development Fund, exercisad ite right of redemption
on the property utilizing the Develapment Funds of $1.8 million subject to the superior lien-
holders tights to re-redeem the property within 2 80-day timeframe. In Avgust 1985, the 2™ [jem-
holder exercised ita right of redemption. In order for the Development fund o reaffimm ils
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redemption, it posted with the Superior Court of Guam an additional 5860,004, which in cffoct
exhausted the funds in the Development fund Program.

Frior 10 the redemptioms, the borrower filed a petition for reorpanization with the U &
Bankruptey Courl in 3alt Lake City. Subscquently, the U, 8. Trustee in Salt Lake City filed and
was granted 1 motion to have a trustee appeinted te take control of the borrowers assets and
ability to exercige its redemptive option.

As 3 result, GEDA was fuced with a situation that required it to put up an additional $1.2 mitlion
ta sustain its previous redemption. It also had to plan on meking payment o the Trustee in
bankruptey to relinquish its claims. However, the Development Loan Program had no funds
available to initiate further redemptive action,

At its various Executive Board mectings om this matter, all of which complied with the public
notice requirements, the Board of Dircelors of GEDA adepted a steategy for GEDA to acquire
the property using its own funds. This was the only option remaining in order for GEDA to
pratect the interest of the Develupment Fund in the property. GEDA would make an otfer to the
Truster to purchase its option te buy the first lien-holders interest.

In order to do this, on October 24, 1988, GEDA created B subsidiary cerporation, the Ylig
Development Comporation {which later evolved into the Guam Business Development
Camoration “GBDC”), who entercd into a Loan Agreement with the Porl Authority of Guam to
borrow $4.8 million. Only an initial disbursement of $2.9 million was drawn at an interest rate of
E.75% and sct aside for the purchase of the Trustees interest. The loan was securcd by an
assignment of all rents and income from GEDA’s industrial park properties.

During the time that Ylig Development Corporation began dts negotiations with the Trustes,
another eniity” ¥ lig Bay Resorts' a Utah Corporation was also negotiating with to purchase the
Trustee's interest. The two entities eventually reelized that in was in their mutual interest to
form & joint venture to pursue all the interests in the property. Shordy thereafter, the Bankrupey
Coon appraved the Joint ventures offer to purchase the Trustee’s interest i the property.

[n Nuvember 18, 1988, hefore the purchase of the Trustee's imterest was consummated by the
jnimt venture, a settlement was rcached by all of the parties involved that would eliminate
continued litigation in both the Superior Court of Guam and the Bankruptey Court in Utah. As
agreed under the settlement, Ylig Bay Resorts and Ylig Development Comporation would
dissolve its joint ventore, allowing Yiig Bay Resorts ko purchase all the other interests and elaims
on the property for 310 million.

Az a result of the scttlement, GEDA s subsidiary did not have to utilize the $2.9 million, which
wag originally drawn, 1o fund the joint venture, From the seillement, it received §2.2 million,
which was used to payoff the interest on the $2.9 million loan from the Port Authority and pay
off the outstanding balances, interest and expenses on the Developmenl Fund Loen. After all
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disbursements were made, the remaining $1.33 million was deposited mto GEDA's operating
fund under resolution of 14 Board of Dirgetors.

If GEDA had not ehtained the funding outside of the Development Fund Loan for use to
cartiige it8 redemptive actions on the property, it would nol been shle to recaver the cutstanding
debt payable to such fund. In addition, the report further fails to identify any legal basis of why a
lender would not be entitled o receive any amaunt in excess of the original principal, interest
and related expanges,

Alse during that particulor redemptive petiod, GEDA was communtcating it frtentions and
strategy to Mr. Walter Huught of the Department of the Interiar, (ffice of the inspector General
in arder to assure Mr. Haught that GRDA was taking the steps necessary to protect its lien in the
Ylig property.  Mr. Haupht at that time comfinned the appropriateness of GEDA's actions to
recover on the loan and up until the time the settlemeont was reached by all the parties, GEDa did
nol receive any objection from the Office of the Tnspoctor Geneeal over the course of action
taken.

Audit Recommendaton 3.

“Perfarn an analysis comparing the Development Loen Program with cuerent foderal loans
programs in order te evaluale options for structuring the Loan Program fo allow GEDA to
recover ressomable loan insurance costs. Based on such an snalysis, a revised Loan Peogram
Plan should be submitted to the Office of Insular Affairs, U, 5. Department of the Llaterior, for
review prior to subntission ta the Scorelary of the Interior for approval.”

Response,

Concur. GEDA recoymizes that since the inception of the GDFA loan Program 30 yoars ago,
there may be a need for GEDA to re-evalualg the program to meet the island business
cormumty’s current financial needs, This ovaluation has been made a part of GEDA’s Strategic
Plan and GEDA's Financial Services Supervisor has been tasked with its development by
December 2001,
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B.  LENDING PRACTICES

Audit Recommendartion 1.

“Require a written analysis and official certification by the Administrator of the ahility of the
Cruam Business Development Corporation to tepay any future loans or ether advances of funds
made from the Loan Program prier © making any such 1eans or advaness.™

Response.

MNon-congur. The report questiohs the ability of GEDA’s subsidiory, C(uam Huginess
Development Corporation (“CBDC) to repay leans made 1o it from ibe Development Fund
Troporam.

The report’s conclusion is based on four items, Hewever, two of the items are discretionary: the
interest rate and loan fees. Ewem go, the reporet docs not identify any improprieties or abuse of
discretion by GEDA with respect to these lwo items. The report does, however, note that GEDA
made the loan to GBDC at the "lowest intercst rate gllowpble under the Loan Program.™
Furthermore, the thied itcm reguesting three bank declinations os a part of GEDA's Standard
Oyperating Procedures, appears to have been discretionary, and does not ecknowledge that GEDA
did receive and documrent the necessary declinations. The only guestionable ilem is the
subsidiary’e ahility to maeke repayment an the loans, which GEDA does not consider to be 2
collectibility issme. The primary source of repayvment s frot lease income on the assets,
secondary income ia detived fiom the sale of the collateral and the loans remain corrent to date.

In addition, seoondary secutity on the GBDC Joans can be derived from the parent corporation,
which is GEDA jtself. In the cvent GEDA detenmines that e loans to GDBC are in default,
CEDA's substantial assets ave able to fully satisfy any amounts owed.

A teview of the audits conducted the by GEDA’s independent auditors {Deleilte and Touche)
demonsteates that the loans mede to the GRDC remain eurrent and have never been classifiad as
delingquens,

Andit recommendation 2.

“Provide 1o the Office of [nsular Affairs detailed information about the outstanding loans o the
Guam Buriness Developmeint Comoration for determination ss to whether GEDA should
reimburse the Development Loan Program the amouwnt of the outstanding loans and stop meking
addiional Program loans to the Corporution withomt verifiahle sowrces of repayment and
sdequate security for the lean™

Response.

48



APPENDIX 5
Page 10 of 16

Responsa 1o the Dapartment of Intarior
Inepettor Goneral's Preliminary Dreft Report B .

Non-con¢nr. The recommendation asks that GEDA provide the Office of Insular Affairs
documentation on the loans made to its subsidiary to determine il GEDA improperly izsued these
loans.

The audit report slatcs that the leans of §1.4 million made in January 1994 and the 31.2 million
made in May 1999 collectively exceeded the statutory lending cap under the GDFA loan
program at 38.8 percent. Under the condinons of the GDFA program (48 118, C. A §145b)
funding for any single project 15 limited to 25 percent of the Federal contnbution of $6.7 million.
GEDA’'s position is that the loans made to GBDYC are twa scparate projects for the purchese of
land and construction of 2 warchouse and for the transportation and refurbishing of the AFDB-8
dry dock wwarded to the Government of Guam from the U §. General Services Agency. Based
on this position the loan made for the warshouse project 21 $1.4 million and the dry dock towing
at §1.2 million fell under the development progrem lendimg cap at 21 percent and 1% percent,
reapectively.

Legal opinions issued by both GEDA's legal counsct and that of the Office of the Inspector
Gicnerals General Counsel conclude “the Devclopment Act does not prohibit GEDA frem giving
loans o & whally owned subsidiary, as long as the relevant slalutory eniteria are met.™

In making the loan to the GROC for the purchase of % acre Lot and for costs of constructing a
143,06+ square fool warehouse on that property, the Board determingd, at that time, that there was
sufficient repayment in lhe form of lease payments and that the asset itsell was adequate
collateral to secure the loan. More importantly, the use of the funds would develop Guam’s
economy, enhunce private cnierprise, and promote affordsble housing  Direct benefits to
Cuam'’s economy by leasing the warehouse to the manufactoring company would be in the
creation of 18 jobs, reduction of imponts in construction materials estimated at $41,400,000 {over
a 20 year perik), generaling a multiplier effect of 1,25 The enterprise would crente an
additional $10.000} in corporate income tax and 52 million in GRT {over a 20 year penad).
Indircet henefits to the economy wonld be in the form of reduce energy consumption by the
products’ consumers, which would in turn reduce housing cosly and create more affordable
housing - & pritmary mandate of GEDA.

In the case of the loan mads to the GBDC for the relucation of the AFDB-8 the audit findings
state that, “We do not belisve that loans made to the Corporation met the Program's
requircments for prudent lending, limits on maximom loan amounts, prohibition of conflicts of
interest, and adequate loan collateral.” The report vverlooks that the loan was secured by a duly
exccuted and recorded ship's mottguge and has & loan to valve of 15%,

The finding also indicates that there i3 no method to enforce repavment on the loan from
government of Guam. Tt should be peinled vut that payment {principal and interest) would be
from the shipyard operator, not government of Guam, once an agrédinent is grecuted between
GEDA and the aperator. Presently, the interest on the loan is being paid from the rents, which
the operator pays to GEDA under the lease of the SRE,

" Tya1e used 15 o0 file.
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Finally, the finding indicutes that lease income received can easily be diverted to the povermment
of Guam’s General Fund, However, since lease pavments are and will continue to be paid to
GEDA, there is no chance for lease payments to be diverted to the Gencral Fund.

Regarding the overall concern whether issuance of the loan wag prudent, the facts above show
that it was. In addirion, the report should teke into acconnt that the loan is further "“secured™ by
GEDA's decision to zel! its medium dry dock onee the AFDB-R is repaired. A hid in the amount
of %6 Million has already bheen reccived for this medium dry deck, which is mare than the
amounl needed ta repay the loan.

The Govermment of Guam and GEDA can sell the AFDB-& if neceszary, 5 years after it is
operational. In addition, the dry deck cen be sold if local GSA approval is obtained before the 3-
vear period elapses, as was npined by GEDA's Jegal vounsel. Therefore, the loan can he paid
off.

The purpase of the loan Fand was to revitalize an existing industry and retain over 200 jobs. The
Development Loan Fund to GBDC did just that, with the creation of a warehouse to stimulate
rencwed manufacturing opportunities within the housing indostry and provided a means for the
expansion of the ship repair facilites, all wwards sostaining and retaining employment.

Audit Recommendation 3.

“Develep and implement policies and procedures o ensure that Authoriry persorme! take prudent
action, such as performing analysis of repayment ability and requiring that priar loans be brought
current, to protect the Development Loan Program resources in instances when delinguert
borrawens or lesaees request additional progratn loans,™

Response,

Non-concur. GEDA has in place policies and procedures, approved by the DOL, to administer
and monitor the Development Loan Fund program.

The credit criteria for Development Fund Program loans are libetal and involve the taking of
calculated risks, primamly %0 because the propram prohibits the extension of eredit if the
financial assistance applied for is atherwize available on reasonable terms and conditiong from a
private bender. As a result, repayment ability on these types of loans may ot necessarily result
from operational cashflow, especially with those made to start-ups but {hrough the
collateralization on the loan.

Although the report made mention of several loang that were severely delinguent, the audit report
failed to make & comparizon between those loans and loans made that have resulted in suceessful
small busincss enterprises, such s a loan made in 1987 for 1.2 million o a family-run company
to construct and cquip a concrele pole manufacturing plant. This company remaing ectively

10
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engaged in busincss toduy, diversifying its operations inte home eonstruction, heavy equiprment
rental and development of an ice plant.

In 1954, GEDA Also losmed Development Funds of $69,000 to a sole proprietorship engaped in
providing wedding services. This mtart-up small business’ was able to penetrate intu 2 highly
competitive Jupanese towrist wedding market. The LT 8. Small Business Administration
recognized this sole proprictorship as Guam's Small Business Person of the Year in 1995, The
foregoing loans were paid i full.

Also in 1994 GEDA loaned $150,000 o another start-up business for the manufacturmg of
dental prosthetic devices.  This loan provided a means for local consumers to obtain prosthetics
locally, meking these items affordable. It also cut down on the waiting time for receipt of these
items from oftiisland sources. While the loan remains outstanding, the lean remeins in good
standing,

Whal (s important to consider is that the loens described above were made from the
Development Fund Program under the same conditions as the delinquent loans ¢ited i the audit
repart. GEDA, like all other commercial lenders, is unable tu guarantee that there will nat he
any defiault among its portfolio, but has the processes and polices in place to pursue recovery.
However, it will conduct a review of its current practices to determine if there are deficiencies.
This review has been incorporated into GEDA's Strategic Plan and assipned to the Financial
Services Managet to pravide a review by fiscal vear end 2001,

Audit Recommendation 4.

wamend the Guam Business Development Corporation’s Aricles of Incorporation to cregle a
separate Board of Directors, comprised of members other then Guam Economic Development
Authority Board members, cmployees and their spouses.”

Respanse.

MNom-concur. Creation of a separale Board of Directors compriscd of members other than
GEDA Buoard members will not address the issuc of maintaining an “arm’s length™ relationship
with GEDA., The GEDA Board as the directors nf the parent comporation will still have full
control over the activibies of its subsidiaries, due to GEDA having a controlling interest is such
cntities. However, GEDA will work to establish insider lending policy and procedure, consistent
with industry standards,
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C. COLLECTION EFFORTS.

Audit Recommendsatlon 1.

“Prewvide Authority loan officers with troining in conducting financial analyacs and providing
management assistance for businesses in financial difficulties, In addition, organizations that ¢an
provide management assistance should be identified, or an in-heuse capahility should be
developed ™

Response.

Non-concur. The audit report recommends that GEDA provide its Loan Officers with additianal
iraining in financial analysis and prividing management assiztance for businesses in financial
difficulties.

It is the position of GEDA that considering the many lavers of serutiny thet oll Developrnent
fund lean requests go through from initial staff review and analvsis to Credit Committes
evaluation and finally serutiny by GEDA’s Boatd of Directors, sufficient analysis, financial und
oinerwise, is provided.

It should be noted that GEDA = staffed with professionals with extensive lending experience. Its
programn staff hag private sector experience in lending, escrow and collections. Il Chief
Finaneial Officer i3 a Centified Fublic Accountant and GEDXA’'s current Administrator pessasses
un éxtengive thanagement background in commercial lending.  [n addition, 38 current and past
Board Chairmen, who were s Vice President and Chief Fxecutive Officer, respectively, of two of
the major commercial banking institutions on Guam. Other carremt and past Direciors are
ownarmanagers of successful local businesses, & commercial developer, towurism expers,
financial analysts, etc. gl who possess the expertise necgssary 10 serulinize the requests made for
financial assistance from the Develapmeant T.oan Peagram.

However, GEDA recognizes the neod for continued developinent of its staff to meet increasad
mandates and demands for its services. OEDA cotpleted developthent of a training plan in
October 1996 that has been included in its Strutegic Plan. Tasked with the responsibility of
continued enhancement of the propram, GEDA Administration & Operations Manager has becn
compiling an assessment of the stafl's training needs. Tarpet date for implementation of the
updated training schedule is the beginning of fiscal vear 2002,

GEDA dogy not conenr with the audit report stated thelr GEDA did not tuke any action in the
development of financial management referral services for program lean clients. Prior to the
establishment of 2 local small husiness assistance center, financially troubled borrowers of the
program had no recourse but to seck the enstly services of lawyers and private husiness
consultants.

1z
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Beginning in 1994, GEDA established a relationship with the University of Hawaii, Pacific
Business Center (“PBC™) to address the needs of s delinguent clients.  Autherity referrals to
PBC were complicated by the fact that the Center's counselors were only sssessable (o clients
during the PBC quarterly visits ko Guam.  Client relationships were difficult to sustain long
diztance and lefi muny of GEDA's borrowere fructrated with the assistance received.
KRubsequently, GEDA ended its affiliation with the PRC.

In 1928, the Small Business Adwministraton epened the Small Busingss Development Center
(“SBDC™) at the Universily of Guam. GEDA initiated referrals to the SBDC of its delinquent
loan clients, thesa referrals were not successful for several rcasons: (1) the operations of the
SHDC wos it ity starup phase and had no real procedures in place {2) the SBDC initial pperating
budget limited (heir ability o hire sufficient counselors, as a consequence the demand for
services excesd the supply of wvailable counselors and resulted in a extended waiting perind tar
the cemters services (31 frequent management turnover of the center also contributed o the
diffieulty in providing GEDA clients expedient services {43 operating hours for the 3BDC and its
Jocation at the University away fram the main business centers of the island made it difficuit far
GEDA clients to access. Even today, the SBDC continuez to face “growing npains” hoth
aperativtally and financially.

Additionally, in-house business counseling is not 4 viable allernative, as there exists a conflict of
interest and a lishility to GEDA should its Loan Officers engage in eounseling its borrowers on
any aspect of their business operations. In particular, becanse there is a possibility that the
business may fail even after performing the recernmended course of action suggested by GEDA
staff, this presents a lubility to GEDA thal is unressonabie and unacceptable.

Audit Recommendution 2.

“Bstablish and implemenl policy guidelives for timely action by Awvthority atturneys in
addressing Authorily requests for Tegal action on delinquent loans.™

Response,

Concur. GEDA acknowiedges that during the period from February 1995 through Decenber
1999 that this was a problematic issuc. However, GEDA initiated corrective measures as of Feb
2000 with the hiring of new legal counscl. In July 2000 it further addressed this issue by
¢centralizing of all its legal counsel activities with GEDA’s Special Projects Coordinator. This
staff member is tasked with coordinating and monitoring roquests for assistance on all matters
sent o GEDA's legal counsel. As a result, collcctinn enforcement on delinguent loan accounts is
agsured prompied and expeditious attentinn by legal counsel, reducing GEDA's risk of logs.

GFEDA has also restruclored its orpanization on collection procedures. The Financial Services
Divisiom hondles collections that are 30-90 days late, while the Compliance and Internal Audit
Division focuses on delinquent accounts that over 90 days.
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Auwdit Recommendation 3.

“Establish and implement an Authonty policy Lo sell repossessed real property as soon as
possible after repossession unless a specific written justification is prepared and appraved by the
Board of Directors to delay the resale. GEDA should also take action to sell currently owned

tepossessed property.”
Response.

Non-concur. GEDA disgprees with the andit report’s statement that it does not huve written
policies or procedurcs speeifving for the disposal of foreclosed regl property. Our procedures are
documented in Valume 1T of its Standard Operating Procedures for its loan program. GEDA hag
made efforts to disposc of its repossessed property in o timely mannet, however, cconomic
conditions have prevented several attempts for reasonable recoupment of losses. In addition,
because these properlies are unimproved there has been no ¢ost in GEDA to maintain them.
GEDA acknowledpes its fiduciary responsibility to recover the smount sufficient to fally retire
the putstanding balance owed. At the same time, GEDA equally considers its other
econemically diverse mandates and missions, and must address each asset’s potential for other
related economic consideration, such as development, creation of new industiies, ete. Functions,
uncommon to other lending institutions.

Az cited in Table 4 of the audil report, GEDA did not sustain a loss of $303,000 and is not at risk
for $784,000 on its portfeliv of forgelnsed weal property assets. The anelysis provided in the
audit repoert under Table 4 under the “properties sold™ column is errongcus. The amounts cited
as “value at acquisition™ are in acluahty’ defciency amounts remaining be refire the original
loan,

For cxample: on the percel acquired on 0980 the remaining balance on the original 3250,000
Joan was 58,100 at the time the parcel was repossessed, which at thal time was appraised at
$15200. GEDA then sold the parcel for §76,000 and actually netted a gain of 367,900 to the
furid and not the loss of $174,000 &5 shown, Barsed on infirmnation conained in Table 4, with the
exceplion of the amall loss sustained on property #3, GEDA did not sustained any substantial
larascs on the sale of these acquired assets.

The audit report states that “GEDA did not act aggrassively to dispase of veal property acquired
thraugh fureclosure...” GEDA strongly disagrees with this conclusion and has continually
marketed the GDFA foreclased properties for sale, Records show that GEDA advertised the
properties for sale to the general public on almost a yearty basis, i Decemnber 1593, July 1994,
December 1996, June 1397, Apnl 1099, and Junc, 2000. OEDA was ahle lo successfully scll
three of the parcels advertised. Properies that recnain unsold are becavse the offers made were
insufficient to recover the halanse remaining on the ot pinal Joans. May 2001 is GEDAs latest
advertised offering of these properties for sale to the general public. Results of the sale attempts
are reported 1o the Board of Directors for approval,
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Recommendations and further action to be taken on the disposition of the assets is also decided
at the Board meeting. For exampte. the audit report states that GEDA had the oppottunity in
1989 o net a $477,600 profit on the sale of a 171" interest in a 53,474 square meters
undevelopad property.

GEDA was unsuccessful in its ptrempt to setl itz interest in the property to the general public
beginning it 1989, However, it had a very valid reason for helding on to its 1A10™ interest in this
propérty i that (13 the retmaining undivided interest in Lhe property was vested in 2 patticular
family ¢lan, therefors, marketwise, the only real market for GEDA's 110" undivided interest
would come fom & member of the clan. (2} In the ovent that other owners of the property
subdivide the parcel, GEDA's mbility to hegotiate for il scguisition amount (equales o
uncollected balance of the ariginal loan} would increase substantially. Any action by the family
mcmbers lo construct impravements on the praperly would be hamperad as they would net be
shle 1 vbtain clear title to the property withoul GEDA's cooperation.  The property haa been
recenlly subdivided, and family members have approached GEDNA, as predicted, to discuss the
lertns required by GREDA tn secure a réleaze of GEDA's interest.
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Finding/Recommendation

Reference Status

Action Required

Al Unresolved.

A.2 Unresolved.

A3 Management
concurs,
additiona
information
requested.

56

Reconsider the recommendation, and
provide a response indicating concurrence
or nonconcurrence. If concurrenceis
indicated, provide an action plan that
includes the target date and title of the
officid respongble for stopping the practice
of charging the Loan Program for losses
atributable to uncollectible loans.

Reconsider the recommendation, and
provide a response indicating concurrence
or nonconcurrence. If concurrenceis
indicated, provide an action plan that
includes the target date and title of the
officid responsble for submitting
documentation on the uncollectible loans
and property settlements to the Office of
Insular Affars, U.S. Department of the
Interior.

Provide an action plan that includes the
target date and title of the officia
responsible for evauating options for
restructuring the Loan Program to dlow the
Authority to recover loan insurance costs
and for submitting arevised Loan Program
Pan to the Office of Insular Affairs, U.S.
Department of the Interior.



Finding/Recommendation
Reference

Status
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Action Reguired

B.1

B.2

B.3

Unresolved.

Unresolved.

Unresolved.

57

Reconsder the recommendetion, and
provide a response indicating concurrence
or nonconcurrence. If concurrenceis
indicated, provide an action plan that
includes the target date and title of the
officid respongble for submitting awritten
andyss and certification of the Guam
Business Development Corporation’s ability
to repay any future loans or funds advanced
from the Loan Program prior to making
such loans or advances.

Reconsder the recommendetion, and
provide a response indicating concurrence
or nonconcurrence. If concurrenceis
indicated, provide an action plan that
includes the target date and title of the
officid respongble for providing information
on outstanding loans to the Government
Business Development Corporation to the
Office of Insular Affairs, U.S. Department
of the Interior, and stopping the practice of
approving Loan Program loans to the
Corporation without verifiable repayment
sources and adequate security for the loans.

Reconsder the recommendetion, and
provide a response indicating concurrence
or nonconcurrence. If concurrenceis
indicated, provide an action plan that
includes the target date and title of the
officid respongble for implementing policies
and procedures for analyzing the repayment
ability of borrowers and requiring that
payments on prior loans be current before
additiond loans are given to loan gpplicants.
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Reference

Status
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Action Reguired

B.4

Cl1

C2

Unresolved.

Unresolved.

Management
concurs,
additiona
information
requested.

58

Reconsder the recommendation, and
provide a response indicating concurrence
or nonconcurrence. If concurrenceis
indicated, provide an action plan that
includes the target date and title of the
officid respongble for amending the
Articles of Incorporation of the Government
Business Development Corporation to
create a Board of Directors separate from
that of the Guam Economic Deve opment
Authority and for appointing new Board
members for the Corporation accordingly.

Reconsder the recommendetion, and
provide a response indicating concurrence
or nonconcurrence. If concurrenceis
indicated, provide an action plan that
includes the target date and title of the
officid respongble for providing financid
andysstraining to loan officersand
developing procedures for referring
businesses that have financid difficulties for
management assistance.

Provide an action plan that includes the
target date and title of the officia
responsible for developing and
implementing policy guiddines that indlude
time frames for taking legd action againgt
delinquent loan referrds.
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Finding/Recommendation
Reference Status Action Reguired
C3 Unresolved. Reconsider the recommendation, and

59

provide a response indicating concurrence
or nonconcurrence. If concurrenceis
indicated, provide an action plan that
includes the target date and title of the
officia respongble for developing and
implementing policies and procedures for
the prompt sale of property upon
foreclosure on delinquent loans unless
Specific written judtification is given by the
Board to dday such sde.



Mission Statement

The Office of Inspector General conducts and supervises audits
and investigations of Department of the Interior and insular area
gover nment programs and oper ations to:

I Promotetheeconomy, efficiency, and effectivenessof programs
and operations and

! Prevent and detect fraud, waste, and abuse in programs and
oper ations.

How to Report Fraud, Waste, and Abuse

Fraud, waste, and abuse in Government are the concern of
everyone — Office of Inspector General staff, Departmental
employees, and the general public. Weactively solicit allegations
of any inefficient and wasteful practices, fraud, and abuse related
to Departmental or insular area programsand operations. You can
report allegationsto us by:

Mail: U.S. Department of the Interior
Office of Ingpector General
Mail Stop 5341-M B
1849 C Street, NW
Washington, DC 20240

Phone: 24-Hour Toll Free 800-424-5081
Washington Metro Area 202-208-5300
Hearing Impaired 202-208-2420
Fax 202-208-6023
Caribbean Regional Office 340-774-8300
Pacific Field Office 671-647-6060

Internet: www.oig.doi.gov/hotline form.html
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