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District Inspector General for Audit

August 8, 1996

Audit Rel ated Menmorandum
No. 96- PH 250-1820

MEMORANDUM FOR: Joyce Gaskins, Director, Ofice of Community
Pl anni ng and Devel opnent, Pennsylvania State
Ofice, 3AD

FROM Edward F. Monorella, D strict Inspector Ceneral
for Audit, Md-Atlantic, 3AGA

SUBJECT: Community Devel opnent Bl ock Grant Program
Econom c Devel opnent Activities
Cty of Reading, Pennsylvania

| NTRODUCT] ON

W perforned a limted review of the City of Reading's (G antee's)
Econom c Devel opnent Activities funded through the Comunity
Devel opnent Bl ock Grant Program The purpose of the review was to
determ ne whether the Grantee's internal controls were sufficient
to achieve program objectives and safeguard program assets.
Specific objectives were to determ ne whether the G antee adhered
to HUD guidelines for performng financial feasibility analyses;
docunented eligibility and national objectives determ nations; and,
performed followup nonitoring to assure the program achi eves the
i ntended public benefit in ternms of jobs creation and retention.

W perforned our review during March and June 1996, and covered the
period March 1, 1994 to February 28, 1996. The revi ew was ext ended
to other periods when appropriate. W reviewed docunentation and
interviewed staff in the HUD Philadelphia Ofice and at the
G antee's Bureau of Devel opnent and | nspections. Specifically, we
reviewed the Gantee's Jloan underwiting and «collections
gui delines, interviewed Gantee staff responsible for admni stering
the program and reviewed seven of the 23 loans closed since
Novenber 1990 for conpliance with HUD and G antee requirenents.
The sel ected | oans total ed $505, 000, or eight percent of the total
dol | ar ampbunt of |oans cl osed during the audit period.
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SUMVARY

Based on our testing we determ ned that the G antee adhered to HUD
gui delines for performng financial feasibility analyses,
docunented eligibility and national objectives determ nations and
performed followup nmonitoring to assure that the | oans achieved
the intended public benefits in terns of jobs created or retained.
The Grantee's controls were also adequate to achieve program
objectives for economc developnent activities and safeguard
rel ated assets, except for two specific weaknesses involving |oan
underwiting and servicing.

The internal control weaknesses involve the underwiting of |oans
to borrowers who are or were delinquent on previous | oans and the
handl i ng of |oan paynents nailed to the G antee's office, for which
we recomended that the G antee revise its procedures in order to
strengthen controls in these areas (Attachnment 1).

We di scussed the draft finding wwth the Director of the Gantee's
Bureau of Devel opnent and | nspections at an exit conference on June
21, 1996. The G antee provided a witten response to the draft
finding on June 24, 1996 (Attachnment 2). The Director did not
di sagree with the draft finding but expressed concern that it did
not fully describe the Gantee's |oan underwiting and approval
process, especially the role that Gty Council plays in approving
each | oan. The Director was also concerned that the finding
addressed only the loans to two specific borrowers but did not
relate the overall results of our review of the G antee's economc
devel opnent | oan program

Because the conditions cited in this nmenorandumrequire corrective
action, the finding wll be controlled in accordance wth HUD
Handbook 2000.6 REV-2, Audits Managenent System

Wthin 60 days pl ease give us, for each recommendati on nade in the
menor andum a status report on: (1) the corrective action taken; or
(2) the proposed corrective action and the date to be conpl eted; or
(3) why action is considered unnecessary. Also, please furnish us
copies of any correspondence or directives issued because of the
revi ew.

BACKGROUND

The Grantee's CDBG funded econom c devel opnent activities are
adm ni stered by the Bureau of Devel opnment and I nspections through
a program called the Fund for Revitalization and Devel opnent
(FRED). The objective of the programis to provide |ow interest
rate financing to businesses which create and retain enpl oynent
opportunities for | owto noderate-incone residents and hel p enhance
the Gty of Reading's tax base. Loans nade avail able through this
program have funded new construction, property acquisition,



bui I di ng renovation and rehabilitation, machinery and equi pnrent and
interimfinancing. Loan repaynents are deposited into a revol ving
fund in order to nake new | oans to ot her borrowers. Each new | oan
must be presented to and approved by Gty Council.

Since Decenber 1982 the Grantee has made 57 FRED | oans totaling
approximately $13.2 mllion. As of April 1996, 39 of the 57 | oans
were active, nine were paid off by the borrowers and nine were
witten off after the borrowers went out of business.

The Gty of Reading is governed by a Mayor and a seven nenber City
Council. The Mayor is Paul J. Angstat. The Director of the Bureau
of Devel opnent and Inspections is Ronald E. MIler. FRED program
records are located at Gty Hall, 815 Washington Street, Readi ng,
Pennsyl vani a.

Shoul d you have any questions, please contact Richard J. DeCarl o,
Assistant District Inspector CGeneral for Audit, at (215) 656-3401.

Att achment s

1. Finding
2. Grantee Coments
3. Distribution
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Finding 1 - The G antee Should | nprove Internal Controls over Loan
Underwriting and Servicing.

The Grantee's internal controls should be inproved in order to
correct weaknesses in tw specific areas involving |oan
underwiting and servicing. Strengthening these controls will help
prevent |oan defaults and inprove accountability over |oan
payment s.

24 CFR 85.20(b)(3) requires that effective control and
accountability must be maintained for all grant and subgrant cash,
real and personal property, and other assets. G antees and
subgrant ees nust adequately safeguard all such property and nust
assure that it is used solely for authorized purposes.

The internal control weaknesses that we observed were as foll ows:

Staff Analysis of Loan Applications from Previous Borrowers Should
Be | nproved.

The Grantee's staff did not give sufficient weight to evidence of
financial problens experienced by two businesses which obtained
second or third loans through the Gantee's Fund for Revitalization
and Econom c Devel opnent (FRED). Although the Grantee's staff had
evi dence that |oan paynents due from these borrowers either had
been or were currently delinquent, witten staff anal yses did not
adequately describe the problens causing these delinquencies or
provi de reasonabl e expl anati ons show ng how t hese probl ens coul d be
over cone. A staff nenorandum that concerned one of the |oan
applications for additional assistance actually noted that "there
IS no thought-out business plan, nor good solid explanation on how
the funds are to be used, why revenue m ssed projections by 45% .

Because these two businesses were not in sound financial condition
before applying for additional financing, one went into bankruptcy
after it received a third loan fromthe G antee and the other was
unable to increase sales and hire additional enployees, as
prom sed. In August 1995, this latter borrower agreed to an
anendnent which reduced paynents for a six nonth period on both
loans to interest plus $25 for principal on each |oan, which
represented | ess than 10 percent of the total paynents due on these
| oans each nont h.

We realize that econom c devel opnent activities are inherently
risky, since sone borrowers wll not be successful and |[|oan
defaults wll result. When such borrowers either go out of
busi ness or are unable to expand as planned, the Gantee will not
achieve the anticipated public benefits, such as the creation or
retention of a specific nunber of |obs. However, evidence of
del i nquency on previous loans is a strong indication that the
borrower's business is probably failing. Unless a thorough staff
anal ysis can show that other factors or unique circunstances caused
a borrower to mss schedul ed | oan paynents on previous |oans, or
that the granting of nore assistance will reverse an unfavorable



long termtrend, additional |oans to already delingquent borrowers
are questionabl e at best.

Attachment 1
Page 2 of 2

Controls Over Loan Paynents Shoul d Be | nproved.

The G antee's fiscal officer opens nmail containing |oan paynent
checks, while also maintaining accounting records for |oans
recei vabl e. Information from the checks is used to update
i ndi vidual l|oan records and prepare a five-part voucher. The
unendorsed checks and three voucher copies are then sent to the
Cty Treasurer's office, which endorses the checks and prepares the
bank deposits. Because |oan paynents are handled in this manner,
there is a potential that check | apping or sonme other defalcation
coul d occur.

A good systemof internal control requires that the responsibility
for maintaining accounts or |oans receivable records be separated
from the responsibility for opening mail and handling |oan
paynents. In this case, controls could be inproved by requiring
that mail containing |oan paynents be sent directly to the Gty
Treasurer's office, where a summary |isting of checks and noney
orders could then be prepared and sent to the Bureau of Inspections
and Devel opnent. If this is not possible, then an enployee in the
Bureau of Inspections and Devel opnent other than the fiscal officer
shoul d open all mail and sinply Iist the checks and noney orders
before they are given to the fiscal officer.

G ant ee _Response

The Grantee generally agreed with the finding and reconmendati ons,
but expressed concern that the finding did not describe the
procedures which require that staff analyze and evaluate |oan
appl i cations before they are presented, at public hearings, to Cty
council which nmust give final approval. The G antee also noted
that the finding described problens associated with specific | oans
to two borrowers but did not disclose the overall results of our
review of the G antee's econom c devel opnent | oan portfolio.

Recomrendat i ons
We recomend that you direct the G antee to:

A | mpl ement procedures to assure that witten staff anal yses
identify the causes for borrower delinguencies on previous
| oans, and that additional |oans are not given to borrowers
whose businesses are failing, unless they have creditable
plans to reverse | ong-termunfavorable trends.

B. Monitor the borrower cited in the finding who continues to
operate, and periodically increase his | oan paynents based on
i ncreases in net incone.



C. Revi se procedures for opening mail and updating | oan records,
to assure that these functions are perforned by different
i ndi vi dual s.
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Di stribution

Secretary's Representative, 3AS
Internal Control & Audit Resolution Staff, 3AFI
Director, Ofice of Community Planning and Devel opnent, 3AD
Assistant to the Deputy Secretary for Field Managenent, SDF (Room
7106)
Audit Liaison Oficer, HF (Room 5132) (5)
Acqui sitions Librarian, Library, AS (Room 8141)
Chief Financial Oficer, F (Room 10164) (2)
Deputy Chief Financial Oficer for Operations, FO (Room 10164) (2)
Associ ate General Counsel, Ofice of Assisted Housing and
Communi ty Devel opnent, CD (Room 8162)
Assistant Director in Charge, US GAO 820 1st ST. NE Union Pl aza,
Bl dg. 2, Suite 150, Washi ngton, DC 20002
Attn: M. diff Fow er
M. Ronald E. Mller, D rector, Bureau of Developnent and
| nspecti ons, Gty Hall, 815 Washington Street, Readi ng,
Pennsyl vani a, 19601- 3690
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