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Financial Reporting
Management Discussion

This is the deventh year that the Smdl Business Adminidration (SBA) has issued agency-wide
financid daements. The preparation of financid datements is an important step toward the
drengthening of accountability and stewardship for the public resources entrusted to the SBA.
Preparation of these statements is dso an important part of Agency financid management's god
of providing accurate and rdiable information that may be used to assess peformance and
dlocate resources. These financid statements have been prepared in accordance with guidance
issued by the Office of Management and Budget (OMB) pursuant to the Chief Financid Officers
(CFO) Act of 1990.

Subjecting financid Statements to an independent audit enhances their credibility. A certified
public accounting firm has audited the SBA's financia datements for the last ten years The
independent auditor has issued an "unqudified opinion® on the SBA's financid dStaements for
eech fiscd year dnce 1996. This succession of clean opinions is an exceptiona accomplishment
for a federd credit agency and tedtifies to the soundness of the SBA's financid management

program.

The respongbility for the accuracy and propriety of the information contained in the principa
financid daements and the qudity of interna controls rests with management. The financid
satements have been prepared from the books and records of the Agency, however they differ
from the financid reports used to monitor and control budget execution. Also, the Agency
recognizes that it cannot liquidate liabilities not covered by budgetary resources without the
enactment of an gppropriation by the Congress and an apportionment by the OMB.

The SBA paticipates in the Certificate of Excdlence in Accountability Reporting (CEAR)
program. The Association of Government Accountants sponsors the program and the Chief
Financid Officers Council encourages participation. A number of changes have been made in
the statements and notes of this year's report as a result of the CEAR review of the fisca year
(FY) 2000 accountability report and its subsequent recommendations.  Supplementa information
for the SBA's programs has been presented in a separate section. The format of he finandd
gatements and notes has been changed to disclose more detailed information and to promote
better readability.

The SBA dected ealy implementation of the reporting standards required for FY2002.
Comparative Statements are presented for the Balance Sheet and the Statement of Net Cost.
Comparative Statements are not shown for the statements of Changes in Net Position, Budgetary
Resources and Financing due to changes in format required in the new reporting standards.

The principd financid statements have been prepared to report the financid postion and results
of operations of the entity, pursuant to the requirements of 31 U.S.C 3515 (b).

While the statements have been prepared from the books and records of the entity in accordance
with generadly accepted accounting principds (GAAP) for Federd entities and the formats
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prescribed by OMB, the statements are in addition to the financia reports used to monitor and
control budgetary resources which are prepared from the same books and records.

The statements should be read with the redlization that they are for a component of the U.S.
Government, a sovereign entity.

Balance Sheet

The Consolidated Baance Sheet summarizes the assets, liabilities, and net pogtion as of the end
of the fiscd year. For claity in presentation, assats and liabilities have been differentiated
between those resulting from transactions between federd entities (intragovernmenta) and those
resulting from transactions between the Agency and nonfederd entities. Information for two
yearsis presented for the purpose of comparison.

The SBA's total assets decreased $1.3 hillion or 7.5% from $17.3 hillion as of September 30,
2000 to $16.0 hillion as of September 30, 2001. Credit Program Receivables and Related
Foreclosed Property decreased by $1.8 hillion due to sdes of assets in SBA’s disaster and
business loan program portfolios. The SBA began sdling pools of loans from its portfalios in
1999 ingead of continuing to service the loans. A dngle sde was completed in both FY 1999
and FY 2000, and two sdes were made in FY 2001. While overdl total assets decreased, fund
baances with Treasury increased by $.4 hillion due to the incluson of non-entity assets (funds
held by SBA but not avalable).  Advances increased by $.1 hillion because of growth in the
Smdl Budness Invetment Company program. Findly, SBA implemented SFFAS 10,
“Accounting for Internd Use Software” establishing Generd Property and Equipment of $0.085
billion.

SBA's totd liabilities decreased $1.3 hillion or 7.5% from $17.3 billion as of September 30,
2000 to $16.0 hillion as of September 30, 2001. Other liabilities - intragovernmental decreased
by $.8 billion due a decrease in the amount owed to Treasury as a result of sades of loans from
SBA'’s business and disaster loan portfolios. The decrease is aso attributable to a decrease in the
unfunded subsidy payable in both the busness and disaster loan programs. Other ligbilities —
public decreased by $.5 hillion due to a decrease in the loan guarantee lidbilities of the business
and pollution control programs, and a decrease in unagpplied remittances in both the business and
disaster loan programs.

SBA’s net podtion condsts of Unexpended Appropriations and Cumulaive Results of
Operations.  Unexpended Appropriations reflects spending authority made available to the SBA
by congressiona agppropriation that has not been used. Cumulative Results of Operations reflects
the net results of SBA’s operations over time. As of September 30, 2001 SBA’s Net Postion
increased by $.06 billion due to an increase of $.12 hillion in Unexpended Appropriations and a
$.06 billion decrease in Cumulative Results of Operations.
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Statement of Net Cost

The Consolidated Statement of Net Cost shows, by mgor program, how much it cost SBA to
provide its services for the fiscal year. Net cost is caculated by subtracting any earned revenues
from gross cost.

In FY 2001, SBA's Net Cost of Operaions was $688.9 million, an 8.4% increase from the
FY 2000 cost of $635.4 million.  The net increase of $53.5 million is the result of a $183.0
million increese in Business Program cods a $125.7 million decrease in cods for Disaster
Assgtance Programs, and a $3.8 million decrease in Costs Not Assigned to Progras.

The $183.0 million increase in net business program codts is due to an increase in both gross
cogts with the public and intragovernmenta gross costs.  The increase in gross cogts with the
public is primarily the result of two loan asset sdes during FY 2001. The increase in
intragovernmenta  gross codts is the result of a lower downward reestimate for loan subsidy in
FY 2001 than was caculated for FY 2000.

The $125.7 million decrease in the net cost of disaster assstance programs is due to a decrease
in earned revenue from the public, offset with a decrease in the gross costs with the public, and a
decrease in intragovernmenta gross costs. The decrease in earned revenue from the public is the
result of a shrinking portfolio caused by SBA’s aggressve sde of its loan portfolios.  The
decrease in gross codts with the public is the result of a reduction in SBA’s loss dlowance
expense and fewer program expenses. These reductions are attributable to a smdler credit
receivable portfolio. The decrease in intragovernmenta gross codts is the result of an upward
reestimate for loan subsidy in FY 2001 while a downward reestimate was recorded in FY 2000.

FY 2001 costs were dlocated between two mgor programs. Business Programs for $211.4
million or 30.7%, and Disaster Assstance Programs for $4585 million or 66.5%. A smal
resdua amount of $19 million or 2.8% was attributable to a “Costs Not Assigned to Programs’
category, that included the costs of the SBA’s Inspector Generd and locd initiatives funded by
Congressin SBA’ s budget.

Cost in Dallars
(in millions)

Fiscal | Business | Business| Business| Disaster | Disaster | Disaster Not
Year | Intragovt. | Public Total Intragovt. | Public Total |Assigned
2000 ($204.6)] $233.0 $28.4 $558.4 $25.71 $584.1 $22.8
2001 ($75.2)] $286.6| $211.4 $402.2 $56.3]  $458.5 $19.0
Cost as Per centages
(in millions)

2000 2001
Busness 4.5% 30.7%
Disaster 91.9% 66.5%
Not Assigned 3.6% 2.8%
Total 100% 100%

SBA’s FY 2001 Performance and Accountability Report

52



Financial Reporting

Statement of Changesin Net Position

The Consolidated Statement of Changes in Net Pogition shows how SBA'’s net cost of operations
was funded. The dtatement dso shows the agency’s net postion a the beginning of the fiscd
year, the mgor inflows and outflows of funds that caused the net postion to change, and the
ending net postion (which is the same as “Totd Net Postion” shown on the Baance Sheet.)
Changes were discussed in the andysis of the Consolidated Ba ance Sheet.

Budgetary Resour ces

The Combined Statement of Budgetary Resources provides information about the funding and
availability of budgetary resources and the status at the end of the reporting period. It is the only
financid datement from which data is derived excdusvely from budgetary accounts in the
generd ledger.

Data on the Combined Statement of Budgetary Resources is consgent with budget execution
information on the SF 133 Report on Budget Execution Budgetary Resources, with one
exception. A line item, Offsetting Receipts has been added to the Combined Statement of
Budgetary Resources. Offsetting receipts are used to offset budgetary authority and outlays at the
agency level and are presented in this statement to reconcile outlay informeation in the Budget of
the United States Government.

Tota budgetary resources for SBA were $11.8 hillion, the same as FY 2000. The mgority of
SBA’s funding was derived from the previous year's unobligated balance (58%) and offsetting
collections (29%). Appropriations, borrowing authority, recoveries from prior year obligations,
and non-available funding rounded out the balance of total budgetary resources.

Funding is further pro-rated between budgetary financing (21%) and non-budgetary financing
(79%). The largest source of funding for the $9.3 hillion nortbudgetary portion was from FY
2000 unobligated bdances of $6.0 billion. For the $25 hillion budgeary financing,
gppropriations provided the single greatest amount of $1.0 billion.

The following tables show a comparison of the two most recent fiscd years of totd budgetary
resources available for use and the status of resources:

Budgetary Resour ces
(Dollarsin Billions)

Budget Unobligated [Spending Authority from|Recoveriesof Prior |Permanently not| Total Budgetary
Authority[ Balance (1 Oct) | Offsetting Collections | Year Obligations Available Resour ces

2000 $1.8 $7.0 $3.4 $0.8 ($L2) $11.8
2001] $2.2 $6.7 $3.4 $0.6 ($L.1) $11.8
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Status of Budgetary Resour ces
(Dollarsin Billions)

ObligationsIncurred |[Unobligated Balances|Unobligated Balances Not| Total Status of Budgetary
Available Available Resour ces

2000 $5.3 $2.0 $4.5 $11.8
2001 $4.7 $2.6 $4.5 $11.8

Statement of Financing

The Consolidated Statement of Financing shows the relationship between SBA’s net obligations
drawn from budgetary accounting and net cost of operations drawn from proprietary accounting
by identifying key differences between the two amounts. The dtatement shows tota resources
used within the reporting period and adjustments to these resources based upon their usage to
finance net obligations or net cost.

Budgetary resources obligated in FY 2001 were $4.7 hillion, an 11.4% decrease from FY 2000
obligations of $5.3 billion. This reduction was modly attributable to the Disaster Loan Accounts
with a decrease in obligations of $0.8 hillion. Huctugtions of reatively lesser amounts in other
accounts resulted in a totd decreese of $0.66 hillion. Spending authority from offsetting
collections and recoveries of $4.0 billion was a decrease of 3.4% from the previous year's
amount of $4.2 billion. Both of these categories (less offsetting receipts), which sum to the net
obligations, can be tied to amounts in the Combined Statement of Budgetary Resources. Net
obligation, transfers in (out), and resources used to finance items not part of the net cost of
operations result in the Total Resources Used to Finance the Net Cost of Operations.

Adjustments to the Tota Resources Used to Finance the Net Cost of Operations created the total
Net Cost of Operations of $0.69 hillion, an increase of 8.4% from the previous year's amount of
$0.64 hillion. The mgor adjustment item was in the Components of the Net Cost of Operations
that will not Require or Generate Resources in the Current Period, i.e, ‘Upward/Downward re-
estimates of Credit Subsdy Expense’ Net Cost of Operations is dso shown on the Statement of
Net Cost and the Statement of Net Position.
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COTTON&COMPANY LLP

auditors + advisors

Davip L. Corros, CP4, CFE. COFM » CHaaues Haorwann, CRA, CFE, CI5A + MICHAEL W Couese, CPA, CFE & CareRmE L Mocers, CPA
parrHes H. lonsson, CPa CORM o Seo =aoier CPACGRM ¢ COLETTE Y Witsow, CPA

Inspector General
United States Small Busimess Administration

Independent Auditors’ Report

We have audited the Balance Shects of the U5, Small Business Administration (SBA) as of
September 30, 2001, and 2000, and the related Statements of Net Cost for the vears then ended; we have
also audited the related Statements of Changes in Net Pasition, Budgetary Resources, and Financing for
the year ended September 30, 2001, These financial statements are the responsibility of SBA
management and were prepared in accordance with Office of Management and Budget (OMB) Bulletin
No. 0109, Form and Content of Agency Financial Statements, Our responsibility is to express an
apimion on the fingncial statements based on our audits.

We conducted our audits in sceordance with Government Auditing Standurds, auditing standards
penerally sccepted in the United States of America, and OMB Bulletin Mo, 01-02, Audit Requirements jor
Federal Financial Statements. These standards require that we plan and perform the audit to obtain
reasonable assurance about whether the finencial statements are free of material misstatement. An sudit
includes examining, on & test basis, evidence supporting the amounts and disclosures relating to the
financial statements. An sudit also includes assessing the accounting principles used and significant
eetimates made by management, as well as evaluating overall financial statement presentation. We
helieve that our audits provide a reasonable basis for our opinion.

In our opinion, the financial statements referred 1o above present faitly, in all matenial respects,
the financial position of SBA as of September 30, 2001, and 2000, and it net costs for the vears then
enided, and the chenges in net position, budgetary resources, and financing for the year ended September
30, 2001, in conformity with generally accepted accounting principles.

As discussed in Note 5 to the financial statements, SBA changed its Fiscal Year (FY) 2001
presentation of assets for the Master Reserve Fund and restated the presentation of FY 2000 financial
statements for consistency.

Onr audits were conducted 1o form an opinion on SBA’s financial statements taken as a whole,
Information in the accompanying sections titled Management's Discussion and Analysis, Required
Supplementary Information, Required Supplementary Stewardship Information, Other Accompanying
Information, and Supplemental Financial Statements is not a required part of the financial statements, but
i other information provided for additional analysis m accordance with OMB Bulletin No. 01-09. We
did not audit the information in these sections and, therefore, express no opinion on them. We performed
selected tests of this information, such as comparing it for consistency with the financial statements and
{ootnotes.

C o
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20, 2002, on SBA': 1 and compliance with laws and regulations. Our reposts on internal
control and compliance are an integral part of an audit conducted in accordance with Government
Auditing Standards and, in considering the results of the audits, those reports should be read 1ogether with
this report.

COTTON & COMPANY LLP

N
By m—g ‘) \ L'L_

Malthew H. Johnson, CPA

[/

February 20, 2002
Alexandria, Virginia
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Inspector General
United States Small Business Administration

Independent Auditors’ Report on Internal Control

We have audited the Balance Sheets of the U8, Small Business Administration (SBA) as of
September 30, 2001, and 2000, and the related Statements of Net Cost for the years then ended; we have
also audited the related Statements of Changes in Met Position, Budgetary Resources, and Financing for
the year ended September 30, 2001. We have issued our report thereon dated February 20, 2002, We
conducted our audit in accordance with Government Auditing Standards, auditing standards generally
accepted in the United States of America, and Office of Management and Budget (OME) Bulletm No. 01-
02, Audit Requirements for Federal Financial Statements.

In planning and performing our audit, we considered SBA’S internal control over financial
reporting by obtaining an understanding of the agency’s intemal control, determining whether internal
controls had been placed in operation. assessing control risk, and performing tests of controls 1o
determine auditing procedures for the purpose of expressing an opinion on the financial statements. We
limited our internal control testing to contrels necessary to achieve objectives described in OMB Bulletin
No. 01-02. We did not test all internal controls relevant 1o operating ohjectives as broadly defined by the
Federal Managers’ Financial Integrity Act (FMFLA) of 1982, such as those controls relevant to ensuning
efficient operations. The objective of our audit was not to provide assurznce on internal control.
Consequently, we do not provide an opinion on internal control.

Our consideratiom of internal control over financial reporting would not necessarily disclose all
matters in the internal comtrol over financial reporting that might be reportable conditions. Under
standards issued by the American Institute of Certified Public Accouniants, reportable conditions are
matiers coming 1o our attention relating fo significant deficiencies in the design or operation of the
internal control that, in our judgment, could adversely affect an agency’s ability to record, process,
summarize, and report financial data consistent with management assertions in the financial statements.
Material weaknesses are reportable conditions in which the design or operation of one or more of the
internal control components does not reduce to a relatively low level the risk that misstatements in
amounts that would be material i relation to the financial statements heing audited may oceur and not be
detected within a timely period by employees in the normal course of performing their assigned functions.
Because of inherent limitations in intermal control, misstatements, losses, or noncompliance may
nevertheless occur and not be detected.

We noted four matters invelving internal control and its operation that we consider to be
reportable conditions; we consider the first of these to be a matenal weakness. We will communicate
non-reportable conditions to SBA in a separate management letter.

L
j R,

ritakiished ro84
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A, FINANCIAL REPORTING PROCESS

SBA made efforts to improve its financial reporting process for fiscal year (FY) 2001, Even with
improvements, SBA continued to experience difficulties in producing complete, accurate, and timely
financial statements. In our report on intemal control for FY 2000, we reported that the financial
reporting process and procedures were not adequately documented, and a fully effective quality assurance
process was not in place. During the FY 2001 zudit, we fourd that documentation had improved, but the

overall process had worsened.

For various internal reasons, SBA did not deliver its financial statements to the auditors by
original agreed-upon dates, and these statements contained numerous errors and misclassifications.
Further. in SBA’s efforts to automate the financial reporling process, it created a mapping process that
links account balances to financial statement line items; the audit trail, however, was not always clear and

precise.
Late Delivery of Financial Statements

The Office of the Chief Financial Officer (OCFQ) and Office of Inspector General (Q1G)
esiablished dates at the beginning of ficldwork by which the financial statements would be provided to the
auditors. These dates were intended 1o ensure adequate time for review and (o allow SBA to meet OMB s
reporting time frame. OCFD notified us on December 19, 2001, that it would be unable to meet origingl
delivery dates. It then provided revised dates extending delivery of financial statements and supporting
documentation by 11 1o 21 days. We agreed 1o work within the revised schedule and complete the audit

on schedule,
Errors and Misclassifications in Financial Statements

Some examples of the financial statement errors and misclassifications identified by the auditors
are summarnized below,

. Chverstating accounts receivable and advances by approximately 520 millien on the
Balance Sheet.

. Reporting nearly $350 million in gross eosts in the wrong line item on the Stziement of
Net Cost.

. Undemreporting obligations incurred by approximately 550 million on the Statement of

Budgetary Resources (SBR) and the Statement of Financing.

. Excluding the reporting of $1.1 billion of Offsetting Receipts on the Statement of
Finemeing when the correct amount had already been reported on the SBR.,

Further, we also identified inadequate and incomplete disclosures that resulted in significant
changes 1o the financial stetement notes. Although some of the chanpges were subjective improvements,
many were simply crrors and omissions. Meither SBA's process for preparing the statements nor its
quelity essurance process identified these errors prior to submission (o the awditors.
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Linkage Between Accounts and Financial Statements Was Unclear

In FY 2000, SBA significantly improved the labor-intensive process for preparing its financial
statemenis by automating much of what had previously been accomplished through spreadsheets. The
srocess did not, however, provide a clear audit trail 10 link account balances to financial statement line
items. For example, 10 determine the composition of the Tine ttem “Bommowing Authonity™ on the SBR for
the husiness loan program, it was necessary 1o trace the following mapping eq uation:

TRUNC((SUMIF(((Data!STS 1:STS8887="BudgetaryResources"}*(Datz |SF1 :SFS88R7="1b")
*{Data!SGS1:SGSRERT={"X4148" "X4149"] ). Data! SH§ | :SHSEEE7])/10001)

Although this equation provided accurate results for the line item, it did not provide a cleer trail
for suditors or management attempting to determine the line llem composition.

OMB Circular A-123, Management Aceountability and Control, states:

| T)ransactions should be promptly recorded, properly classified and
accounted for in order o prepare timely accounts and reliable financial
and other reports. The documentation for transactions, management
controls, and other significant events must be clear and readily available
for cxamination.

Additionally, federal financial system requirements mandate that an apency’s financial system
provide the capability 1o prepare complete, reliable, timely and consistent consolidated financial
statemnents a3 required by OMB.

Recommendations

L We repeat our recommendation from last year that the Chief Financial Officer (CFO) continue
SBA's efforts to improve the financial reporting process by completing documentation for all
agpects of the financial reporting process, including preparing journal vouchers; calculating loss
allowances; preparing and updating trial balances; preparing financial statements and footnotes;
and updating the chart of aceounts, transaction descriptions, Standard Operating Procedures, and
guidance for conducting quality assurance reviews.

.5 We recemmend that the CFO prepare a compilation manual o assist in financial statement and
footnote preparation. The manual should specifically identify the sources for all financial
statement line ftems. Further, the manuz] should incorporate timelines, milestones, and controls
to ensure that quality assurance reviews for technical and clerical accuracy are accomplished.

EN We also repeat our recommendation from FY 2000 that the CFO prepare consolidated agency-
wide finencial statements on a quarterly basis. OMB Bulletin No. 01-09 requires the preparation
of March 31, 2002, semi-annual statements and guarterly statements beginning in FY 2003. We
believe, however, that SBA should prepare quarterly statemnents in FY 2002 as well. This will
allow SBA to identify and resolve issues and problems prior to year-end as well as meet Federal
Financial Management Improvement Act requirements to provide reliable and imely financial
information for managing current operations,
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B. SUBSIDY RE-ESTIMATES

SBA's cash flow models used for determining subsidy re-estimates continue to contam errors that
remain undetected by SBA. In FY 2000, we reported that SBA's quality control process over cash flow
models used for budget estimates and financial statement re-cstimates, as required under Credit Reform,
was not completely effective. In FY 2001, we found similar emors, including data input and cefl
reference mistakes. These errors resulted in sipnificant inaccuracies in the cash flow estimates and
necessitated corrections to the Disaster, T(z), and Small Business Investment Companies (SBIC) subsidy
re-gstimates.

To re-estimate subsidy rates for its 7(a), SBIC, and 504 bustness loan programs, SBA uses cash
flow medels developed within Exce] spreadsheets. The resulis of these cash flow models are uploaded
inte OMB's subsidy rate caleulator, which is used to calculate a subsidy rate. For the disaster loan
program, sophisticated programming within SAS software is used to mode] cash flows, the results of
which are then entered mio & spreadsheet for uploading into the OMB calculator. The Director of the
Ciifice of Financial Analysis (OFA) developed procedures for review of cash flow worksheets but the

procedures were not fully implemented.

SBA cannol assure that a simple key stroke ervor will not result in a significant ermor in the cash
flow mode] and subsequent subsidy rate re-estimate. As such, even with procedures in place, accuracy
over these spreadsheets can only be achieved through an extensive cell-by-cell review of the entire
spreadsheet. SBA does not, however, conduct this type of review, because it would be nefficient.

Recommendations

4, We recommend that the CFO request the Director of OFA to develop, document, test, and
implement an automated methodology or other alternative for accumulating cash flows necessary
for subsidy rate caleulations for each significant loan program at SBA. Until such time as a
methodology is developed, SBA should verify the cash flow spreadsheet for each program on a
cell-by-cell basis,

We recommend that the Director of OFA fully implement quality assurance procedures over the
subsidy re-estimation process.,

¥

C. MASTER RESERYE FUND

In FY 2001, SBA changed the way it presents its ownership in earnings from the Master Reserve
Fund (MRF). The change, an improverment over past practices, requires estimates of future liabilities that
SBA was not sufficiently prepared to caleulate,

SBA’s fiscal transfer apent maintains the MRF to facilisate operation of the 7(a) secondary
market program. Bomowers with SBA-guaranteed loans make periedic payments to lenders, whe in tum
submit paymients 1o the MRF for loans sold on the secondary market. Payments to the secondary market
certificate holders are made from the MRF on & monthly basis, and excess funds in the MRF are invested.
Earnings on investments are used to fund shortages to certificate holders caused by timing differences
between loans in the pool and the life of pool certificates. SBA owns any excess of earnings over
payments to certificate holders,

In FY 2001, SBA used a small non-representative sample to estimate the amount of excess of the

MRF investment camings over payments to certificate holders from those earnings. Although we do not
think that SBA's estimate is materially missiated, its estimation process could be improved.
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Recommendation

6. We recommend that the CFO develop a process for estimating SBA"s ownership in earnings from
the MRF that provides accurate, complete, and timely data for the financial statements.

. AGENCY-WIDE INFORMATION SYSTEMS CONTROLS

SBA continued to improve internal control over its information system environmenl in CeTLain
areas. Specifically, it accomplished the following durmg FY 2001:

. Conducted certification and acereditation reviews for additional major applications,

. Estzblished an online security awareness-traiming program to instruct SBA Information
Resources Management personnel and network system administrators,

. Continued implementation of & System Development Lifecycle Methodology to improve
conirol over new systemn development, system enhancements, and program changes,

These actions are essential elements for a sound information system control environment. Areas
for improvements do, however, continue 1o exist in each of the six control categories reviewed:

. Entity-wide security program controls

. Access controls

. Application zoftware development and program chenpe controls
. Systern software controls

. Segregation-of-duty controls

. Service contimaty controls

SBA’s O1G will issue a separate report titled Audir of SBA 's Informenion Sysiem Controls, FY
2001, that will detail our findings and recommendations in these six control catcgorics.

In addition, we considered SBA's mternal contral over Required Supplementary Stewardship
Information by obtaining an understending of the agency”s intemal control, determining if mternal control
had been placed in operation, assessing contral risk, and performing tests of control a8 required by OMB
Bulletin No. 01-02 end not to provide assuranee on internal control. Accordingly, we do not provide an
opinion on such contral.

Finally, with respect to internal control related to performance measures reponied in
Management's Discussion and Analysis, Performance Goals and Results, we obtained an understanding
of the design of significant internal control relating to existence and completeness assertions, as required
by OMB Bulletin No. 01-02. Our procedures were not designed to provide assurance on internal control
over reported performance measures, and, accordingly, we do not provide an opinion on such eontrols.
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This report is intended solely for the information and use of SBA menagement, OME, and
Congress and is not intended {o be and should not be used by anyene other than these specified panties.

COTTUN & ':D:‘\'IPH.‘\'Y LLP
_."- /| §
i P
By _,r;_‘f:'-?:'f“'".}':—-—\'s#_:__
Matthew H. Johnson, CPA
¥V

February 20, 2002
Alexendria, Virginia
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D L, Corros CPA, CFE, COFM » CHaries Heresen, CFACFE, CISA » hicsr W Giuesee, CPA, CFE » Catrerine L Nooms, CPA

COTTONGCOMPANY LLP

auditors « advisors

marTHPe H losssor, O, COOFM ¢ Sam Happey, CPA CGRM » Conerre Y. Wiosos, CFA

Inspector General
Uniled States Smazll Business Administration

Independent Auditors’ Report on Compliance with Laws and Regulations

We have zudited the Balance Sheets of the U8, Small Business Administration (SBA) as of
September 30, 2001, &nd 2000, and the related Statements of Net Cost for the years then ended; we have
also audited the related Statements of Changes in Net Position, Budgetary Rescurces, and Financing for
the vear ended September 30, 2001, We have issued our report thereon dated February 20, 2002, We
conducted our audit in accordsnce with Governnient Auditing Standards, auditing standards generally
aceepted in the United States of America, and Office of Management and Budget ({OMB) Bulletin No. 01-
02, Audit Reguirements jor Federal Financial Statements. These standards require that we plan and
perform the audit to obtain reasonable assurance about whether the financial stalements are free of
material misstalemnent,

SBA menagement 15 responsible for complying with laws and regulations appheable to the
agency. As part of obtaining reasonable assurance sbout whether its financial staternents are free of
material misstatement, we performed tests of SBA's compliance with certain provisions of laws and
regulations, noncompliance with which could have a direct and material effect on the détermination of
finencial statement amounts, and certain other laws and regulations specified in OMB Bulletin No. 01-02,
including requirements referred to m the Federal Financial Management Improvement Act (FFMIA) of
1996, We limited our tests of comphiance to these pravisions, and we did not test compliance with all
laws and regulations applicable to SBA.

The results of our tests of compliance disclosed no instances of noncomphance with laws and
regulations discussed in the preceding paragraph, exclusive of FFMIA, that we are required 1o report
under Government Auditing Stardards or OMB Bulletin No. 01-02.

Under FFMIA, we are required to report whether the agency’s financial management systems
substantially comply with federal financial management system requirements, applicable federal
accounting standsrds, and the United States Government Standard General Ledger at the transaction level.
To meet this requirement, we performed tests of compliance with FFMIA section 803(2) requirements.

Results of our tests disclosed two instances, described below, in which SBA s financial
management systems did not substantially comply with federal financial management system
requirements and federal accounting standards.

&
retablished 1041

133 MNORTH Fampex STREET « SUTE 401 « ALEXANDAL, VIRGINIL 22314
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SBA's core financial system 15 not able to provide complete, reliable, timely 2nd consistent
finencial manapernent information on eperations 10 engble manapement to fulfill its responsibility of
being accountable to the public and provide timely financial information for managing current operations.

SBA is not in substantial compliance with federal accounting standards because of significant
errors and misstatements m its imtial financial statements prépared in accordance wath the OMEB Bulletin
Mo, 01-00, Form and Content of Agency Financial Staiements.

Specific conditions atributable to these areas of noncompliance, as well as SBA’s lack of
adequate compensatmg intemal control over ils financial reporting process, and specific recommendations
te address the problems identified are more fully described in our report on internal control dated
February 20, 2002. SBA's Office of Chief Financial Officer is responsible for the financial management

systems within SBA.

Results of our tests disclosed no instances in which SBA’s financial management systems did not
substantizally comply with the U.S. Government Standard General Ledger requirements &t the transaction
level.

Providing an opinion on complianee with cenain provisions of laws and regulations was not an
objective of our audit and, accordingly, we do not express such an opmion.

This repaort is mtended solely for the information and use of SBA management, OMB, and
Congress, It is not imended 1o be and should not be used by anyone other than these specified parties,

COTTON & COMPANY LLP

February 20, 2002
Alexandria, Virginia
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CFO Reply

DATE: February 25, 2002

TO: Robert Seabrooks
Assgant I1G for Auditing
FROM: Joe Loddo
CFO
SUBJECT: FY 2001 Financid Statement Audit Report

The Smdl Business Adminidration (SBA) is in recapt of the DRAFT Independent Public
Accountant (IPA) reports from Cotton and Company, LLP., that include the auditor's opinion
and separate reports on interna controls and compliance with laws and regulations.  As you are
aware, the financid statement reporting process and the conduct of an IPA audit are integrd to
the SBA’s financid management program. As such, increased attention and resources have been
provided to this ares, resulting in the achievement of 5 previous unqudified opinions.  This
FY 2001 financia statement IPA opinion provides our 6 straight “clean” opinion.

The SBA has enjoyed a continudly improving working reaionship with the Office of Inspector
Generd and the IPA, sharing the same gods and objectives for improved financid management
a the Agency. This rdationship was further enhanced this year through regular mestings of our
audit committee and open and honet didogue as we jointly addressed various financid
chalenges in our reporting and internd control processes. We look forward to the continuation
of this relationship and wish to express our sincere gppreciation for your support of SBA’s
effortsin thisarea

The SBA faced severd dggnificant chdlenges during FY 2001 in preparing its financid
gatements, and in other areas rdated to financid management, and these are reflected in the IPA
reports. (1) We had to further accelerate the reporting timeline, moving toward a November 15
find date for FY 2004 reporting; (2) We had to begin implementation of yet another st of
revised “form and content” changes issued by OMB in their Bulletin 01-09; (3) We are il
working with financid sysdems that require additiond modernization to ensure ther full
integration, requiring continued use of “bridge’ agpplications to creste these necessary linkages,
(4) We have the added complexity of being a mgor Federd credit Agency, and the subsdy rate
cdculaions add a dimenson to the financia reporting process that is extremely complex; and (5)
We are operating with limited resources, both gaff and funding, in an environment of increasng
demands in dl operationa aess induding financid management and information technology.
This limits our ability to make forward progress as rapidly as we and others would like.

All sad, we bdieve that the IPA assessment of our financid reporting process and internd
control activitiesisfar. Specificdly, | offer the following comments relive to the IPA reports.
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I ndependent Auditor’ s Report:

We agree and accept the unquaified “clean” opinion, including the reference to the Madter
Reserve Fund (MRF) restatement or FY’s 2000 and 2001. We have no comments on this

report.

Independent Auditor’s Report on Internal Control:

We agree and accept the four reportable conditions, with one being materia relative to our
financia reporting process.

For the materid weskness on the financid dSatement reporting process, the following
comments are provided:

- We agree that continued attention needs to be provided to the quality and timeliness
of our financia datement reporting process. SBA is committed to developing and
fuly implementing an improved financid dSalement reporting process this year,
incduding usng individuds and/or firms in a qudity review cgpacity that can teke a
more objective and criticdl view toward these datements and footnotes—alowing
errors to be identified and corrected prior to submission to the IPA.

- SBA is ds committed to improving its quarterly financid dSatement reporting
process to increase the timeliness and accuracy of our annua dSatements, by
identifying issues and problems early-on in the year and correcting these prior to the
yearend statements.

- We fully agree that the Financid Reporting Information Sysem (FRIS) tha SBA
developed to asss in the integration of our financid data from disparate systems
crestes complexities in mappings ad audit trals.  However, this sysem that is
essentidly the same as was used for the FY 2000 reporting process, provides SBA a
necessary automated “bridge’ between our various generd ledgers. As noted by the
IPA last year, this was an effective interim improvement step taken by SBA.
Additiona documentation of this syssem will continue, especidly as we introduce
changes, such asthose contained in OMB Bulletin 01-09.

For the non-materid reportable condition on Subsdy Re-estimates, we agree that
additiond quality control measures need to be taken over this extremdy complex
process, and provide the following comments on this section of the report.

- As noted in our regular meetings on this year's audit process, the principa problems
with our work in this generd aea are two-fold: First, the subsdy rate process is
extremey complex, and this complexity grows esch year due to the addition of
cohorts, program and legidative changes, and our desre to make continuous
improvements in the andytics to improve accuracy of forecasting. Second, the
process that is used to cdculate the rates is extremey cumbersome relying on Excd
oreadsheets with thousands of cells and references, and a high degree of manud
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intervention to update the information annudly. This process is prone to the
introduction of cell reference or other errors and only limited improvement is possible
with the current methodol ogies.

- Asyou are aware, we have begun a modernization effort in this area with the disaster
modd usng SAS programming. We have contracted with the Office of Federd
Housng Enterprise Oversight (OFHEQ) to develop an automated modd for 7(a) for
FY 2004, and one for the 504 program for FY 2005. We plan to continue this
automation effort which, over time, will further mitigate these weeknesses in the
process. However, there is no adeguate subgtitute to continual quaity assurance,
including the use of independent vdidation, and we will dso continue this oversght
aswall.

- We agree that the qudity assurance measures developed by our office were not fully
implemented for the FY 2001 reporting processes. This was a direct result of two
factors (1) deays in the findization of the modes because of difficulty in recaiving
our necessary clearances, (2) ddays in awarding a contract to our independent
vdidation firm due to limited funding available to SBA in its operaing budget this
year, and the delay in our appropriation, that was not approved until November 28.

For the non-materia reportable condition on MRF, we agree that additiond andyss of
the MRF is needed, and as we have previoudy discussed, we are committed to
accomplishing this andlyss during FY 2002 in time for next year's financid Satement
reporting. An additional comment on this sectionis

- Recommendation #2 is for us to consder additiond disclosure usng SFFAS No.7 as
a guide. We are uncertain what this implies and need further discusson with the IPA
regarding this recommendation before we can take aforma position onit.

For the non-materia reportable condition on SBA’'s Agency-wide Security Program, we
agree that continual and additional attention to this area is needed, and as we have
previoudy discussed, we are committed to this during FY 2002 in time for next year's
audit cycle.  We appreciate the comments recognizing the good progress we have made
in this area to date. We await the receipt of the separate IPA report on our systems
controls, and as indicated to you previoudy, we have dready dedicated sgnificant
additional resources to this area again this fiscd year, and are aggressvely making the
agreed-upon improvementsin dl areas that are viewed to be weaknesses.

I ndependent Auditor’ s Report on Compliance with Laws and Regulations:;

This IPA report principdly references the audit work accomplished in response to the
Federal Financid Management Improvement Act (FFMIA). The overdl assessment in
this area is that, while SBA was determined to be subgstantidly compliant with FFMIA
last year, the same determination is not made for FY 2001. | undergand that this is a
direct reflection on the previoudy-referenced materiad weskness on our financid
datement reporting process that did not dlow us to be both timely and fully accurate in
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our initid ddivery of satements to the IPA. OMB’s guidance to the audit community in
this area includes this as a criteria for the compliance assertion.  This however, is not a
negetive reflection on the sgnificant progress that we made in this area prior to FY 2001
that dlowed us to receive the compliance assessment last year, including remaining in
Subgtantiad  compliance with the U.S. Standard Generd Ledger. We agree with this
asessment soldy due to the OMB guidance that the IPA must follow.

Thank you for the opportunity to comment on these DRAFT reports, and I’'m happy to respond
to any questions that you may have on these comments. Additionaly, | look forward to working
with your gaff and the IPA as we prepare for the chalenges that we will face in further
accd erding the statements for FY 2002 and beyond.

W?ﬂzvu-r

Joseph P. Loddo
Chief Financid Officer
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U. S. Small Business Administration
Consolidated Balance Sheet
as of September 30, 2001 and 2000

ASSETS

Intragovernmental Assets
Fund Balances with Treasury (Note 2 and Note 3)
Accounts Receivable (Note 6)
Advances (Note 9)

Total Intragovernmental

Other Assets-Public
Cash (Note 4)
Interest Receivable (Note 5)
Accounts Receivable (Note 6)

Credit Program Receivables and Related Foreclosed Property, Net (Note 7)

Genera Property and Equipment, Net (Note 8)
Advances (Note 9)

Total Other Assets -Public

Total Assets

LIABILITIES (Note 10)

Intragovernmental Liabilities
Accounts Payable (Note 11)
Debt (Note 12)

Other (Note 14)

Total Intragovernmental

Other Ligbilities -Public
Accounts Payable (Note 11)
Liabilities for Loan Guarantees (Note 7)
FECA Actuaria Liability (Note 13)
Other (Note 14)

Total Other Liabilities-Public

Total Liabilities

NET POSITION

Unexpended Appropriations
Cumulative Results of Operations
Total Net Position

Total Liabilitiesand Net Position

(Dollars in Thousands)

2001 2000
10,169,491 $ 9,760,608
376,087 386,870
2,496 3,074
10,548,074 10,150,552
2,443 3,458
68,000 58,000
57,188 68,787
5,051,123 6,822,505
8,518
253,708 162,077
5,440,980 7,114,827
15,989,054 $ 17,265,379
698,233 $ 741,300
10,218,415 10,171,555
3,666,322 4,501,364
14,582,970 15,414,219
139,172 70,107
1,083,020 1,279,184
32,255 30,746
148,331 531,896
1,402,778 1,011,933
15,985,748 $ 17,326,152
882,641 $ 763155
(879,335) (823,928)
3,306 $ (60,773)
15,989,054 $ 17,265,379

The accompanying notes are an integral part of these statements.
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U. S. Small Business Administration

Consolidated Statement of Net Cost
for the periods ended September 30, 2001 and 2000

PROGRAMS
Business Programs
Intragovernmental Gross Costs
Less: Intragovernmental Earned Revenue
Intragovernmental - Net Costs
Gross Costs with the Public

Less: Earned Revenue from the Public
Net Costs with the Public

Net Cost of Business Programs

Disaster Assistance Programs
Intragovernmental Gross Costs
Less: Intragovernmental Earned Revenue
Intragovernmental - Net Costs
Gross Costs with the Public

Less: Earned Revenue from the Public
Net Costs with the Public

Net Cost of Disaster Assistance Programs

Cost not assigned to Programs
Less: Earned Revenue not attributed to Programs

Net Cost of Operations
(Note 16)

(Dallars in Thousands)

2001 2000
2,933 $ (133,828)
78,207 70,771
(75.274) $ (204,599)
305917 $ 257,176
19,272 24,159
286,645 $ 233,017
211371 $ 28418
838565 $ 1,050,416
436,414 491,997
402,151 $ 558,419
215347 $ 299,879
159,018 274,145
56,320 $ 25,734
458480 $ 584,153
26631 $ 38,947
7,611 16,002
688,871 $ 635426

The accompanying notes are an integral part of these statements.
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U. S. Small Business Administration
Consolidated Statement of Changesin Net Position
for the period ended September 30, 2001

(Dollars in Thousands)

Cumulative
Results of Unexpended
Operations Appropriations Total

Beginning Net Position - October 1 $ (823,927) $ 763,154 $ (60,773)

Prior Period Adjustments
Beginning Net Position, as Adjusted (823,927) 763,154 (60,773)
Budgetary Financing Sour ces

Appropriations Received 969,117 969,117

Appropriations Transferred - in/out (+/-) 101,362 101,362

Rescissons (31,972) (31,972

Adjustment - Cancelled Authority (24,546) (24,546)

Other Adjustments (3,001) (3,001)

Appropriations Used 891,473 (891,473)

Donations of Cash and Cash Equivaents 77 7
Other Financing Sources

Transfers - infout Without Reimbursement

(+-) (275,828) (275,828)

Imputed Financing from Costs Absorbed by

Others 17,741 17,741
Total Financing Sources $ 633,463 $ 119487 $ 752,950
Net Cost of Operations $ 688,871 $ $ 688,871
Ending Net Position - September 30 $ (879,335) $ 882,641 $ 3,306
(Note 17)

The accompanying notes are an integral part of these statements.
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U. S. Small Business Administration
Combined Statement of Budgetary Resour ces
for the period ended September 30, 2001

(Dollars in Thousands)

Non-Budgetary

Budgetary Financing Total
BUDGETARY RESOURCES
Budget Authority
Appropriations Received $ 969,117 $ $ 969,117
Borrowing Authority 1,172,127 1,172,127
Net Transfers (+/-) 72,910 72,910
Unobligated Balance
Brought Forward October 1 808,198 6,045,141 6,853,339
Net Transfers, Actua (+/-) (184,638) (184,638)
Spending Authority from Offsetting
Collections 546,853 2,881,650 3,428,503
Recoveries of Prior Y ear Obligations 567,095 50,516 617,611
Permanently Not Available (298,013) (814,422) (1,112,435)
Total Budgetary Resour ces $ 2481522 $ 9335012 $ 11,816,534
Non-Budgetary
Budgetary Financing Total
STATUS OF BUDGETARY RESOURCES
Obligations Incurred $ 1,529,758 $ 3,198,036 $ 4,727,794
Unobligated Balances Available 604,193 1,945,018 2,549,211
Unobligated Balances Not Available 347,571 4,191,958 4,539,529
Total Status of Budgetary Resour ces $ 2481522 $ 9,335,012 $ 11,816,534
RELATIONSHIP OF OBLIGATIONSTO Non-Budgetary
OUTLAYS Budgetary Financing Total
Obligated Balance, Beginning of Period $ 1,009,373 $ 396,060 $ 1,405,433
Obligated Balance, End of Period
Accounts Receivable (66,362) (536,075) (602,437)
Undelivered Orders 651,100 400,129 1,051,229
Accounts Payable 302,624 780,058 1,082,682
Total Obligated Balance, End of Period 887,363 644,112 1,531,475
Outlays
Disbursements 1,208,178 2,868,596 4,076,774
Collections (670,435) (2,850,778) (3,521,213)
Subtotal 537,743 17,818 555,561
Less: Offsetting Receipts (1,106,679) (1,106,679)
Net Outlays $ 537,743 $ (1,088,861) $ (551,118)
(Note 18)

The accompanying notes are an integral part of these statements.
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U. S. Small Business Administration
Consolidated Statement of Financing
for the period ended September 30, 2001

(Dallars in Thousands)

Resour ces Used to Finance Activities
Budgetary Resour ces Obligated

Obligations Incurred $ 4,727,794
Less: Spending Authority from Offsetting Collections and Recoveries 4,046,114
Obligations Net of Offsetting Collections and Recoveries 681,680
Less: Offsetting Receipts 1,106,679
Net Obligations $ (424,999)

Other Resour ces

Transfers In (Out) (275,827)
Imputed Financing 17,741
Net Other Resources Used to Finance Activities $ (258,086)
Total Resources Used to Finance Activities $ (683,085)

Resources Used to Finance Items not Part of the Net Cost of Operations

Change in Amount of Goods, Services and Benefits Ordered But Not Y et Provided (115,344)
Budgetary Offsetting Collections and Receipts that Do Not Affect Net Cost of Operations 3,988,329
Resources that Finance the Acquisition of Assets or Liquidation of Liabilities (2,424,438)
Adjustments to Net Obligated Resources That Do Not Affect Net Cost of Operations 299,720
Total Resources Used to Finance Items Not Part of the Net Cost of
Operations $ 1,748,267
Total Resources Used to Finance the Net Cost of Operations $ 1,065,182

The accompanying notes are an integral part of these statements.
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U. S. Small Business Administration
Consolidated Statement of Financing
for the period ended September 30, 2001

Components of the Net Cost of Operationsthat will not Require or Generate
Resourcesin the Current Period
Change in Annual Leave Liability
Increase in Unfunded Liability for Claims against SBA
Upward/ Downward reestimates of Credit Subsidy Expense
Change in Revenue Receivable from Public
Changein Dueto Treasury - Liquidating Funds
Provision for Losses on Estimated Guarantees
Unfunded Employee Benefits

Components of the Net Cost of Operationsthat will not Require or Generate
Resourcesin the Current Period

Components Not Requiring or Generating Resour ces
Bad Debt Expense - Noncredit Reform

Total Components of Net Cost that will Not Require or Generate
Resour ces

Total Components of Net Cost of Operations Not Requiring or Generating
Resourcesin the Current Period

Net Cost of Operations

(Note 19)

(Dollars in Thousands)

587
800
(214,831)
(26,685)
(23,856)
(32,007)
1,670

(294,322)

(81,989)

($81,989)

(376,311)

A2l B2

688,871

The accompanying notes are an integral part of these statements.

SBA’s FY 2001 Performance and Accountability Report

75



Financial Reporting

U. S. Small Business Administration
Notesto Principal Statements
for the periods ended September 30, 2001 and 2000
(Dollarsin Thousands)

NOTE 1. Significant Accounting Policies:

A. Basisof Presentation

These financial statements have been prepared to report the financial position and results of operations of the
Small Business Administration (SBA) as required by the Chief Financial Officers Act of 1990. They have been
prepared from the books and records of the SBA in accordance with the form and content for entity financial
statements specified by the Office of Management and Budget (OMB) in OMB Bulletin No. 01-09 and the SBA’s
accounting policies which are summarizedin this note. The financial statements differ from financia reports that
areprepared pursuant to OMB directivesfor the purpose of reviewing and controlling the SBA'suse of budgetary
resources.

B. Reporting Entity
The SBA was created as an independent Federal Agency by the Small Business Act of 1953. Its mission is to
maintain and strengthen the Nation's economy by aiding, counseling, assisting and protecting, the interests of
small business, and to help businesses and families recover from disasters.

The SBA operates through the execution of its congressionally approved budget primarily with eight major
programs. The SBA's budget consists of annual, multi-year and no-year appropriations covering saaries and
expenses and various program and trust fund activities.

1. Major Programs Supporting SBA's Mission
Help Business Succeed

The Business L oan program, through an assortment of guarantee and direct programs, is the SBA's largest
financial assistance program. Banks and certain non-bank lenders make loans, which are guaranteed by the
SBA, at percentages varying from 50 percent to 90 percent.

The Development Company program provides small business owners the means to expand, modernize and
compete by providing long-term fixed asset financing through Certified Development Companies.

The Small Business Investment Company program addresses the need for venture capital by small and
emerging enterprises through Small Business Investment Companies.

The Surety Bond Guarantees program assists small business contractors in obtaining the required bid,
performance and payment bonds for construction, service and supply contracts.

The Business