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This report presents the results of our audit of the Alternative Agricultural
Research and Commercialization Corporation’s (AARCC) management of its
program. Our review disclosed that AARCC provided federal assistance to
program participants with little or no assurance that benefits would be
derived. In addition, AARCC did not monitor the actions of investees who had
received funding to protect the Government’s interest; as a result, the
majority of its investments have been, or are in jeopardy of being, lost.
These significant weaknesses stemmed, in part, from the absence of internal
controls prescribed by management to safeguard assets and efficiently fulfill
the legislated mission. Our review also disclosed, however, other instances
in which investees violated stated AARCC requirements with AARCC’s knowledge
or at least tacit approval.

The discussion draft of this report was forwarded to you and AARCC management
on October 18, 1999. Subsequently, we became aware that Congress did not fund
AARCC operations for fiscal year 2000. In addition, Dr. Armstrong has
indicated orally to us that he has no interest iIn discussing this report
because of the cessation of the corporation’s activities. Due to these unique
circumstances, we are issuing this report in final to you.

Several of the recommendations in this report remain viable in that they deal
with managing ongoing investment activity. The implementation of these
recommendations, however, is contingent upon the Department’s decision
regarding the dissolution of the portfolio (i.e., retained and managed by
another USDA agency or sold to private parties).

Please advise us by December 15, 1999, of the Department’s plans regarding the

AARCC investments. |If you would like to discuss this matter, please call me
at 720-6945.

ROGER C. VIADERO
Inspector General
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EXECUTIVE SUMMARY

Assessment of the Alternative
Agricultural Research and Commercialization
Corporation - Management Lacking
Over High Risk Investments
AUDIT REPORT NO. 37099-1-FM

Our assessment of the Alternative

Agricul tural Research and
PURPOSE Conmer ci al i zation Corporation’s (AARCC)

i nvestnments was perfornmed because of
severe i nternal adm ni strative and
accounting control deficiencies identified during our audit of
AARCC s financial statenents for fiscal year 1997.' During our
review of investnent files nmmintained by AARCC at its Washi ngton,
D. C of fice, we noted evidence of pot enti al significant
nonconpl i ance with AARCC i nvest nent agreenents and possi ble m suse
of Government funds. W concluded that the deficiencies noted | eft
AARCC highly susceptible to fraud, waste and abuse.

Our site visits at 11 investees and one

grantee that had received, in total, over
RESULTS IN BRIEF $8 million in AARCC funding disclosed

significant problens. W found general
nonconpl i ance Wi th the i nvest ment
agreenments and evidence that nost of the projects visited did not
result in any substantive job creation in rural areas or expansion
of agricultural markets. Even nore significant was that we found
potentially fraudulent activities for a nunmber of investees. For
exanpl e, two of the 11 conpanies appear to be in violation of the
Securities Acts of 1933 and 1934 because of the significance of
their msrepresentations (e.g., substantial overstatenent of sales
expectations, etc.).

W believe these serious problens are attributed to the absence of
effective internal admnistrative and accounting control policies
and procedures wi thin the Corporation, poor investnent decisions and

1 Audit Report No. 37401-2-FM "U.S. Department of Agriculture Alternative Agricultural Research
& Commerci al i zation Corporation’s Financial Statements for Fiscal Year 1997," dated January 1999.
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i neffective nonitoring actions by AARCC. During our previous audit
of AARCC s fiscal year 1997 financial statenents, we estimated that
about 75 percent of AARCC s approximate $27 mllion portfolio was
nonperform ng, representing over $20 nillion in potential |osses.
Based on the results of this audit, we believe that AARCC s
financial position may have deteriorated even further

To illustrate the decline in investnment value for AARCC, we believe
that AARCC will not recoup about $6.8 nillion (about 85 percent) of
its $8 mllion investnent in the 11 investees visited. This is
because four of the conpani es have ceased operations, and five of
t he conpani es are experiencing significant financial difficulties,
i ncluding significant |osses, and |inited sal es/production, to such
a degree that we question their ability to continue as going
concerns.

In addition, while the two renmining investees are still operating,
they are primarily produci ng non- AARCC products even though they
used AARCC funds to assist in the production of these products.

We referred several of the investees to the Ofice of Inspector
General , Investigations.

M suse of AARCC Funds

W noted that 9 of the 11 investees visited (one with AARCC s
approval) had inproperly used AARCC funding. Exanpl es of the
probl ens noted foll ow.

W noted where three conpanies used AARCC funding, which was
provided for advertising, business planning, marketing and/or
research expenses, to pay off an existing owner’s debt and/or
other private investors, (a decision that had significant inpact
on these investees). For exanple, a conpany used about $344, 000
of AARCC s approxi mat e $450, 000 i nvestment to pay of f the exi sting
debt to a conpany owned by one of its partners. AARCC approved
this transaction indicating that "it was just bookkeeping." The
conpany is now out of business and, in effect, this transaction
allowed the partner to recoup his prior investrment, wth
Government funds, before shutting down operations.

We al so noted where a conpany used $715, 000 of AARCC funding to
establish a system and production line for the conmercialization
of oil absorbents from a |ow grade wool. However, during our
onsite audit work we found that, for the past several years, the
production |ine was being used 98 percent of the time to produce
non- AARCC products. AARCC receives no return on its investnent
when t hese non- AARCC products are produced.
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Anot her conpany claimed to have used $90,000 to pay managenent
consulting fees to a private firmto market its products. This was
an approved use of the AARCC fundi ng. However, when we attenpted
to validate this paynent we were advised by the consulting firm
that they had not received the $90, 000.

Questionable Related Party Transactions

We noted in 7 of the 11 investees visited that there were instances
of highly questionable and potentially fraudulent related party
transactions.? This potentially fraudulent activity woul d have been
identified and reported to AARCC had AARCC obtained audited
financial statements, as required in its investnent agreenents, and
as we reconmended i n our previous financial statenent audit. AARCC
however, has indicated that it is not willing to enforce this | ega

requirenent.

To illustrate the significance of the problem at one conpany, we
were provided bank statenents and/or cancelled checks relating to
seven conpanies to support the expenditures of AARCC funds. The
seven conpanies are subsidiaries of their "parent," a Canadian
hol di ng corporation. W noted that funds were frequently
transferred between the conpanies’ accounts with no expl anation or
support for the transfers. The last two drawdowns of AARCC funds,
totaling over $50,000, were deposited directly into the bank account
of one of the rel ated conpani es and we were unabl e to det er m ne what
the funds were used for.

Failure To Contribute Required Matching Funds Negatively |npacts
| nvest ee (perations

We noted where 8 of the 11 investees visited failed to contribute
mat chi ng funds totaling about $3 million. W found that AARCC had
no effective process to assure that, as legally required, matching
funds were contributed. In sone instances, AARCC was aware of this
serious breach of the agreenent, and took no actions to enforce this
critical requirenment. As noted by venture capital experts, it is
critical that principals invest personal funds into the conpanies to
assure they have a vested interest in the success of the projects.
In addition, this | ack of funds had a substantial negative i npact on
t he i nvest ee operations.

2 Related party transactions represent transacti ons between affiliated conpani es and appropriate
di scl osure should be made. This would include the nature of the relationship, a description of
the transactions including dollar amounts, anmounts due to and fromrelated parties and terms and
manner of settlenent.
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Grants Awarded Non-Conpetitively Did Not Benefit The Gover nnent

Two grants, totaling $100,000 for one grantee, were not awarded
conpetitively, as required by the Food, Agriculture, Conservation
and Trade (FACT) Act of 1990 and the Federal Agricultura
| nprovenent and Reform (FAIR) Act of 1996. |In addition, our onsite
revi ew di scl osed that the conpany did not maintain required records
to support work perforned for AARCC. In addition, the first grant
for $50,000, was not awarded until after the "services" had been
performed. These grants also have resulted in no tangible benefits

to the Governnent or AARCC i nvestees. In addition, AARCC awarded
funding to two other AARCC i nvestees so that those conpanies could
retain this grantee’s "services." One conpany declined to use the

services of this conpany and the other investee noted "severe
di sappoi ntnment” with the services provided.

Results I ndi cate AARCC Has Not Acconplished Its M ssion

Qur review of these 11 investees disclosed no substantive evi dence
that the AARCC funded activity resulted in job creation in rura
areas, or material expansion of agricultural narkets.

AARCC identified job creation in rural areas as one of its
priority goals under the Governnent Performance and Results Act.
In the overview of its fiscal year 1997 financial statenents,
AARCC claimed that one of its goals is to create 10,000 jobs by
the year 2002.

However, there were no jobs created at 5 | ocations; a decrease of
19 jobs at 3 locations; and only 1 job was created at 1 | ocation®.
The jobs created at the 2 remaining | ocati ons were not as a result
of the AARCC products, and the conpanies are in serious breach of
the AARCC agreenent. We concluded that overall, AARCC s $8
mllion investment in these 11 conpani es (which represents about
20 percent of all AARCC investnents) resulted in fewer jobs than
bef ore AARCC s invol venent.

We also noted little to no usage of agricultural products, another
critical component of AARCC s m ssion. For exanple, one conpany
estimated usage of 30 mllion pounds of raw wool annually; the
conpany actually has used an annual average of about 15, 000
pounds.

AARCC Coul d Benefit By Enpl oyi ng Best Practices

Venture capital investments are inherently speculative in nature
with the high risk of total loss. In discussions with the Nationa

3

The AARCC sponsored product only represents about 20 percent of this conmpany’s operations.

USDA/ A G- A/ 37099- 1- FM Page 4



Venture Capital Association, the Director of Small Business
Admi ni stration’s (SBA) Snall Business | nvestnent Conpanies (SBIC),
an associate professor of Business Admnistration from Harvard
University, and nunerous other State and private venture capita
managers, we determned that AARCC s operating and investing
policies and procedures were significantly less than the "Best
Practices" enployed by these entities.

In summary, based upon our prior audit work and detail analysis of
the 11 investees we visited, we concluded that AARCC s investnments
have not net the intent of the enabling |egislation. Based upon
initial i nvest nent  deci si ons, and/ or subsequent ineffective
noni toring of these i nvestnents, Governnment funds have been expended
on conpanies, with little to no chance of success. Unless actions
are taken to inmediately reverse these trends, we see additional
| osses in the future.

We recommend that no further investnents

KEY RECOMMENDATIONS be made until actions are taken to (1)

resolve all material internal accounting
and adm nistrative controls weaknesses
that we have reported, and (2) contract
with financial and venture capital experts to assist in managemnent
of the Corporation and assess the value of each investnent. W
reconmend that no action be taken on these investees unti
di sposition of the referrals are known or the investigations are
conpl et ed.
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INTRODUCTION

The AARCC was established in March 1992,

as an independent entity within the U S
BACKGROUND Department of Agriculture (USDA). The
program was authorized by the Food,
Agricul ture, Conservation and Trade

(FACT) Act of 1990. The Federal Agricultural |nprovenent and Reform
(FAIR) Act of 1996 established AARCC as a "corporation” wthin USDA,
subj ect to the general supervision and direction of the Secretary of
Agricul ture.

AARCC was created to expedite the devel opnent and mar ket penetration
of non-food, non-feed value added industrial products from

agricultural and forestry materials and animal by-products. It
provides funds to conpanies and individuals for projects that, if
successful, create jobs, increase denand for agricultural

comodities, and enhance econonic developnment in rural areas.
Applicants are required to show that they have invested significant
resources i n the proposed projects and nust obtain matchi ng funds at
| east equal to AARCC s investnent.

An 11 nenber Board, appointed by the Secretary of Agriculture,
est abl i shes policy, evaluates and approves applications for AARCC
financial assistance, and oversees operations of the Corporation.
Ei ght nmenbers are non-Federal, representing comrercial, financial,
producer, and scientific interests. The Board appoi nts an Executive
Director, subject to the approval of the Secretary. The Executive
Director is the chief executive officer of the Corporation and is
responsi bl e for the overall managenent and i npl ement ati on of general
policies with respect to the managenent and operation of the
prograns and activities of the Corporation.

According to June 1994 draft procedures, project proposals should
undergo a review process prior to funding. The process begins when
an applicant submts a pre-proposal to AARCC. The pre-proposal is
subject to reviews by three outside reviewers as well as AARCC
staff. The independent reviews consist of business, technical and
general (managenent) reviews. AARCC s Board then evaluates the
findings of the reviewers and determines which projects nerit
further consideration. For the nbst prom sing projects, additional
information is gathered. The applicant is asked to conplete a full
proposal which is reviewed by the Board. AARCC wi | | al so conduct
a site visit to assess operations and negotiate the terns of the
agreenment. The AARCC Board will then fornally vote to ratify or
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reject the investnent. Once a project is ratified, AARCC is
responsi ble for nonitoring the progress of the project. At AARCC s
di scretion, this nonitoring may take the form of tel ephones calls,
site visits, neetings at AARCC headquarters or other |ocations
and/ or review of the docunents subnmitted by the investees.

We recently conpleted the first audit of the AARCC financial
statenments. During the audit, we noted significant weaknesses in
AARCC operations. W were unable to express an opi nion on the AARCC
financial statements for the fiscal year ended Septenber 30, 1997.
Thi s di scl ai mer of opinion was significantly inpacted by t he absence
of an effective internal control structure, and conpounded by the
lack of reliable financial information on AARCC s investees.

Qur disclainer of opinion means that AARCC could not provide
reasonabl e assurance that it can (1) properly record and account for
transactions which pernit the preparation of reliable financial
statenments, (2) naintain appropriate accountability over assets, and
(3) properly safeguard Governnment funds from |oss and/or
unaut hori zed use.

W identified, in the above cited report, the followi ng naterial
internal control weaknesses that inpacted the Corporation’s
operations.

. There was an overal |l absence of effective procedures to assure
that investees used AARCC funds as intended.

. There was an absence of effective procedures to assure the
i nvestees contributed required capital, and the contribution
was properly val ued.

. There were inadequate policies or procedures to assure that
the Governnent’s investnment was protected because AARCC does
not require investees to provide a security interest (lien) on
the equipnent, machinery, etc., obtained with AARCC | oan
funds. As aresult, the Corporation is unnecessarily at risk
in the event of a default.

. There were insufficient and/or ineffective policies and
procedures over the | oan/investnent maki ng process, including
i nadequat e docunent ati on over:

| ending/investing decisions for new and existing
i nvest ees,

determ ning the rate of return on the i nvestnent, note,
etc., and

decisions to issue grants for selected operations.
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. There was substantial [ack of adherence to existing critical
policies and procedures (e.g., obtaining audited financial
statements fromthe investees). As a result, AARCC does not
have reasonabl e assurance about the financial strengths of its
i nvest ees, whether repaynents, etc., are made in conpliance
with terms of each agreenent, or whet her AARCC funds were used
as intended.

. There was a general lack of policies and procedures for
performng credit checks, background investigations, and
obt ai ni ng references about the integrity of the investees.*

. There was a substantial need for inprovenents in the
nmoni toring of the investees.

We concluded that AARCC and the Departnent had mninmal assurance
t hat taxpayers’ nonies have been properly expended and investnents
totaling over $27 million were properly protected (we estimated that
about 75 percent of AARCC s portfolio was nonperforming to the
extent that it had no value). Wile venture capital is inherently
high risk, the risk of loss associated with AARCC s portfolio is
substantially greater because of its lack of an effective internal
control structure and poor investnment and nonitoring actions. Since
its inception in 1992 through July 1998 (the date we conpleted the
fiscal year 1997 financial statenment fieldwrk), AARCC had witten
off investnments totaling about $1.6 nmillion and there was an
additional $2.8 mllion in investments where AARCC officials had
indicated witeoff is immnent. These anounts represented about 16
percent of the investments made since the inception of AARCC. Cur
work indicated that unless these material control weaknesses were
corrected, additional |osses will occur.

The objectives of this audit were (1) to
determ ne whether AARCC investees were

OBJECTIVES conplying with all material provisions of

the i nvest nent agreenent (i.e., determ ne
whet her each i nvest ee contri but ed
mat ching funds, used AARCC funding as
agreed upon, were repaying in accordance with the terns of the
agreenent, producing the product as agreed upon, and subnitting
reliable, accurate financial reports), (2) to determ ne whether

AARCC had adequately nanaged its operations (i.e., issued and
enforced program provisions which would protect the Government’s
financial interests while fulfillingits mssion), and (3) to assess

whet her overall program objectives of increased demand for farm
commodities, increased farmincome, and increased

4

During fiscal year 1997, AARCC began performng credit checks on new i nvestees; however, a
docunent ed procedure is needed to ensure that credit checks and other background investigations
are perforned on all new and additional |ending/investing to existing investees.
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rural community devel opnent had been achieved (e.g., anmount of
agricultural products used to date and nunber of jobs created).

We reviewed a judgrentally selected

sampl e of 11 AARCC i nvestees and 2 grants
SCOPE AND awarded to 1 grantee. The conpani es were
METHODOLOGY sel ected on the basis of size, |ocation,

and certain risk factors identified
during the financial statenent audit.
AARCC s managenent agreed that the sanple
represented a cross section of its investnents. Funding provided
for the 12 projects totaled over $8 mllion which represented about
20 percent of AARCC investnents made since its inception through
April 6, 1999.

To acconplish the audit objectives, we perforned site visits at the
sel ected conpani es’ offices. W perforned the foll owi ng audit work,
as appropriate.
Revi ewed the conpany’s accounting records, general | edger
bank statenents, financial reports, tax returns and supporting
i nvoi ces, checks, etc.

Interviewed the conpany’s owners, accountants, |awers, and
ot her appropri ate managenent officials.

Confirmed sal es and purchases with the conpany’s vendors and
cust oners.

Anal yzed the inpact of material related party transactions.
Conpared actual with the budgeted use of funds.

Det er mi ned whet her the conpany had obtained an audit of its
annual financial statenents.

W also assessed the extent that the project acconplished the
fol | owi ng:

Devel oped technol ogi es that could nmake it possible to use or
nodify existing agricultural comodities to provide an
economcally viable quantity of new non-food, non-feed
products;

i ncreased the potential narket size of new non-food, non-feed
products;

i ncreased the potential for job creation
i nvol ved State or local participation

i nvol ved financial participation of private investors;
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reduced Federal crop subsidies and ot her Federal agricultura
assi stance program costs;

had a positive inmpact on resource conservation and the
envi ronnent; and

involved a likely positive effect of helping famly-sized
farmers and rural conmunities.

We reviewed investee files mmintained by AARCC prior to our site
visits.

We al so obtained and reviewed (1) the policies and procedures the
Smal | Busi ness Adninistration (SBA) follows inits nonitoring of the
Smal | Busi ness Investnents Conpanies (SBIC) that it |icenses, (2)
SBI C best practices as reported by the O fice of Inspector Genera
(O Q@-SBA, and (3) interviewed auditors and officials fromNati onal
State and private venture capital firms.

We conducted our audit during the tinme period January through June
1999. The audit was perforned i n accordance with generally accepted
Covernment auditing standards.

USDA/ A G- A/ 37099- 1- FM Page 10



FINDINGS AND RECOMMENDATIONS

CHAPTER 1 - MANAGEMENT OF AARCC HAS BEEN INEFFECTIVE --
GOVERNMENT'S FINANCIAL INTERESTS HAVE NOT BEEN PROTECTED AND
ITS LEGISLATIVE MISSION HAS NOT BEEN FULFILLED

Our site visits at 12 entities that had received AARCC fundi ng discl osed

significant nonconpliance with the investnent agreenent, evidence that the
projects did not result in substantive job creation in rural areas or expansion
of agricultural markets, and a significant nunber of possible fraudulent or
abusi ve practices. We believe this problemis attributed to the absence of
effective internal adm nistrative and accounting control policies and procedures
within the Corporation and poor investnent and nonitoring actions by AARCC

W noted several instances of apparent fraudulent activity, msuse of AARCC
funding, and extensive and significant msrepresentations by many of the
conpani es. We concluded that AARCC was aware of many of these problens, or
shoul d have been aware of these instances through its nmonitoring efforts. As a
result, AARCC and the Departnent have reduced assurance that taxpayers’ nonies
have been properly expended and investnents are properly protected.
Addi tional |y, because of these internal control weaknesses, we believe AARCC has
incurred unnecessary losses and will continue to do so until significant
corrective actions are taken. W estimated that 75 percent of AARCC s portfolio
was nonperformng to the extent that it has no val ue.

________________________________________________________________| Weninvestinginaproject, AAROCenterS
into an investnent agreenent requiring

FINDING NO. 1 the investee to conply wth certain

conditions. \Wile these agreenents are

) tailored to neet the specific needs of

GOVERNMENT'S FINANCIAL the project and AARCC, the investnent

INTERESTS HAVE NOT agr eenent general ly provi des t he
BEEN PROTECTED follow ng, at a m nimm

Detail s what the conpany and AARCC

. _______________________________________________________|
agree to do.

An agreenment that all projects/activities will be jointly
pl anned and conduct ed.

Details conditions, repaynents and equity hol di ngs i n exchange
for nonies.

USDA/ A G- A/ 37099- 1- FM Page 11



Requi res that the conpany nust obtain prior witten approval
for changes in budget of nore than 10 percent.

Requires that the conpany shall arrange for an annua
financial statenment audit.

Requires that the conpany retains ownership in patents,
i nventions, and copyrights.

Stipulates that i f nonconpl i ance has occurred, t he
programmatic contact will notify the conpany in witing of
nonconpl i ance and corrective action necessary.

During audit work at the 12 projects, we noted substanti al
nonconpl i ance with nany of the above requirenents. Nonconpliance
was not precluded by AARCC, in part, because its internal controls
were not adequate to identify such actions but al so because AARCC
management opted not to enforce critical provisions designed to
protect the Governnent. Due to the extensive nature of the
di scl osures, specific details of nonconpliances relating to each
site visited will be provided in separate correspondence. W al so
referred several of the investees to the Ofice of Inspector
General, Investigations. For exanple, we noted:

potentially fraudul ent use of Governnent funds,

potential violations of anti-fraud provisions of the
Securities Acts of 1933 and 1934,

overal | nonconpliance with the AARCC i nvest nent agreenent for
many of the investnents reviewed, and

a conflict of interest involving a current nmenber of the AARCC
Boar d.

M suse of AARCC Funds

W noted that 9 of the 11 conpanies visited (one with AARCC s
approval) had inappropriately used AARCC funding as stipulated in
t he signed agreenent. Two of these conpanies may be in violation of
the Securities Acts of 1933 and 1934 because of the significance of
their m srepresentations. The anti-fraud provisions of these Acts
apply to all conpani es whether an offering is exenpt or registered.

Various provisions in the securities statutes nake it illegal to
make a m sstatement or omission of a material fact in connection
with an offering. We believe these nisrepresentations were

i ntentional because of the nmagnitude of the m sstatenents. Sone
exanpl es of the problens noted foll ow
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Conpany A, has received over $2.6 million in AARCC fi nanci ng,
since August 1993, to develop a state-of-the-art system to
conmerci al i ze new structural panels made fromkenaf® and ot her
agricultural and forestry materials. To date, sal es have been
insufficient toallowa returnto AARCC. Conpany A has ceased
producti on.

Qur review disclosed that the conpany consistently
m srepresented its use of AARCC funds. It paid excessive
conpensation and fringe benefits to its officers, and failed
to nmeet its cost and production projections. For example, the
conpany projected it would take about 9 nonths and cost about
$1.7 mllion to enter into production; it actually took 18
nont hs and cost about $4 nmillion. For the second year of
producti on, the conpany projected Net |nconme Before Tax of
over $7.4 million; the conpany actually experienced Net Loss
Before Tax in excess of $2.4 nmillion. W also noted that
actual expenses consistently exceeded budgeted expenses as
shown in the follow ng table:

Fi scal Year Budget ed Expenses Act ual Expenses ©
$1.5 million $2.0 million
$1.6 million $5.4 million
$2.7 mllion $5.7 mllion
$3.3 mllion $7.2 mllion

We attributed the differences, in part, to the foll ow ng:

Excessive salaries, rents, fringe benefits and trave
costs were found. For exanple, we noted where the
conpany paid salaries to its nmanagenment approxi mately 3
ti mes hi gher than was provided in the budget submtted
to AARCC. During the period 1994 through 1997, the
conpany budgeted sal aries for its officers totaling over
$1.6 mllion; actual salaries paid totaled over $5.8
mllion (a difference of over $4.2 mllion).

5 Kenaf is a biodegradable, environnentally friendly alternative fibre crop that has been
researched by USDA for over 50 years. |t can replace or augnent the traditional uses of trees and
fossil fuels in many instances.

6 Up until

April

1996, Conpany A was required to obtain witten consent from AARCC when act ual

expenses exceeded budgeted by nore than 10 percent.
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During our site visit, we found that the controller had
enbezzl ed funds, including AARCC funding, in excess of
$70,000. The incident is under police investigation.

W not ed where $510, 000 of AARCC fundi ng was to be used
to purchase equipnent. Al t hough the equipnent was
purchased, the conpany imediately sold the equi pnent
and entered into an agreenent to |ease back the
equi pnment. The conpany is currently in default on the
| ease paynents.

The conpany obtained the technology for its AARCC
project from the Agricultural Research Service (ARS)
through an Intellectual Property License. The license
provides that, "This |license shall not be transferred or
assigned by Licensee to any party other than a successor
or assignee of the entire business interest of the
Li censee relating to the invention." During the period
1993 through 1998, the conpany has made at |east
$112,000 in royalty paynents to USDA. W found,
however, that the conpany had sublicensed these rights,
for a fee, to three of its shareholders to narket the
product in foreign countries. For exanple, a private
investor paid $1.1 nmillion plus an equity investnment of
$700,000 for the Japanese rights. The agreenent
requires that sublicenses be subject to prior approval
by the licensor. W found no docunentation that this
approval had been obtained and the royalty rights of
USDA pr ot ect ed.

We attributed these problens to insufficient and ineffective
nonitoring efforts by AARCC. According to conpany officials
AARCC has had a representative at Board neetings for the | ast
year and a hal f, but only as an observer. AARCCvisits to the
conpany did not include reviews of conpany records, or other
det ai |l ed anal yses.

. In August 1995, Conpany B entered into a venture capital
agreenent with AARCC for $450, 000 to devel op, manufacture, and
mar ket headbands. In return, AARCC received a 10 percent
equity interest in the conpany as well as royalty rights on
sal es of the AARCC sponsored product (headbands).

The agreenent was nmade with the expectation that the conpany
had the commercial processing technology to nanufacture
headbands. Al so, the company represented that there were
buyers interested in purchasing headbands, and that a full
scal e comrerci al manuf acturi ng and mar ket i ng busi ness coul d be
realized. However, i mediately after receiving AARCC f undi ng,
t he conpany concl uded that no narket for the headbands
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existed. It decided to produce incontinence pads in |ieu of
t he headbands and began conmercial operations for the pads
about Cctober 1996. Since the incontinence pads were not part
of the signed agreenent, their sal es have not been subject to
royalty paynments for the last 3 years.

M srepresent ati ons nade t o AARCC duri ng t he proposal phase nay
al so violate anti-fraud provisions of the Securities Acts of
1933 and 1934. M srepresentations of a product’s |ikelihood
of success is one exanple of a material msstatenent of fact
which applies to the conpany. The conpany’s proposal for
fundi ng i ncl uded profornma financi al statenents which esti mated
headband sales at $2.4 million in 1995, $6.8 mllion in 1996,
$10.0 million in 1997, and $11.4 million in 1998. As stated
above, the conpany never attenpted to produce headbands for
sal e.

Conpany B also represented that it intended to devel op
manuf act ure, and mar ket sweat bands usi ng starch/ pl asti c/ conmbed
with fibers, starch absorbents and rayon/cotton. We noted
that the raw material wused in the production of the
i nconti nence pads was prinmarily wood pul p. 1n addition, about
70 percent of the rawmateri al used was from Canadi an sources.

We found that AARCC s nmonitoring efforts for this investee
were insufficient. AARCC perforned only one nmonitoring visit
bet ween August 1995 and April 1999. During that visit, which
occurred in 1997, AARCC first |earned that the conpany had
abandoned t he production of headbands. Since that tinme, AARCC
has attenpted to renegotiate the agreenment with the conpany
wi t hout success.

Had AARCC been nore vigilant in its nonitoring efforts, the
Corporation would have been aware of the conpany’'s
nonper f ormance as wel |l as their usage of Canadi an agri cul tural
materials in production. In addition, AARCC took no |ega
action to assure the Government’'s financial position was
protected after it became aware of this inproper activity.
Qur review disclosed that the conpany sales of incontinent
pads are approxi mately $80, 000 per nonth, usi ng AARCC fi nanced
equi pnent . Almost 4 years after the inception of the
agreement, AARCC has received no return on its investnment.

. During Cctober 1993, AARCC entered into a repayable
cooperative agreement for $715,000 with Conpany C to
comercialize oil absorbents from low grade wool. AARCC s
noney was used to finance 50 percent of the cost of production
equi pnent . During our audit, we found that the Governnent
financed production line was being used alnpbst solely to
manuf act ure non- AARCC sponsored products. |f AARCC were to
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receive its royalty repaynent based on the sales of all
products fromthat [ine, instead of the production of the wool
based product, it would have earned in excess of $1 mllion
during the tine period 1995 through 1998. |Instead, AARCC has
received just over $5, 000.

AARCC s ineffective nmonitoring and enforcenment procedures
allowed this condition to exist for the past 6 years. Qur
audit disclosed that AARCC was aware of the misuse of
Government funded equi pnent as early as Decenber 1996. At
that tine, AARCC and t he conpany renegoti ated the agreenment to
allow for royalty paynents for sales of wool-based itemns
manuf actured on Conpany C s other production lines. The
amended agreenment has provided only a nominal return on
i nvestment to AARCC AARCC has taken no legal actions to
ensure conpliance with the AARCC agreenent.

AARCC' s investrment in this conpany was nade over the
obj ections of an i ndependent busi ness revi ewer who noted that
t he pre-proposal was based on linmted research and that there
was a linmted market for environnental use of this product.’
W bel i eve that the i ndependent reviewer’s concerns have been
validated. AARCC files contain no explanation as to why the
war ni ngs of the i ndependent busi ness revi ewer were not heeded.

In March 1997, Conpany D and AARCC entered into a venture
capi tal agreenent for $400,000. |In January 1998, AARCC al so
agreed to guarantee a $500,000 line of credit. |n Septenber
1998, AARCC paid the bank the $500, 000 guarantee because the
conpany was unable to mmintain an adequate debt to equity
rati o, thereby defaulting on the terns of the line of credit.
The conpany received the funding to develop a nmarket for oi
absorbents derived fromcotton. However, the conpany failed
to use a large portion of AARCC venture capital funds for the
pur poses outlined in the agreenent. Instead, the conpany used
AARCC funds to repay debts incurred prior to the inception of
the venture capital agreenent. As a result, over $258, 000 was
not used to contribute to the manufacturing and narketing of
oil absorbent product, as required by AARCC. We also
det erm ned that AARCC did not require the conpany to natch the
$500, 000 fol I ow on investnent.

Gven the current financial position of this conpany, we
seriously question the ability of this conpany to function as
a goi ng concern

7 The pre-proposal is subject to reviews by three outside independent reviewers and AARCC staff.
The i ndependent reviews consi st of business, technical and general (managenent) reviews. The AARCC
Board then evaluates the findings of the reviewers and determ nes which project nerit further

consi derati on.
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. W noted two other investees, Conpanies G and K that used
AARCC funding to pay down existing debt of their owners
Company G used $586,000 of AARCC s approximate $1 mllion
i nvestnment to pay off bank | oans incurred prior to receiving
AARCC f unds. The AARCC agreenent prohibited this because it
was structured to advance funds for future expenses and not to
provide for the rei mbursenent of prior debts. This conpany is
in serious financial difficulty, and has ceased plans for the
production of the product.

Conmpany K used about $344, 000 of AARCC s approxi mate $450, 000
i nvest nent to pay down exi sting debt to a rel ated conpany t hat
was owned by one of the partners of Conpany K. Correspondence
bet ween AARCC and t he conpany i ndi cated t hat AARCC approved of
t he conpany’s use of funds to satisfy prior debts because "it
was just bookkeeping." This conpany is now out of business
and, in effect, this transaction allowed the conpany to use
AARCC funding to repay the partner for his prior investnent
before shutting down operations.

. During Septenmber 1994, AARCC entered into a repayable
cooperative agreenment with Conpany E for $235,000 to be used
to market biodiesel, a fuel produced from vegetable oils or
animal fat and other products nade from esterified oils.
These funds were deposited into three different bank accounts.
Only Iimted sal es of the biodi esel product were realized. In
March 1997, the original agreement was anended to change al
references from Conpany E to its parent conpany, a wholly-
owned Canadi an corporation. |In effect, AARCC s i nvestnent was
in a wholly-owned foreign corporation

The budget submitted to AARCC required Conpany E to use the
funds, including $235,000 i n matchi ng funds, for expenditures
related to trade shows, direct narketing, advertising,
shi ppi ng, denonstrations and testing. At our request, the
conpany provided a spreadsheet detailing the use of the
$470, 000 in AARCC and matching funds. W noted significant
di screpancies. For exanple, a consulting firmwas |isted as
an expense on the spreadsheet for about $90,000. Conpany E
clai med that $45,000 of AARCC funds and $45,000 of matching
funds were used to pay consulting fees. The conpany provided
"invoices" from the firm However, we contacted the
consul ting firmwho advi sed they have never received paynent.
Therefore, we believe the reported usage of the $45, 000 of
AARCC funds is incorrect.

Anot her error noted in the reported use of funds was sal ary.
Per the conpany, $182, 000 of the AARCC and nat chi ng funds were
used for salaries. Qur review disclosed, however, that only
$90, 000 was actually paid during this time period. According
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to the president’'s W2, he only received about $1,000 in
salary during this time period. However, we noted checks
totaling about $106,000 that had been witten to him He
later clained that these were for salary and consulting
services. However, these paynents were not supported and had
not been reported to the Internal Revenue Service. Thi s
conpany i s experiencing severe financial difficulties and we
guestion its ability to continue to function as a going
concern

Questionable Related Party Transactions

We noted nunerous instances of highly questionable and potentially
fraudulent related party transactions. W noted that seven
conpani es used AARCC funds to pay adm nistrative and ot her expenses
to non- AARCC affiliated conpanies. This activity would have been
identified and reported had AARCC obtained audited financial
statenments as required inits investnment agreenments. W reconmended
in our previous financial statenent audit that AARCC enforce this
requi renent. However, AARCC has not indicated that it iswillingto
do so. Details follow.

. At Conpany F, about two thirds of AARCC s approxi mate $606, 000
i nvestnment, was used to pay consulting fees to a conpany
operated by Conpany F' s president. In effect, the conpany
president paid hinself for consulting services using AARCC
funds. The conpany is currently indebted to AARCC for nore
than $1 mllion. The conpany does not have sufficient funds
to pay AARCC and is currently attenpting to relocate its
operations to Iceland and South Africa. In effect, the
conpany is out of business.

. For Conmpany B, there were nunerous transactions between the
conpany and a related conpany. The related conpany is owned
by the Chief Executive Oficer of the AARCC funded conpany and
is co-located on the sane prem ses. Conpany B rents the
bui | di ng wher e manuf acturi ng operati ons are conducted fromt he
rel ated conpany for $6,000 per nonth for about 60 percent of
the building. The related conpany, in turn, pays about half
that anount to the Conpany B's owner for rent of the entire
bui | di ng.

. For Company E, we were provided bank statenents and/or
cancel led checks relating to seven conpanies to support
expenditures. The seven conpanies are subsidiaries of their
"parent," a Canadi an hol di ng corporation. W noted that funds
were frequently transferred between the conpani es’ accounts
wi th no expl anati on or support for the expenses. The |ast two
draw downs of AARCC funds, totaling over $50,000, were
deposited directly into the bank account of one of the
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rel ated conpani es and we were unable to verify if the use of
t hese funds was appropriate.

I nvestees Failed To Contri bute Mt chi ng Funds

W noted where eight conpanies failed to invest matching funds
totaling close to $3 mllion, as required by | egislation. W found
that AARCC had no effective process to assure that natching funds
were contributed by conpanies, and that, in sonme instances, AARCC

was aware of this serious breach of the agreement. W also noted
t hat AARCC awar ded addi ti onal funding wi thout requiring the conpany
to conplete its previous matching requirenents. The matching

requirenment is set by lawin the FAIR Act of 1990 and the FACT Act
of 1996 and is a critical requirenent which helps to ensure that
AARCC investees have a vested interest in the success of the
conpany.

Venture capital investment firnms contacted during this audit also
enphasi zed the critical need for conpanies to match investnents.
They noted that this requirenent is one of the single nost critica
aspects of assuring success of a venture capital conpany. Exanples
of the problenms noted foll ow

The AARCC agreenent required that Conpany B invest at |east
$350, 000 cash and over $1 mllion of in-kind contributions
(buil di ng, | aboratory, support services, etc.) to the project.
We found that the conpany did not contribute the $350,000 to
the project or make the $1 million in-kind contributions.

Conpany G attenpted to match the initial $500,000 AARCC
funding by not drawing its owner’s $160,000 annual salary.
However, the salary was nerely deferred and reported as a
payabl e due to the conpany official. Since the president wll
be paid for his services in the future, this deferred salary
cannot be counted towards the matching requirenent. The
second $500, 000 i n AARCC fundi ng provi ded i n Novenber 1997 was
to be matched through an $11 mIlion bond i ssue. However, the
bond issue was not obtained and matching was again not
provi ded.

ARCC took no action to enforce this critical requirement when it
noted that matchi ng had not taken place.

Conpani es Are Not Submitting Annual Audited Financial Statenents

Nine of the conpanies did not subnit annual audited financial
statements to AARCC, a breach of their agreement wth AARCC
W thout audited statenents, AARCC does not have reasonabl e assurance
as to the financial position and results of operations of its
i nvest ee conpani es. Enforcenent of the audited financial statenent
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requirenent is critical to allow AARCC to effectively nonitor its
i nvest ment s. Generally accepted Governnment auditing standards
audits which are required by |legislation, woul d  provide
substantiated reporting on the appropriate use of Governnent funds.
AARCC would also be nmde aware of budget overruns, natching
violations, royalties in arrears, related party transactions and
i nvestees on the verge of failure if annual financial statenent
audits were perforned, submtted to AARCC, and properly anal yzed by
AARCC. As noted above, AARCC is not willing to enforce this
requi renent.

G ants Awarded Non- Conpetitively

The grants we revi ewed for Conmpany Hwere not awarded conpetitively,
a violation of the FACT and FAIR Acts. W found that grant
requi renents were al so not foll owed by the grantee. The conpany did
not maintain sufficient records to show what work was actually
performed for AARCC. These grants al so have resulted in no tangible
benefit to AARCC or its investees. In addition, AARCC awarded
funding to two other AARCC i nvestees so that those conpanies could
retain the services of Conpany H  One conpany declined to use the
grantee’'s service and the other conmpany reported its "severe
di sappoi ntment with the lack of results"” from using Conpany H.

Viol ati ons of Departnental Regul ation 1700-2

As shown above, AARCC knew that sone investees nay have inproperly
used AARCC funds. However, none of these instances were referred by
AARCC staff to the Inspector General for possible investigation.
This violates Departnental Regulation 1700-2 which requires USDA
enpl oyees to "pronptly report to OG or proper officials any
i nstances of known or suspected violations or irregularities in USDA
prograns...". Exampl es fol | ow

AARCC files contained a letter dated April 22, 1998, from a
di rector of Conpany A al erting sharehol ders to the "di sastrous
stewardship of this conpany" by the conpany’'s president.
AARCC did not refer this matter to O G

AARCC received two el ectronic nails, dated June 30, 1998, and
July 7, 1998, detailing concerns about Conpany G s use of
Governnent funding. Qur reviewconfirmed the validity of the
communi cat ed concerns. The matter was not referred to OG

AARCC' s Due Diligence Committee nminutes, dated January 30,
1998, discussed potential inproprieties comritted by the
former AARCC Executive Director. The m nutes docunented
potential infractions because the forner enployee was
contracting with AARCC investees for consulting services
within 1 year of resigning his position. AARCC s actions were
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limted to contacting the conpany and advising it to cease its
dealing with the forner enployee. AARCC failed to report the
matter to A G

RECOMMENDATIONS

1.

Di scontinue nmaking further investnments until the naterial
weaknesses noted in this report and O G Audit Report
No. 37401-2-FM are substantially corrected.

Take immedi ate actions, including all necessary civil |egal
action, to force investees to abide by their investnent
agr eenent .

Take immedi ate actions to protect the Governnent’s interest
and renedy the specific problens noted in this report and
subsequent correspondence.

Coordi nate all planned actions with O G to assure no planned
actions inpact potential O G investigative activity.

Contract with financial and venture capital experts to assi st
in resolving the managenent problens within the Corporation
and to obtain the narket val ue of each of AARCC s investnents.

Devel op a conprehensive and targeted investee nonitoring
process and checkli st based upon analysis of our
recomendat i ons, and require onsite noni tors to
conprehensively docunment their visits, conclusions, and
recomendat i ons.

Assure that AARCC officials are nmenbers of the investees’
Board of Directors including positions on the audit and
conpensati on conmittees.

Devel op an exit strategy for the conpanies identified in this
report who have ceased production or are in serious financial
trouble to assure the Governnment’'s funds are adequately
pr ot ect ed.

Develop controls to assure that DR 1700-2 is adhered to by
AARCC personnel . Provide periodic trainingto AARCC personnel
to assure adherence to this regul ation, including the referral
to OGfor any condition noted that requires additional audit
and/ or investigation.
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10.

11.

12.

13.

14.

15.

Moni tor conpliance with investees’ adherence to project’s
obj ecti ves.

Contract with appropriate experts to performboth file and on-
site reviews to ascertain whether serious problens exist with
all other AARCC investnents.

Collect royalties and other nonies due from the conpanies
identified in this report.

Disallow and collect back from the investees any budget
changes in excess of 10 percent that were not approved by
AARCC.

Coordinate with ARS on the actions necessary to enforce the
licensing agreenment requirenents for the investee cited in
this report.

Advi se all investees, inwiting, of the requirenent to obtain
AARCC approval of the 10 percent variance of budgeted with
actual requirenent and the potential penalties if not adhered
to.
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Our review of the operations at 11
FINDING NO. 2 judgmental |y sel ected AARCC

investees and 1 grantee discl osed
no substantive evidence that the

RESULTS INDICATE AARCC HAS AARCC funded activity resulted in
FAILED TO ACCOMPLISH ITS J ob creation in rural areas or
expansion of agricultural markets

MISSION on any material basis. There were

no jobs created at 5 locations; a
EEEEE————————————————————————  (eCT ease of 19 jobs at 3 | ocati ons;
and only 1 job was created at 1
conpany. However, the AARCC sponsored product only represents about
20 percent of this company’s operations. The jobs created at the 2
remai ning | ocations were not as a result of the AARCC project.

In addition, of the 11 conpanies visited, 4 have ceased operations
and 5 are experiencing serious financial difficulties, and the
remaining 2 are, in effect, not producing the AARCC sponsored
product.

According to the FACT Act of 1990, AARCC s Board of Directors nmay
sel ect a research, devel opnent, or denobnstration project to receive
a grant, contract, or cooperative agreenent based on the |ikelihood
that the project will result in creating or inproving economnically
vi able conmercial non-food, non-feed products, applications,
processes, or technol ogi es that involve the use of raw or processed
agricultural commodities. According to the law, the criteria to be
consi dered include the follow ng:

(1) devel oping technologies that mnmke it possible to use
agricultural commodities to provide a viable quantity of new
non-f ood, non-feed products,

(2) the potential narket size of the new non-food, non-feed
product and the potential for job creation in an econonically
di stressed rural area,

(3) the anticipated State or local private participation

(4) the likely inpact on reducing Federal crop subsidies,

(5) the likely positive inpact on resource conservation and the
envi ronnent, and

(6) the likely positive effect of hel ping fam |y-sized farners and
rural communities.

For the 11 investnents reviewed, (we excluded the grant fromthis
anal yses since its purpose was to expand markets), we determ ned
whet her the investnent net the criteriaincluded in the |legislation.
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The chart bel ow details the data obtai ned during our

audit of the

conpani es.
Was There
Did the Project Was A
Hel p Devel op Were New State or Was There A Was There A Posi tive
Technol ogi es To Jobs Local Reducti on Posi tive Ef fect on
Provi de New Non- Creat ed Private I'n Federal | mpact on Far mer s
food, Non-feed in Rural Fundi ng Crop Conservation or Rural
Conpany Products 8 Ar eas Provi ded Subsi di es Resour ces Ar eas
A NO NO YES NO NO NO
B NO NO YES'? NO NO NO
C YES!® NC YES NO NO NO
D YES™ NO YES'? NO NO NO
E YES' NO NO NO NO NO
F YES' NO YES'? NO NO NO
G YES' NO NO'2 NO NO NO
[ NO NO YES'? NO NO NO
J NO NO NO!2 NO NO NO
K NO NO NO'2 NO NO NO
L YES' TBD" YES'? NO TBD" TBD"

Job Creation Goal Not Mt

AARCC identified job creation in rural areas as one of its
performance measures under the CGovernnent Perfornmance and Results
Act. Inthe overviewof its fiscal year 1997 financial statenents,

AARCC cl ai med that one of its goals is to create 10,000 jobs by the

8 These headings correspond to the criteria to be considered when selecting

i nvest nents.

®  Some job growth occurred, but not as a result of AARCC sponsored project.

10 less than 2 percent of sales activity was attributed to AARCC sponsored project.

1 Technol ogy was devel oped but has yet to be successfully narketed.

12 Company failed to neet matching requirenents.

13 TBD - Results are uncertain at this tine.
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year 2002. As part of our audit, we reviewed the 11 investees’
operations to deternine the nunber of jobs that had been created as
a result of the AARCC s involvenent in the projects.

In order to determ ne whet her AARCC was nmaki ng progress in attaining
this critical goal, we obtained evidence fromthe investees as to
enpl oyrment | evel s prior to AARCC s i nvest nent and current enpl oynent
| evel s. We also conpared current enploynent levels to the job
creation data provided by the conpanies in their pre-proposals to
obt ai n AARCC funding. The follow ng table summarizes the results of

our tests:
ESTI MATED JOBS
NO. OF JOBS BY 1999 AS
PRI OR TO AARCC NO. OF JOBS NO. OF JOBS REPORTED TO
COVPANY FUNDI NG AS OF 1999 CREATED AARCC
A 7 7 0 222
B 6 13 7 41
C 233 293 60 100
D 18 12 (6) 13
E 9 1 (8) 2050
= 0 0 0 49
G 2 2 0 83
| 0 0 0 11
J 2 3 1 7
K 5 0 (5) NO DATA
L 4 4 0 17

The only three conpani es whi ch showed any positive job creation are
Conpanies B, Cand J. Both Conpanies B and C are in serious breach
of the AARCC agreenment by producing prinarily non- AARCC products.
Conpany J resulted in the creation of one job; however, the AARCC
product only represents about 20 percent of its operations.
Therefore, for these investees, we concluded that the AARCC program
was not responsible for any neaningful job creation. Overal |,
AARCC s $8 m |l lion investment (which represents nore than 21 percent
of all AARCC investments) in these 11 conpanies, over a 6-year
period, resulted in fewer jobs than before AARCC s invol venent.
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| ncreased Usage of Agricultural Products Insignificant

We noted dem nim s usage of agricultural products. As noted above,
of the 11 conpanies visited, 4 have ceased operations, 5 are
experiencing serious financial difficultieswithIlinited production,
and the remmining 2 are, in effect, not producing the AARCC
sponsored product. None of the conpani es have approached esti mat ed
usage of agricultural materials provided to AARCC in their
proposal s. For exanple, Conmpany C estimated usage of 30 million
pounds of raw wool annually; the conpany actually has used an
aver age of about 15,000 pounds. Conpany | estinmated annual usage of
2.4 mllion pounds of corn husks annually. However, production has
ceased at the conpany. Conpany G estimated that it would use 24
mllion board feet of |ow grade hardwood; however, no production
occurred.

Al t hough Conpany B received $452,000 in Governnent funds, we noted
that its purchases are benefiting foreign agricultural nmarkets nore
than U S. agricultural markets. The conpany has obtained about
70 percent of its raw agricultural materials fromCanada for use in
producti on. Review of the investnment file maintained by AARCC gi ves
no indication that AARCC was aware of this condition. Conpany A
represented to AARCC that it would use kenaf in its product.

I nstead, the conpany has used recycled cardboard. Furt her nor e,
AARCC was aware of this fact, yet continued to invest heavily in
Company A.

L |
RECOMMENDATIONS

16. Require investees, as part of their audited financial
statenents, to report on the benefits derived, as noted in the
FAIR Act, on the AARCC investment.

17. Anal yze each AARCC investnent to deternmine the benefits
derived from AARCC funding. Develop investee specific plans
to assure the nmaxi num benefit from Governnent invested funds
are achi eved.

18. Revise AARCC s Overview and Supplenmental Information and
Budgetary Notes to accurately di scl ose the benefits identified
i n Recomrendation No. 16.
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CHAPTER 2 - AARCC’S OPERATIONS WOULD BENEFIT BY EMPLOYING BEST
PRACTICES

AARCC s i nvesting and noni tori ng

processes are ineffective and frequently
FINDING NO. 3 result in the investnment of Governnent
funds in a conpany with little chance of
success. Addi tionally, subsequent
actions by the conpany frequently pl aced
the Government’'s investnent at risk. W noted where AARCC coul d
benefit by enpl oyi ng "best practices" for researchi ng and nmonitoring
i nvestments, as inplenmented by other National, State and private
venture capital investment firns. As noted in our financial
statenment audit report, we believe that at |east 75 percent of
AARCC s investnents totaling over $27 nillion are at risk. Al though
all venture capital conpanies have high risk, much of AARCC s high
ri sk occurs sinply because its procedures fall significantly short
of the procedures inplenented by other venture capital conpanies.

We conpared the oversight procedures inplenented by other Federal
State, and private venture capital investnent firms to the
procedures inplenented by AARCC. W interviewed individuals from
t he National Venture Capital Association, the Director of SBA's SBIC
Operations, an associate professor of Business Adninistration from
Harvard University, and nunerous other State and private venture
capi tal managers and inforned personnel

W also obtained a report from the Legislative Division of Post
Audit of the State of Kansas entitled, "Reviewing the State’'s
Investment in Venture Capital." The State auditors conpleted a
performance audit on the Kansas Techni cal Enterprise Corporation and
i ssued the report in January 1998. The auditors surveyed publicly
funded venture capital firms fromnine other States. |In addition

we surveyed four publicly financed venture capital conpanies in
order to conpare their internal control structure with the interna

control structure at AARCC. The conpani es provided information on
operating procedures regarding due diligence, nonitoring, and
repaynent structures. The significant disparities noted between
t hese conpani es and AARCC operations incl ude:

The due diligence process perforned prior to approval of the
i nvest nrent was nmuch nore intensive than AARCC s. Background
i nvestigations were nore extensive and included a thorough
assessnent of nanagenment’s capabilities.

Annual audited financial statenments were usually required.
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Timely financial reports were required and obtai ned (quarterly
and/ or nonthly) and thorough reviews of the entity’ s budgets
wer e perforned.

Stronger controls over a breach of contract were enforced
Breaches of contract were not tolerated, and | egal action was
t aken when necessary.

One typical response was received from a State sponsored venture
capital corporation which shows the substantial differences in the

operating procedures enployed by it and AARCC The State
corporation perforns the follow ng due diligence prior to naking an
i nvest ment :

An investnent analyst assigned to a venture prepares an
extensive investnent report covering the product, narket,
managenment, and financial aspects of the investnent. The
report with appendices will often run 40-50 pages. The
i nvest nent anal yst will normally spend between 60-100 hours in
researchi ng and preparing the report. AARCC uses independent
experts; however, ignored their recomrendation to reject the
proposal for 2 of the 11 investees revi ewed.

Credit checks, background investigations and references are
obtained for potential investees. The investnment analyst
pursues not only direct references but al so i ndirect business
and personal references identified in the due diligence
process. AARCC has only recently started to perform credit
checks and we not ed i nsufficient background i nvestigati ons and
ref erence checks.

Prior to the board neeting at which the staff plans to
recomend an investnment, an officer of the Corporation and a
menber of the Board will visit the company. This visit is
designed to resolve any questions or concerns raised in the
i nvest nent analyst’s report. We noted that AARCC approved
i nvestments wi thout perform ng due diligence and site visits,
or approved investnents in conflict with independent expert
reconmendat i ons.

I nvest nent anal ysts have full access to conpany records which
enabl es the analyst to have a cl ear understanding of how the
funds are being utilized and what nodifications to the use of
funds m ght be necessary. W noted no sinilar analyses in the
AARCC files we reviewed.

Investments are nmde conditional wupon the contenporaneous
cl osi ng of coinvestnent including capital fromthe principles
of the conpany. AARCC takes no actions to ensure
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coi nvestnents are nmade. W noted that 8 of the 11 conpanies
visited did not contribute the required matching capital

Annual audited financial statenments are generally required
frominvestees. The AARCC agreenent requires annual audited
financial statements, but AARCC does not enforce the
requi renent.

I nvestees are required to provide unaudited nonthly financi al
statenents and annual budgets. AARCC requires sem annual
reports but, does not enforce the requirenent.

When naterial breaches of contract occur, the venture capita
firm will attenpt to negotiate a nutually acceptable
nodi fi cation. If that fails, it wll take legal action
agai nst the conpany. W noted that AARCC has not initiated
| egal action agai nst conpani es where there have been serious
breaches of contract.

The O fice of Inspector CGeneral for SBA, published an Inspection
Report on SBA's Snml| Business I|Investnment Conpanies’ (SBIC) Best
Practices in August 1994.' Qur review of the report disclosed the
followi ng characteristics, that marked a financially successful
SBIC, which were lacking or needed inprovenrent in AARCC s
operations.

SBA SBIC s use a systematic approach to identify, evaluate,
and structure deals; closely nmonitor the financial health of
their investment portfolios through regular reviews of their
i nvestees’ financial and operational records; and rigorously
follow up on | ate paynents.

SBA SBIC s use a rigorous |oan approval process to assure
credi tworthiness before authorizing fundi ng.

Profitable SBIC s have explicit strategi es and adhere cl osely
to themto mnimze risk.

SBA SBI C s use a systematic process for eval uating i nvest nent
opportunities. Detailed anal yses focusing on the conpany’s
managenent, business plan, and financial records are
per f or med.

1w nspection of SBIC Best Practices," dated August 1994, Report No. 94-08-002, Ofice of |nspector
General, U S. Small Business Administration
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SBA SBI C' s performreference checks with suppliers, customners,
and i ndustry contacts to assess the integrity and reliability
of the investees’ managenment. Credit checks are performed to
assess paynent history and legal reviews are conducted to
determ ne such matters as patent rights.

For nost investees, SBA SBIC s perform at |east one of the
following: (1) Conduct site visits and neet regularly wth
managenent, (2) review nonthly financial statenents, annua

busi ness pl ans, and annual audits, and (3) performquarterly
anal yses of the conposition of their portfolios. In addition

when a conpany experiences problens, the nonitoring efforts
are accelerated by (1) requiring weekly reports and/or
neetings, (2) encouraging nore frequent neetings of the
conpany’s board of directors, and (3) in sone cases, requiring
dai ly neetings.

L |
RECOMMENDATIONS

19. Devel op a "Best Practices" nodel and nodi fy current procedures
to incorporate those practices.
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