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Good Morning Mr. Chairman, Senator Kerry and members of the Committee. Thank
you for inviting me {o festify this morning. | am proud to be accompanied today by
members of the U.S. Small Business Adminisiration’s management team. [t is their
hard work that makes SBA successful in meeting the neads of America’s small
businesses.

Record Small Business Growth and the Transformation of the SBA

The United Stales is enjoying one of the most robust economic growth periads inits
history. More than 22 million new jobs have been created in the United States since
1992, we have the lowest unemployment and inflation rates in decades, and
productivity gains from expanded use of technology have helped send the stock
market to new highs. Corporate profits and individual wealth have increased, creating
a Government surplus thatwas unthinkable a few years ago. Although not every
segment of society has shared equally in the fruits of this prolonged sconomic
expansion, the Uniled States economy is arguably the most robust in the world,
becoming more diversified, more global, and more technological,

The exiraardinary economic growth over the past decade has been fueled in large
part by growth in the small business seclor. There are now more than 25 million small
businasses in the United Siates, b million more than in 1880, and the most inthe U8,
aver. In fact, almost a quarter of U.S. households own a business, are starting a
business, or are investing in someohe 8lse's business,

According o research done by SBA's Office of Advocacy, small businesses -

» Represent 98 percent of all employers and 52 percent of the private workioree,
Empioy 38 percent of the private workers in the high technology field,

Provide virtually all the net new jobs;

Provide 51 percent of private sector output,

Provide 35 percent of all Federal contract dollars;

Reprasent 97 percent of all exporters, with the number of small business
exporiers doubling during the five year period from 1892 o 1997,

And pravide mora than half of all innovations.

L I I B B

The SBA was created nearly 50 years ago {0 ensure 2 strong and vibrant small
business sector. Many things have changed in the half-century, but our mission stays
the same ~ to help small businesses starl, grow and succeed. The Small Business
Act states, "It is the declared policy of the Congress that the Government should aid,
counsel, assist, and protect, inscfar as is possible, the interests of small
business....to maintain and strengthen the overall economy of the Nation,” Congress
understands that a vibrant small business sector is at the core of our economic
growth and o the extent that SBA furthers this economic growth, its support of small
business is in the best interest of every citizen,

The New SBA

SBA’s workforce and the way we deliver programs have changed dramatically in the
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past dacade, too. Since 1990, our inan portfolic has grown from $17.5 billion to about
$50 billion. At the same time the number of our emplovess has decreased 22 percent,

Mr. Chairman, there are still places in America where small firms have not fully
participated in the nation’s phenomenal economic recovery. We are commitied to
helping these new markels gain access o our programs and services. As a 'gap
lender” that is addressing imperfections in the private market system, SBA has
developed aggressive multi-year lending goals to guide our efforts. In addition, we will
continue to work in partnership with major businesses, civic and trade associations,
and local community groups to take advantage of their skills in reaching those small
firms that need the most help, A big part of our mission will be to draw these groups
into the mainstream of the American economy as envisioned in the Administration's
new markets sirategy.

Working closely with the Congress, SBA has recognized where the private sector
could perform our tasks more efficiently, and has contracted out or delegated those
activities. SBA is delegating graater authority than ever before to its lending partners.
This transition permits greater use of staff for community outreach and greater
attention 0 morg complicated loan malters. Most importantly, according to our
auditors, we are making the transition inn a manner thatl i3 financially safe and sound.

Improved Financial Management

SBA received a ¢lean opinion in its FY 1999 financial audit report, the highest rating
an entity can receive. This was the fourth year in a row SBA attained this rating. SBA
remains the only Federal credit agency to receive four clean opinions, As you know
we comipleted our first asset sale ast fall and enjoyed great success. We realized an
estimated $50 million premium over whatl SBA would have received had we hald the
loans to maturity. On August 1 we will hold our second sale closely followed by a third
irt December 2000,

Additicnally, since late FY 1987, SBA has taken the lead in the Federal government
o begin the implementation of an enhanced internal contral program using the
Committee of Sponsoring Organizations of the Treadway Commission (COSQ)
guidelines. The COSO program provides for a more rigorous levet of internal controt
awareness and processes than are currently required in the Federal Government,
These guidelinegs also are used by commercial banks and other large financial
organizations. 8BA is well on its way o fully implementing these guidelines, and has
committad to being fully COSO-certified by FY 2002 as part of its GPRA strategic
plan.

We are emphasizing the importance of improved internal controls and program
oversight. We are upgrading and modernizing our information systems, offering avery
smgll firm electronic access to our producis and services to extend our cutreach and
offer more customer-driven assistance. And we are transforming our workforce to
meei the challenges of the new knowledge-based economy.

We have Iaid out an aggressive agenda 1o improve our internal management i1 the
Pregident’s FY 2001 budget. We requested $13 million for systems modernization to
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improve our lender oversight, risk managemaent, and program evaluation activities; $7
million for information technology infrastructure support; and $4 million to train and
transform our workforcs. Funding these activities will help SBA address the
challenges the General Accounting Office is reperiing on today. Mr. Chairman, we
need your help and that of the other members of the Committee in supporting our
request for FY 2001. '

1t has been a period of astounding growth and change. And throughout, SBA, working

with this Committee, has adapted its products, its services and its operations {0
contribute 1o the overall growth and vibrancy of the small business sector. The
legislative structure of SBA's programs has changed sigrificantly in the past decade.
Dozens of changes in SBA’s programs have passed the Congress and been signed
into law.

Fair, Effective Oversight

Congress, the Executive Branch, and the American public are all looking for better
ways to assess the effectiveness of government programs and the value added by
our use of taxpayer resaurces. The Congress has passed several laws over the past
decads to provide a framework for measuring resulls:

in 1990, the Chief Financial Officer's Agt;

in 1992, the Credit Reform Act;

try 1993, the Government Parformance and Resulls Act:

try 1998, the Clinger-Cohen Act and the Federal Financial Management

improvement Act;

» in 1987, PL.105-135, SBA's Reauthorization Act, calling for the completion
of eight planning steps for 8BA’s Systerns Modernization initiative;

» in 1888, the Senate Governmental Affairs Committee, working together

with GAO and the Government’s Inspectors General, began monitoring

High-risk areas and major management challenges of every federal

agency. .

* % » @

Even before the commencement of the comprehensive assessment requested by you,
Mr. Chairman, GAQ was very active at our agency. Over the past year the GAC has
conductad or is in the process of conducting 41 audits or reviews of SBA programs
arxd processes, Beginning a year ago, in July of 1999, SBA began mesting with the
GAO staff about Information Technology, and in August of 1999 about human capital
and the 8(a) program. Currently, GAO has 20 open audits at SBA. During the fast
thres fiscal years, GAO has completed roughly 10 times more audits of SBA per FTE
than in the government as a whole. During this same pericd, GAQ has completed
roughly 25 times more audits of SBA per SBA’s budget appropriation dotllars than in
the government as a whole.

Mr. Chairman, the audit activity at SBA is not without an impact on the staff and
operations of aur agency. Since August of last year, we have kept records of the
documents requested for the comprehensive assessment. This is exclusive of the
many audit activities underway by our agency’s own Office of Inspector General (OIG)
and the oversight reviews requested by the Senate’s Committes on Governmenial
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Affairs and the MHouse Government Reform Commitlee; by the Senate and House
Smali Business Commillees; and by individual members of Congress.

Since last summer, SBA’s senior managers and their siaff ~ the same people
rasponsible for running 8BA’s programs day-to-day and sarving the public - have
spent thousands of hours working on these audits. In the past year SBA has provided
789 documents to the GAD or 25,338 pages of material. In the past year alone SBA
has spent approximately $180,000 providing information to the GAO,

Mr. Chairman, | believe in proper and prudent oversight. Whean | came before this
Committee for my confirmation, | stressed my commilment t¢ improving oversight at
the SBA. During my tenure we created the Office of Lender Qversight and completed
the first ever examination of all 14 Small Business Lending Companies. The second
round of examinations is nearing completion. Prior to 1888 only thres examinations
had been conducted,

In FY 1998, SBA fully implemented a comprehensive Preferred Lenders Program
{PLP) review process. All PLP lenders that made a Inan in FY 1888 or 1999 have
been reviewed. Currently, SBA is conducting its third round of reviews,

Because | feel so strongly that proper oversigiht is important, | met with GAO
Comptrolier General David Walker to discuss the comprehensive audit they were.
beginning. My senior staff - Deputy Administratar Fred Hochberg, Chief Operating
Officer Kris Marcy, and Chief Financial Officer Joe Loddo ~ joinad me at that mesting.
Mr. Walker's senior staff was also present, We wanted to understand the scope of
their planned body of work and the requirements for the compilation of data that
would be required of SBA staff,

| believe the success of government programs needs to be measured &t SBA interms
of SBA's mission, by the cusiomers we serve, and our accomplishmenis, | also
beligve thal oversight needs to be balanced and fair. The Government Performance
and Results Act (GPRA) provides g framework for doing this. Let me share sama of
our accomplishments with you.

Accomplishments on Behalf of America’s Small Businesses

+ Since 1992, the SBA has helped almost 375,000 small businesses get more
than $80 billion in loans, more than in the entire history of the agency before
1993. No other lender in this country - perhaps no other lender in the world -
has been responsible for as much smalt business financing as the SBA has
during that time.

.« Since 1958, SBA's veniure capital program has put almost $30 billion into the
hands of small business owners {o finance their growth, Well gver half of that
amount has been tnvested since 1992, in more than 13,000 businesses.

« Lastyear, the SBA approved $3.4 billion in loans to more than 12,000 minority-
owned businesses, three times the amount approved in 1982, The $3.4 billion
amounts to almost 28 percent of all SBA loan dollars last year, & record.

s Since 1892, the SBA has approved more than $18 billion in loans to nearly
83,000 minority-owned busingsses, more than double the amount recorded
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during the entire previous history of the Agency.

» Wae've reduced our staff level by 22 percent over the past decade, from just over
4,100 employees in 1880 to around 3,100 In 1999, At the same lime, we've
dramatically increased the size of our loan portfolio. In fact, from 19563 to 1993,
SBA's portfolio grew to $25 billion. From 1993 through 1989, the portfolio nearly
doubled-io about $50 billion,

+ Since 1994, more than 140 new Small Business Investmant Companies (SBICs)
have been licensed with initial private capital exceeding $2 billion, more than
the total private capital raised in the prior 35-year history of the program. Those
SBICs participated in an estimated 53 percent of alt instilutional venture capital
financing deals inthe U S, in FY 1999

« In addition to financial assistance, SBA offers business development services {0
between 800,000 and 1 million small businesses each year through the Small
Businass Development Centers (SBDCs), SCORE, Women's Business Centers
and others,

« At the beginning of the decade, ’ahe internet as we know it did not exist. Today,
SBA has an award winning webs te that offers entrepreneurs free online
businass planning and other valuable assistance. SBA's website raceives over
8 million hits per week.

« 3BA made more than 7,300 disaster business loans for more than $402 million
These loans have enabled businesses to rebuild, saving almost 35,200 jobs. in
addition, 8BA has made almost 28,000 home disaster loans for $534 million

« SBA just conducted its first sale of business loans o the private sector, and
realized an estimated 380 million premium over what SBA would have fazzetved
had we held the loans to maturity.

+ Cur ongoing systems modernization infliative will completely overhaul our
programmatic, financial and management sysiems, resulling in better data
coligction and greater ability to measure the impact of SBA's programs,

« 8BA represents less than 51001 of one percent of the federal budget and the

yearly taxes paid by just one of our sugcess stories, intel, more than pays the
costs of running the Agency's annual budget,

As we have noted above, SBA is a strong and vibrant advocate for America’s small
businesses. It is our mission and our goal to ansure that small businesses are
provided the opportunity to fairly compete in our free market system. Qur sconomy is
growing and expanding like no other in history, while federal agencies are raquired o
aperate more efficiently. Therefore, it is imperative that SBA reinvent iiself to ensure
that America's small businessas are able 1o succeed. We are confident that SBA is
properiy underiaking reasonahle and effective measures that ensure our mission,’

goals, and objectives in the 215 Century.

Now Mr. Chairman, 1 would liks to address the specific program areas that | was
nvited {0 {estify about.

The 8{a} Business Development Program
The History & Mission of the 8(a) Business Development Program

The 8(a) Business Development Program was created by the Congress to promote
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and assist socially and economically disadvantaged individuals in gaining access to
the resources necessary to develop small businesses, and thereby improve their -
ability to compete on an equal basis in the mainstream of the American economy.

. SBA fulfills this mission through national programs that provide marketing,
managerial, technical, and procurement assistance to eligible businesses that help
them achieve their competitive potential. These programs are managed at the
national level by the Office of Minority Enterprise Development, and delivered at the
local level through our network of district offices and resource partners.

Under Section 8(a) of the Small Business Act, SBA provides access to sole source
and limited competition Federal contract opportunities to eligible firms over a nine-
year program participation term. Since the inception of the 8(a)} program in 1968,
approximately 511,000 contract actions worth approximately $82.2 billion have been
made, While these figures represent a small percentage of total Federal procurement
actions and dollars, they still represent significant success in including targeted
businesses in the Federal market. This success has significantly enhanced
participants’ ability to compete in the commercial market.

Over its 31-year history, the 8(a} program has made it possible for many minority
entrepreneurs to enter the Federal marketplace. The program is not a government
"handout” or "giveaway."” It is a means by which qualified businesses have provided
goods and services that have met or exceeded market standards and agencies'
needs.,

. Protecting and Strengthening the 8(a) Program

Pursuant to the 1995 Supreme Counrt decision Adarand v Pena, SBA has taken
necessary and reasonable actions to ensure that the 8(a) business development
program is narrowly tailored to the developmental needs of small disadvantaged
businesses. In 1998, SBA issued regulatory changes to strengthen and improve the 8
{(a) program. These changes act as a check and balance of business development
opportunities, and therefore require SBA to monitor the contracting activity of 8(a)
firms. For example, SBA regulations require a specific business mix formula for firms
in the transitional stage of program activity, and provide for early graduation and sole
source limitations for very successful firms.

At the same, SBA is reinventing how 8(a) firms receive contracting business
development assistance. For example, SBA allows successful firms (either small or
large} to "partner” with new 8(a) firms through a méntor-protegé relationship. The new
regulations also increased small business access to federal contracting opportunities
by making it easier for firms to affiliate and compete for large contracts. In addition,
the changes provided for more equitable distribution of contracts by imposing
stronger competitive mix requirements and restrictions on sole source contracts,

In 1898, SBA took a major step in improving the program by delegating 8(a)
contracting authority to substantially all Federal acquisition agencies. This allowed
SBA to eliminate any unnecessary time-consuming district office intervention in the
acquisition process. By streamlining the 8(a) contracting process, we have made the
. program more timely and efficient, increasing its attractiveness as a contracting
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vehicla for procuring agencies,

While these changes to the B8{a) program were significant, other changes in Federal
procurement environment have made it easier for contracting officials to buy goods
and services more quickly and efficiently under a variety of new acquisition
mechanisms. Procurement reform has transformed the Federal government's $200
biltion a year acquisition system and dramatically changed the way the government
buys its goods and services, In today's dynamic procurement environment, as
agencies downsize due 10 budgel cuts and streamling procurement processes, we
have sean an increase in contract bundling and the use of Multiple Award Contracts,
Govermnment-Wide Acquisition Contracts {GWACs), Federal Supply Schedules, and
credit card purchases. Before [ discuss the steps we are taking to increase
opportunities for 8(a) firms, let me place levels of 8(a) contracting activity in
perspective. v

The totat value of Federal procurements has been relatively stable over the last
decade, increasing from $191.2 billion in FY 1880, 10 $198.8 billion in FY 1988, Inthe
same period, B(a) contract awards increased 81.5%, from $3.4 billion to $6.2 billion,
in relalive tsrms, 8(a) awards increased from 1.8 % of total procurements in FY 19%0,
to 3.1% in 1988, In the post acquisition reform environment, the impact of changes in
the marketplace upon 8{a)} firms becomes clear. For example, 8(a) awards declined
from $6.4 billion or 3.2% of total procurements of $197.6 billion in FY 1996, to $6.2
billion, or 3.1% of total procsurements in FY 1999,

We believe that providing contract assistance is an essentinl component of the
business development servicas that we provide o 8(g) firms. The GAQD survey
confirms this in finding that 86 percent of the firms joined tha program (o obtain 8(a)
contracts, while 22 percent joinad to learn more about management,

The SBA is taking steps to furiher improve the 8(a) program in order to increase
contracting opportunities for 8{a) firms. in June, SBA entered into a Memorandum of
Understanding with the General Services Administration (GSA) that allows for blanket
acceptance of the GSA’s Multiple Award Schedules Program under the 8(a} program.
This blanket acceptance provides for a streamlined approach for agencies to award
orders to 8(a)} firms under the schedules program. Agencies will aiso be allowed (o
take credit for orders to 8{a) firms towards their 8{a} goals This action, and cthers
like i, will increase 8(a} firms’ access to opportunities in Federal procurement.

We are aggressively marketing the 8(a) mentor-protégé program. Through this
program, B(a} firms can enter into strategic alliances that enable them to compete
more succassiully for larger requirements than they could on their own. To date, we
have approved 80 méntor-protegé agreements that will provide contracting
opportunities for 8(a) firms.

n addition to improving the 8{a) program, we are simplifying the application process.
Specifically, we are developing a combined 8&(a)/small disadvantaged business (S0B)
application to make it easier for firms o apply for the 8{a) and small disadvantaged
business programs. We plan to automate the application and include a decision
support modute that will allow for approval on-line over the Internet. This will be’
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implemenied in accordance with a stralegic information technology plan for our
procurament assistance programs thal we are now developing, as noted previously.

Tracking Assistance Provided to 8(a} Firms

The GAD report states that SBA remains unable to track technical assistance
provided (o firms, SBA developed and pilot tested a Business Assessment Tool (BAT)
in 1898 and 189%. The BAT is a software tool that includes a series of questions o
help district offices assess the technical assistance requirements of 8(a} firms in the
developmental stage. We are now assessing the outcome of the pilot test o
determine if the tocl should be used o determine business development
requirements, and to track the assistance provided o 8(a} firms. There is no question
on the part of GAO or SBA that we must make significant improvements in this area.

SBA is embarking on an agency-wide sysiems modernization iniliative {0 re-engineer
iis business processes to better servica its customers. We have begun the planning
for the re-gngineering of the syslems that support the 8(a) program, including the
naad 10 develop a system to track the assistance provided to our 8(a) firms. This is
part of Phase {li, which addresses entrepreneurial development and procurement
assigtance, i :

Measuring Program Performance

The GAQ notes that SBA changed its program performance goals for the 8(a)
program in its FY 2001 Annual Performarnce Plan to focus more on the business
development. The GAQ audit indicales that this is an outpud rather than an outcome
measure and is waaker than the previous measure. Up until the current performance
plan, SBA measured 8(a) program success solely in terms of the number of 8(a) firms
that continued business operation 3 years after leaving the program. It should be
understood that 18 U.S.C. § 838(j)(16)}(B)(ii) requires that we include such
information in an annual report to Congress. This requirement is codified in SBA's
regulations at 13 C.F.R 124.603, It is notable that in our FY 2000 Annug!
Performance Plan we had established a goal of 50% for this measure. In fact, we
realized a success rate of 52% for firms exiting the program in {he period FY 1897 -
FY 1999, and a rate of 63% for firms exiting the program in FY 1989. By statute and
regulation, we must continue to coltect and report this information, ’

With our FY 2001 Annual Performance Plan we have strengthened, not diluted, thé
tools by which we judge B(a) program success, We have added a second measure {0
focus on business development. We also define program success as the number of 8
{a} firms that complets the S-year program lerm and receive business development
assistance, including both management and contracting assistance. The two
measures, ona dictated by statule and regulations, the other included in our Annual
Performance Plan, when taken together, will help us better assess the overall 8(a)
program performance,

Reassess Use of 7(j) Funding

Under section 7(j) Management and Technical Assistance Program, SBA provides
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management and technical assistance to socially and economically disadvantaged
individuals and businesses, both 8(a) and non-8 {a); in areas of high unemployment
or in areas with a high concentration of low-income individuals. Participants inthe 8
{@) program comprise the largest percentage of 7{j) program users. SBA awards
cooperative agreements to both public and private organizations for the delivery of
program services.

As indicated in the GAO report, funding for the 7{j) program, our primary source of
funding for technical assistance and training of 8{a) firms, has decreased significantly
over the last 10 years. The funding from fiscal years 1980 through 1885 averaged
approximately $8.4 million per year. From fiscal years 1996 through 1999, funding for
7() averaged about $2.8 million per year, well below SBA's budget request. Because
of the decreased funding, we have been unable fo provide technical assistance and
training to many 8(a) firms.

The majority of the funding has besen used to support our Executive Education
Program, which sarvices only a limited number of program participants. We agree
that we should enhance the tramning component of the 7{j} program to focus on beth
management and contracting assistance. However, due 1o budget constraints, we
have been unable to provide a broad specirum of tailored management and technical
assistance to 8(a} firms. For example, we have been unable to implement a program
that would provide year round fraining o more B{a) participants,

We ayree with the GAD that continupus assessment of the needs of 8(a} program
parlicipanis is essential to determining what types of management and technicai
assistance we offer under 7{) authority. When the GAQ review began, SBA was
designing @ survey instrument for the 8{a) program that would be administered to our
district office managers and 8(a) program staff and to 8(a) firms, Due to budget
constraints, we slected to delay issuance of our survey o B{a) firms. However, during
ihe next fiscal vear, we will reconsider this survey 1o help us assess the deployment
of 7{j} resources. We are not satisfied with cur efforts in this area and agree with
GAQ that much more naeds 10 be done. :

information Technology Management at SBA

For more than four years, even with lean budgets and the compelling urgency of the
national Year 2000 conversion effort, SBA has been steadily on the path to
modemizing its information technology systems and decision support processes.
While much remains {o be done, the Agency has been busy and productive in the
information technology arena.

Since Systems Modernization is so critical to SBA's success over the next several
years, I would like to sxpand on this subject for a moment. Systems modernization is
a key success factor for SBA in the 21 century—an agency that delivers
sophisticated, efficient, and cost-effective services to small business customers and

to SBA's lending and other resource partners, The SBA vision statement reflects the
commitment o provide:

« Cross-functional products and delivery systems:
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« Customer-criented programs (o resource partners,
« An agency without barriers providing products to customers 24 hours per day, 7
days per week, from various sources; and ’
-« A highly trained and motivated stafl

In order to implement this modernization plan, the SBA is committed to invaesting the
nacessary resources into tha development of improved business processes and
supporting information technology (IT) systems, As part of this objective, SBA is
gatermined to manags itself to the highest industry standards for internal controls,
risk management, and oversight.

To achieve these standards, SBA has embarked upon a multi-year systems
mudernization project, called the SMI. SBA has elected to divide SMI into three
overlapping phases:

« Phase | -- Loan monitoring and lender oversight

« Phase lI -- Financial management and disaster lending )

« Phase lll -- Government contracting, business development administralive
systems, Small Business Investment Companies (SBIC), and Surety Guarantee
Systems.

To effectively manage this complex transition, and ensure that the resources this
effort will take are properly nlanned and controlied, SBA has been working to improve
its IT investment management and control processes, in accordance with the Clinger-
Cohen Act. The Agency established its 1T capital planning review body, tha Business
Technology Investment Council (BTIC) in May 1887, shortly alter passage of the
Clinger-Cohan Act. The Council, chaired by S8A’s Chief Information Officer, is
commprised of the Depuly Administrator, the Chisf Operating Officer, Chief Financial
Qfficer, the General Counsel, SBA’s Chiefl Acquisilion Officer, ali four Associate
Depudy Administrators and two Disirict Directors. The Council has met regularly since
{hen and is now playing an aclive role in reviewing proposed T projects and
corttrolling costs by insisting on the necessary levels of planning before making
investments. We recently provided additional contract rescurces in this area to fully
document our IT invesiment management and conirol processes.

We appreciate GAD's time and effort in reviewing our management of IT and we
believe that their recommendations will help us continue to develop our capabilities in
this area.

GAQ examined SBA's overall management of information technotogy (1T) in five key
argas. {T Investiment Management, T Architecture, IT Software Development &
Acquisition, Information Security and IT Human Capital Management. After
commenting on the first draft of their report, SBA largely concurred with GAQ's
findings and recommendations.

Since late 1996 Congress, GAQ and OMB have focused attention on how agencies
manage and control their major investments in information technology. The Clinger-
Cohen Act of 1996 set new requirements for agencies to follow in this area. 8BA has
been adapting to these new rules, but not a! the rate we hoped o achieve, Year 2000
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conversion, for example, had to be a priority effort for much of 1988 and 1889, and
rescurce constraints have alse heid us back.

. | Overall, GAO acknowledged that SBA’s intentions are good and that we have a good
understanding of what needs to be done to sustain and improve ocur management of
information technology. Our internal policies, procedures and enforcement tools need
to be formally established. It is these administrative and documentation functions that
" have been most affected by resource constraints within the Agency at large.

T Investment Management

Investment management is an integrated approach that provides for the management
of IT projects and investments aver their entire life-cycle. The.investment
managemerit process reguiras that agencies address three key funclions: how
projects are selected, how they are controlled for cost and performance, and how they
are evaluated afterward to assess their relative succass. GAQ delermined that while
SBA understands these processes and has made some progress in the selection’ and
control areas, the Agency needs o establish policies and procedures that fully spell
out how SBA will sefect, control and evaluate its major 1T investments, In some of the
projects GAQ reviewed, earlier analysis was needed {0 show the costs, benefits and
risks of proposed projects and their alternatives,

SBA awarded a contract in June to Booz Allen & Hamilton, a firm with recognized
experitse in this area, {0 help us document and institutionalize our IT capital planning
pracess. The contractor will also conduct training for SBA program managers in iT

. capital planning principies. We will have our internal IT capital planning process fully
documented by December 2000,

SBA i3 treating its most significant IT investments, the Systems Modernization
Initiative (SMI), which includes the Loan Manitoring System, as a madel of how IT
capital planning and implemerntation should be conducted within the Agency. All SMi
projects are fully documenied in accordance with SBA’s new System Development
Methodology, acquisition planning is performed for each. Investment conlral reports
are provided to the BTIC at sach mesting.

To date, the Agency has spent over $2 million supporting the necessary planning and
project management activities related {0 SMI We believe that these early investments
will hielp minimize risk and ensure the soundness of our SMI projects as they continue
intc davelopmeant and operations,

information Technology Architecture (ITA)

An IT Architecture is a complex "blueprint” that defines the refationships among an’
organization’s business processes, data needs and information systems. The i(TA is
not static; it evolves over time and guides how the Agency buys and develops IT
systems according to technical industry standards, and maintains glignment between
systems and the agency's missions. CAD acknowledged that SBA had developed iis

iTA, but recommended that we establish procedures to ensure that our ITA is properly
maintained and developed over time.
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SBA has developed its ITA based on an accepted industry model. GAO has indicated
that SBA's ITA meets current standards and that we are one of only a few agencies of
our size to have developed an ITA. From GAQ's report:

"...SBA has made progress with ifs target IT Architecture by describing its
core business processes, descnbing data maintenance and data usage,
itentifving standards that support information transtfer and processing, and
establishing guidelines to migrate current applications ¢ the planned
gnvironment.”

SBA will implement full ITA maintenance on Gctober 1, 2000, Key features will cover
"change management” {0 ensure compatibility between systems, and security
standards ancompassing hardware, software and communications.

Ve have also hired a Quality Assurance Manager and will be selecting an 1T
Archilecture Manager by August 15, 2000,

To help ensure the operational future of the systems we are planning for
development, we will use the technical evolution path described in our IT Architecture
to develop our IT office automation initiative, the "seat management” proposal.

A

IT Software Development and Acquisition

To provide the software to support its operations, agencies have two choices: they
can develop software using their own staff or they can acquire software and services
through contractors. Because SBA is a smaller agency, we should be perfecting owr
skills as a software acquisiion agency, rather than a software development
organization. To manage software acqguisition processes, agencies need o establish
policies and procedures and assign responsibilities for how they will do this
technically demanding work To be successiul, an agsncy needs specialized and
wetll-defined software acquisition processes, with supporting methods and standards
that define its parlicular rules. Key processes that must be covered {0 be successiul
include requirements management, project planning, acquisition planning and
contract managsment, project tracking and oversight, quality assuwrance, and
canfiguration management. GAD recommended that SBA complete its Systems
Development Methodology (SDM) — which will be our repository for many of these
techrical requirements-- and establish and enforce solid pracedures for developing
and acguiring software through under federal contracting methods.

The most commanly acknowledged standard for assessing an organization’s software
managemert capability is the Software Engineering Institute’s. Capability Maturity
Madel developed at Carnegie-Mellon University. Under this model organizations can
judge the maturity of their processes and understand the key processes they need to
develop {0 altain the next higher capability fevel, There are five of these "CMM"
capability levels and SBA, like most agencies is at the first level (CMM Level 1}. Qur
goal is to attain CMM Level 2 — which means our key software rules and processes
are fully documented and repeatable—within two years.
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SBA’s Inspector General has audited the SDM, found it to meet current standards,
and requested only minor changes. The proposed SDM is now being used on a daily
basis to govern software processes in the proposed Loan Monitoring System project.

The OCIO is committed to attaining Level 2 of the Software Engineering Institute’s
Capability Maturity Model for Organizations {SEI-CMM Level 2) by Fiscal Year 2002,
resources permitting. Achieving a SEI-CMM Leve! 2 rating requires a well-planned
and sustained investment in time, budget, staff and training over 2 to 3 years.

IT Security

Information security covers the ways an organization protects its computer supported
resources and assets. Such protection -- which is largely the outgrowth of technical
tools and organizational practices -- ensures the integrity, confidentiality, and
availability of the data and systems within an organization. Integrity ensures that data
have not been altered or destroyed unless authorized. Confidentiality means that
information is not made available or disclosed to unauthorized sources. Availability
means that data will be accessible or usable upon demand by those with
authorization. Key IT security processes include risk assessment, user awareness,
controls, evaluation, and central management. GAO recommended that SBA finalize
its IT security poelicies and procedures, and establish regular risk assessments of our
key systems.

SBA understands how important IT security is, and how critical it will become in the
future as we enter the era of e-government. We have increased our resources for [T
security by hiring five additional internal staff, and we've allocated over $800,000 in
additional contractor support to conduct needed security reviews. Our IT security
reviews are prioritized and we have accomplished 4 of the 5 most critical reviews.

We are developing comprehensive disaster recovery plans for the Agency and have a
prototype recovery plan that will be in place for each SBA office nationwide by
December 1, 2000. '

To raise IT security consciousness, we have developed a self-paced security

awareness training course based on NIST (National Institute of Standards and
Technology) guidelines. We will make this training available to all employees on the
Agency’s Intranet in early September,

Our revised and updated IT security SOP has been issued and posted on SBA’s
internal web site. Mandatory security reviews will be included for all projects that are
developed under our new IT capital planning and investment control procedures.

IT Human Capital Management
The concept of human capital centers on viewing people as assets whose value to an

organization can be enhanced through investment, thereby increasing the
performance capability of the organization and its value to customers and other
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stakeholders. IT human capital management is a particutar concem right now in the
federal sector because of the pervasive competition among all public and private
organizations for skilled IT persons. GAQ recommended we éstablish a process for
identifying SBA's IT knowledge and skills requirements, update that information
periodically, and develop workforce plans to acquire, develop and mainiain these-
critical IT skills to fill known gaps,

We are developing the spacifications for a contract that we expect {o award within the
next 30 days {o perform the specialized, repeatable IT skills survey to support
Clinger-Cohen Act requirements. It will cover managers, dedicated {7 staff and IT
support staff in all SBA offices.

Under SBA’s workforce transtormation project we are also planning a measured re-
organization of our OCIO organization to achieve the functions that GAO has
recommended we sirengihen.

We also plan 10 add an 1T skills assessment factor in the 1T capital planning and
nvestment control processes we are developing.

For FY 2001, our CIO has developed a training request that aims to fill the most
urgent of our skills gaps, and which will betler prepare us to manage the systems that
are under development. :

We appreciale the work GAQ has done with us and the recommendations they have
developed. We also undersiand that the overall effort to improve the management of
information technology at SBA will demand a commitment of resources and effort over
many manths, We intend to make that commitment and achieve consistently befter
performance in this critical arena, since no agency can lay claim to superior
performance on behalf of the public unless it manages information technology
consistently and well.

SBA Human Capital

In the past two and one-half years, SBA has discussed the content and format of the
SBA Five Year Strategic Plan with staff from Congressional commitiees, Gffice of
Management and Budget (OMB), Government Accounting Office (GAD), small
business and our awn Small Business Administration (SBA) staff. The resultis g
comprehensive shared vision of small business goals that are: cutcome oriented,
more clearly linked to our strategies and the activities, and linked to the management
challenges. This effor! has established two overarching strategic goals which
encompass four modernization strategies:

Shared Vision

Stratecic Goals

s Help small businesses succeed, particularly the New Markets segments,
through fair and equitable access to {1) capital and credit, {2) Government
contracts, (3} business development, and (4) serve as a voice for small
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husinesses, and
« Help Americans recover from natural disaster, through needed capilal and
credit,

Modemization Strategios

Ensure effective inlernal control and oversight, both internally and externally
« Modernize Information Systems
Expand use of e-<commerce

+ ransform SBA's w:}f%’wm into the 21% century —

*

The strategy of transforming the SBA has begun by transitioning its employees from
making and servicing loans to primarily reaching out to new markets and overseeing
its private seclor partners. Second, SBA has begun to take steps for better managing
its human capital act%vi%ies}sac?’i as.urdertaking workforee planning activities,
including developing competency models and related training for some core functions
and realigning and deploying staff. However, more remains to be done. We do need
to continue and complete our processes that include,

» Conserve and Reinvest in Human Capital — developing a
succession plan for senior leaders and reinstating candidate
development programs for these leaders

« Right Size the Organization - estimating the number of
employees who will be needed with certain skills

« Train as We Go - ensure that employees receive adequate
training to perform their jobs well,

Changes at SBA

Historically, SBA has provided four types of service 1o the small business communily:
credit/capital assistance {including disaster lending), procurement and government
contracting help, business development, and advocacy. Today, these products and
services continue, but, in addition, the Agency functions as a voica for small business
in the face of macro-economic changes ardd giobalization of markets, Most
importantly, SBA continues ensuring faimess and equity of access for ALL small
business,

Therefore, SBA has changed the way it delivers services, cenbralizing processing
while decentralizing customer relations. Responding 1o the Administration’s initiative
to "work belter and cost less” the 8BA has already made large strides to modernize
the agency through several iniligtives including, centralization, asset sales,
privatization, parinerships, and automation. In order to implement these iniliatives,
SBA is ransforming the emphasis in business operghions 10 outreach, marketing,
management and oversight of parinerships, outsourcing and privatization efforts. This
new direction, which more closely mirrors the lending operations in the private sector,
requires the transformation of human resources (0 new areas of business.

The traditional methods of doing business within the Small Business Administration
are also undergoing change. A new tachnology infrastructure is being implemented to
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facilitate the rapid exchange of information related to most aspects of our business.

The systems modernization efforts underway will radically change the way we

conduct business in the fulure as the need for processing and filing of paper is

reduced. This evalution of modsrnization requires changes to employee tasks and will
. provide new opporiunities for employees to expand their skills and capabilities.

The introduction of changes in business practices necessarily brings numerous
changes in the requirements for personal skill sets. We find the new functions
generally require a different emphasis on skill needed by psrsonnel currently involved
in the business. Many of our employees find that they are already performing soms of
the new functions. The Agency is commitied to assisting everyone during this period
of transformation and has worked in partnership with the Union o develop ocur Work
Force Transformation (WFT) Strategy.

Focus of SBA Work Force Transformation Efforts

SBA has aclively engaged all lavels of management and supervision in the
dovelopment and execution of its comprehensive WFT Strategy. Embarkingon a
seven step process, SBA’s staff in Headquarters, the Centers, the Districts, and the
Disaster area offices are involvad,

The conservation and enhancement of our human capital remains the primary goal as
we move farward improving the quality of our services and growing the size of the
small business commurty.

. Many government organizations are reviewing their human capital sirategies,
including the GAQ. In many respects, SBA is similar to GAO {e.g,, size, reduction in
staff rasources over a relatively short time frame, customer driven). SBA's WFT effort
is also at approximately the same stags as GAQ's, We, therefore, will continue to
work with GAQ's senior human capital experts as we go through this transformation
DrOCess. ‘

Mr. Chairman, | have described the many accomplishments of my agency. Like the
Complroller General, | agree that our human capital is our greatest asset and the one
in which we must invest more and more resources,

I appreciate ths opportunity to describe our progress, and appreciate all the

assistance and guidance GAD' senior experts have provided. | ook forward to

continued progress for America’s small business owners ~ with GAD’s assistance and
that of this Commitiee,
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STATEMENT OF
GAIL MCDONALD

SMALL BUSINESS AND AGRICULTURE REGULATORY ENFORCEMENT
OMBUDSMAN

OFFICE OF THE NATIONAL OMBUDSMAN
U.S. SMALL BUSINESS ADMINISTRATION
THE NATIONAL OMBUDSMAN’S 2000 REPORT TO CONGRESS
BUILDING SMALL BUSINESS-AGENCY PARTNERSHIPS
| BEFORE THE

SUBCOMMITTEE ON REGULATORY REFORM AND PAPERWORK
REDUCTION

COMMITTEE ON SMALL BUSINESS
UNITED STATES
HOUSE OF REPRESENTATIVES
JUNE 15, 2000

Good morning, Chairwoman Kelly, Congrassman Pascrell and Members of the
Subcommitiee, Thank you for inviting me here today to share with you some
cbservations from the National Ombudsman's 2000 Report to Congress.

L am Gail McDionaid, the Small Business and Agriculture Regulatory Enforcement
‘National’” Ombudsman appointed by SBA Administrator Aida Alvarez this past
February. Although my official capacity as the National Ombudsman began in the
midst of finalizing the 2000 Report 1o Congrass, my {en years of experience in both
the Federal government and working with small business allows me to addrass the
findings in the 2000 report. Certainly, my vears in my family's own small businesses
have helped me appreciate first-hand some ¢f the regulatory concerns of small
bLSINesses. .

in my position as Nalional Ombudsman, 1 am ably assisted by 50 small business
owngrs who make up the regional Small Business Regulatory Fairass (RegF air)
Boards. | want to thank the RegFair Board Members who were able to attend today’s
hearing as well as those who could not. Each RegFair Board Member has made
significant personal and professional sacrificas to serve and has provided invaluable
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advice, program guidance, and small business outreach assistance. Together we can
offer the Subcommittee our plans and ideas for the fulure of the Office of the National
Ombudsman. -

I understand, Congresswoman Kelly, that you and Members of the Subcommittee
have been very helpful to the Office of the Naticnal Ombudsman in the past by
encouraging agencies 1o implement the requirements of the Small Business
Regulatory Enforcement and Fairness Act (SBREFA), | appreciate your past support
and look forward {o working with you.

“The Year 2000 Report to Congress, Building Smalf Business-Agency Fartnerships,

provides Congress and the Administration a thorough review of the efforts of the
National Ombudsman and the RegFair Boards. In the interest of keeping my remarks
brief, | would like 1o ask that the Executive Summary of the Year 2000 Report be
subimitied for the record. 1 could ceriainly spend all day sharing with you the content
of the report, but today | would like to talk about what we've done in the context of
what we're doing.

The good news is the tide is turning on the regulatory climate that has far too long
plagued our country’s small business owners. Slep by step — or maybe 1 should say,
one RegFair hearing at a time — our program and others are building bridges to
change the way Federal regulatory enforcement officials view small husiness
compliance and, in some cases, change the way small busingsses view Federal
reguiations.

Federal agency enforcement officials are becoming more ssnsitive 1o the impact of
what they see as simple reguiations, but small businesses 568 as one more costly
requirement that diverts attention from day-to-day operations. The results have been
productive partnerships between small businesses and Federal reguiatory agencies
that produce medel prajects, which we encourage olhers o ulilize all over the
country. For exampie the Environmental Protection Agency (EPA) joined the Office of
National Ombudsman and the Denver Area FabricCare Assoiation in developing a
user-friendly compliance guidebook for dry cleansrs, The Qccupational Safely and
Health Administration (QSHA) has worked cooperatively with the housing
construction industry to develop an easy (o use compliance flipbook. Some Saturday,

'you may go into a Home Deaport as | did recently and observe an OSHA safely

workshop for contractors and do-it-yvourselfers,

Through SBA's Office of the National Ombudsman and the Regulatory Faimess
Boards, small business owners are:

» voicing their regulatory erforcement concermns; .

« exercising their First Amendment right, which allows them o communicate
with Federal agencies without fear of retaliation and obiain respornses that
address their concerns and construclive suggestions;

» holding Federal agencies accountable with timely, independent, and high.
level agency responses o their regulatory enforcement and compliance
coneerns, and '

» changing agency and government-wide enforcement and compliance
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polices,

The 2000 Report demonstrates how these partnerships have improved agency
enforcement practices, heightenad the impact of small business feedback, enabled
the development of innovative enforcament and compliance solutions, and enhanced
the impact of RegFair Board efforts,

But we still have work to do. Based on the recommendations of small businesses and
agencies, the National Ombudsman has prioritized four goals:

Encourage increased small business feedback

Promote greater agency accountability

Develop more small business—agency communication; and
Foster creative partnerships between small business and Federal
regulatory agencies.

Rl ey

These four goals are the foundation on which all partners will build a regulatory
enforcement environment that is fairer and friendlier to small businesses and will
ultimately result in greater regulatory compliance and small business prosperity.

The Year 2000 Report to Congress demonstrates that together we are making
progress on our shared goals. And we will continug to build upon the successes we
have achieved.

One of the ways we intend to do this is through our partners. The Administration,
Congress, small businesses, trade assaciations, and Federal agencies agree that
Federal resources are betier spent helping small businesses comply with the law,
rather than taking punitive action against them. So we work together "o gat the word
out."

Members of Congress can help by including RegFair information cards and SBREFA
brochures in their mailings to small business constituents or as handouts in district
offices and at small business speaking engagements.

Trade associations are helping by using their publications and e-mail networks to
market the regulatory fairness program to state and local affiliates as well as to their
members. We have an Association of the Month (AOM) program, where we work with
national small business associations to develop joint regulatory fairness marketing
and outreach agreements helping us to reach a broader spectrum of small business,
sector by seclor. This year, in response o RegFair Board Member suggestions, we
vl inaugurate regional associations of the month to learn more about regional small
business concems and reach those companies that we do not reach through the
national AOM program,

Federal agency reprasentatives help tremendously by participating in the RegFair
hearings. The small business feedback detajls the positive and negative aspects of
Federal regulatory enforcement activities and provides agencies with innovative
suggestions on hidw agencies may betler sérve their small business customers while
meeting thair requlatory missions.
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Also, you will see in the 2000 Report that more high-level, independent agency
officials are responding to the comments and testimony small business owners
provide the National Ombudsman and the RegFair Boards.

Several Federal agencies, such as the Equal Employment Opportunity Commission
{(EEOC]), Oceupational Safety and Health Administration (OSHAY), Customs, and
internal Revenue Sarvice (IRS) have initiated new small business outreach programs
ta learn about small business enforcement concerns and to make their enforcement
and compliance environments fairer and friendlier, And some agencies are
participating in small business-agency lask forces, established cooperatively with
trade associations to address long-standing industry enforcement or compliance
issues. '

My appointment to the Office of the National Ombudsman brought about very
significant changes for the program. Administrator Alvarez recognized that one
person should be dedicated 1o the position of the National Ombudsman and that
person should be (ocated at SBA headquarters, where 'she’ could make her’
presence felt within the Administration on a daily basis.

Since | joined SBA, | have managed to reach out to agency officials at the Securities
Exchange Commission (SEC), Federal Aviation Administration {FAA}, immigration,
Customs, OSHA, IRS, EPA and the Depariments of Interior, Education, Agriculture,
Veterans Affairs, Commerce, and Transportation... and of course, SBA. The
responses have been very positive. The commitments | have received fo build
effective partnerships through SBREFA and to implement the National Ombudsman's
Annual Recommendations prove that the time was right 1o move ths office to
Washington. We've lgamed that to get the grealest impact from small business
feedback we need {0 work directly with the highesti-level agency enforcement officials.
Now that we have a physical presence in the Nation's Capitol we will make our
parinerships mors effective for small businesses,

The Office of the National Ombudsman continues to reach out io small business
owners, listen to their concerns and compliments, assist them in resolving important
regulatory issues and offer them unique opportunities 1o influence and even reshape
Federal regulatory activities. Small business feedback provides the Office of the
Nationat Ombudsman the information needed to gauge and analyze nationaf and
regional small businass regulatory enforcement and compliance issues and make’
Federal reguiatory agency officials aware of small business concerns. Perhaps most
importantly, | think the Office of the National Ombudsman helps close the loop on
Federal agency accountability by allowing me to report to you, Members of Congress.

The tide is turning ~ smali businesses are beginning to see improvement in the
regulatory enforcement and compliance environment, While few agencies achieve the
highest ratings in our reéport, most are working aggressively to implement the National
Ombudsman’s Annual Recommendations to Congress and generally improve their
enforcement and compliance policies and practices, Those who aran't, we will work
with more closely,
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Federal agencies no longer feel they are the only ones with congerns about such
issuas as waste, fraud, and abuse, or on environmental protection or workers’ safety.
Together, small businesses and Federal agencies are learning to appreciate each

. other's contributions towards addressing these issues and building a strong healthy
economy. An economy based on a construclive compliance and enforcement
environment built on partnerships.

Thank you, again, for inviting me here today. This concludes my testimony, and { will
be happy to answer any quastions you may have.
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U.S. SMALL BUSINESS ADMINISTRATION
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- SUBCOMMITTEE ON TAX, FINANCE & EXPORTS

COMMITTEE ON SMALL BUSINESS

. UNITED STATES HOUSE OF REPRESENTATIVES
MAY 18, 2000

Mr. Chairman, Ranking Member McCarthy and distinguished members, thank you for
inviting me to testify today concerning Amsrica's small busingsses and trade with
China. As this Subcommittes is well aware, the interests of small business are often
overshadowed by other matters in issues of national importance, such as the China
trade debate. But, as this Commiltee knows well, small business is big business when
it comes to international trade. Some may disagree on how best to handle our
bilateral trade relationship with China, but | commend all the members of this
Subcommittee for recognizing how imporiant the Ching market is 1o small business.

Small business is playing an increasingly important role in our international trade
efforts. In just five yvears, the numbser of small business exporiers doubledw-from
112,000 in 1992 to 202,000 in 1997, The most recent export profile prepared by the
Oepariment of Commerce also shows thal small business represents;

- » 97 percent of all exporters

« one-third of the doliar value for all exports, up from 26 percent in 1887 (the
value of small business exports has increased ovar 300 percent over the past

. five years)
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» the most dynamic portions of the export economy — technology, services, and e-
commerce ransactions, :

. The benefits of trade are reflected in that fact that ‘smaiz businesses axporters are:
o 20 parcent more productive than their non-exporting counterparts
» experience 20 percent grealer job growth
s pay wages that are 15 percent higher on average, and
« provide benefits that are 11 percent highear on average

But the most promising facts about small business trade are that today about two-
thirds of small business exporters are exporting to Only one country, and less than 1
percent of the nation’s 25 million small businesses are actually involved in trade.
Consider the possibilities if we increased this by just one percentage point.

What sbout U.S. smali business and China?

« China is the 10% largest export market for 1.8, small businesses

« small business accounts for 82 percent of ali U.8. exporters and 35 percent of
. all U.S. exports to China by value, and

» from 1992-1997, the number of small businesses that export to China increased
141 percent

To Hllustrate how American small businesses arg competing and winning in Ching’s
marketplace today, | would like to mention just & couple of examples.

vens, Inc,, is a 20-person, Colorado-based manufacturer of flow sensors for various
applications. Exports make up 50 percent of Veris' sales, with China its biggest
overseas market. Veris' sensors are being used in Beijing to monitor the city's water
supply, and in Hong Kong to monitor combustion air at a coal fired plant that supplies
one-third of Hong Kong's powsr,

Triastoria Trading & Consulling Company, based in New Jersey, sells oil and gas
gguipment, Exports to China account for around 80 percent of the firm's sales, with a
doliar value of more than $2 million. The firm empioys 13 people, 10 of whom are-
salespeople in China,

tEven though we can cite many smail business success stories in China, that does not
mean everything has been smooth sailing. What we hear from our small businesses
is that there are continuing problems with a lack of published rules, high tariffs,

requirements to have expensive local partners and requirements to obtain multiple
. import and business licenses,
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Given the size of China's market and the complaints we have heard, the question
today is whether granting Permanent Normal Trade Relations (PNTR) would benefit
U.8. small businesses. | have been on the road discussing this with small business
owners, and the clear consensus is that PNTR would be a win for U.8, small
business. By granting PNTR, the U.S. government will engble small businesses to
benefit from the many significant trade liberalization commitments that China has
made In its bid o join the World Trade Organization (WTO). We believe that small
business stands to make even larger gains than large companies because, unlike
large firms like Bosing who have had a long-standing presence in China and the
ability {0 deat directly with the government, small businesses historically have not had
that type of clout. With the Chinese government lowering barriers and opening up o
more "business (o business” contact, we expect that the opportunities for American
small businesses will expand dramatically.

Let me highlight just a few of the key aspects of the PNTR agreement that will help
U.S. small business. Under the agreement, China will:

« lower average industrial tariffs of interest to the United States from 24.6 percent
to 8.4 percent by 2005

» lower information technology tariffs from 13.3 percent (© { by 2005-a real key
given the large growth in the number of small businesses involved in information
technologies v

= lower taniffs on key agriculiural products from 31.5 percent to an average of 14.5
percent by 2004--this is important to those small businesses that sel|
processed foods and other value-added agricultural products

» gliminate the export subsidies that it provides to its indusiries in various sectors

» eliminate quotas and quantitative restrictions by 2005 (most arg eliminated by
2002)

» oliminate the requirad use of Chinese-govermment approved "middiemen’ to sell
products in China, U.S. companies will have the right to import and export, and
i have their own distribution networks in China to sell U.8.-mads products
directly to customers in China. This will allow U.S. companies {o oversee
commission agenis’ services, franchising services, fransporiation, wholesaling,
repairs, and retailing of their products.

« allow professionals and service providers to operate within China in accordance
with WTG stendards—a real benefit to small business since many of our
accounting, law, and engineering firms doing husiness in China are, after all,
smail businesses

« conform its standards and inspection procedures to WTQ normis-—-a major
benefit to small businesses that cannot afford to hire legions of foreign
specialists to unearth the rules
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» simyplify and make uniform customs and licensing procedures—a move that will
reduce paperwork costs for small businesses significantly, and

« gxpand its obligation t¢ protect intellactusal property while at the same time
providing injured parties access to China's courts and the WTQ dispute
setiement system

We have looked at the PNTR issue closely. Because China will enter the WTO
regardless of what action the United States takes, our assessment is that we gan
nathing by withholding PNTR from China. To do so would wasta the critical market
opeaning gains negotiated by Ambassador Barshefsky. The loss would be doubly
painful if we cede thosse gains to other countries.

The agreement moves China in the direction of reform, locking-in an sconomic reform
process that has faced mounting difficulties and formidable domestic opponents, We
should not underestimate the difficulty for China in implementing these reforms and
overcoming constituencies opposed {0 them. Granting PNTR is our chance to support
those in China who seek {o advance the type of market-orientad economic reforms we
have besn pressing China to adopt, while enabling American smaill businesses to
capitalize on the substantial trade liberalization commitments China has made.

Thank you for the opportunily 10 appear here today. | would be happy to answer any
questons.
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HOUSE OF REPRESENTATIVES
MARCH 1, 2000

ME‘ Chairman, Ranking Member Velazquez, and Members of the Commitiee, thank
yors for inviting me here today. | am very proud to present the U8, Small Business
Administration's (8BA} budget request for Fiscal Year 2001.

For small businesses and for the 8BA, this is a great budget. it represents an
unprecedented investment in the talent, drive, and entrepreneurial spirit of
Americans. it recognizes.the vital role small business plays in our economic growth
and vitality. And, it delivers results at a fiscally prudent cost to the taxpayers.

A Decade of Success

There are now more than 25 million small businesses in the United States, five million
more than in 1890, and the most ever in the Unied States.

Over the last decade, business ownership has grown even more rapidly for
Hispanics, African-Americang, Asians, and for women. Hispanic-owned firms have
increased 232 percent, African American-owned firms by 108 percent, and Asian-
American and Pacific Islander-owned firms by 180 percent.

The number of women-owned firms has aimost doubled to an estimated 8.5 million in
the last 10 ysars. Women now own about one-third of all firms and employ 24 million

people. Thess companies generated $3.1 trillion in revenue in 1997, more than triple
the amount from a decade earlier.

And, small firms remain the job creators — they have produced a majority of the 20
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million new jobs created between 1993 and 1998,

it has been a period of astounding growth and changs. And throughout, SBA, working
. with this committee, has adapled its producis and services o contribute to the overall
growth and vibrancy of the small businsss sector. Further, we have focused our help
" more clearly on those who need # the most, Qur fraining, financing, technical
assistance, and confracting opportunity programs are teols used to help build
gconomic development in distressed inner city and rural communities.

3BA pertners with the private sector to help fill the gaps that prevent people from
owning their own business and that impede our nation’s cverall economic prograss.
To succeed we must fill gaps in both financial access and skills training, often at the
game time. '

Our lending policies have facilitated a dramatic expansion in the scope of private
lending to small businesses. Programs like SBA Express, Low Doc, and Preferred 7
{a) Lenders have fueled the growth by giving our lending partners greater
resporsibility and by simplifying the loan approval process for smaller and non-
traditional loans.

SBA guaranteed 50,000 loans in FY 1999—loans that would not have been made

without our support, Approximately a third of owr 7{a; loans in FY 1399 went {0 start-
up firms less than 24 months old. That is filling a gap. Since 1392, we have doubled
our lending to African-Americans and Hispanic-Amsricans, while tripling our lending

. to women.

We also play a significant role in the availability of equity capital. In 1999, Smail
Business Investment Companies (8BICs) averaged less than $1 million per
invastment, while other venture capital firms averaged $6.2 million. In 1999, SBICs
accounted for 53 percent of alf institutional venture capital transactions in the United
States.

in the area of procurament, smail businesses achieved & 22 4 percent share of tolal
Federal procurement. We were pleased to launch the Historically Underutilized
Business Zone (HUBZone) Program. | am happy to report that nearly 900 businesses
are now gualified as HUBZone firms,

SBA's Office of Advocacy worked 10 show agencies how their regulations could
accomplish their policy objectives without placing an undue burden on small
businesses. The Office’s efforts save small businesses literally bitlions of dollars. Our
budget proposes increasing funding for Advacacy’s research and database to $1.5
mitlion, $400,000 more than FY 2000

To assist families and businesses hit by disasters, we approved 36,000 loans for &
little more than $800 million in 1999. Qur loans enabled firms 1o continue their
business and retain 35,000 jobs.

Mr. Chairman, preparing to testify before you today gave me the opportunity to review
the truly enormous changes that have taken place at the SBA. SBA is a great story of
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reinvention, about which this committee should be very proud. Now, we must continue
to build on successiul strategies and successes of the past to help small businesses
mest the challenges of the fulure.

SBA requests funding of $1.06 billion for FY 2001. This budget will allow us to
guarantee a record lavel of small business 1oans, finance record levels of venture
capital, and support record lavels of business development, technical assistance, and
innovation. I gives us the resources 1o help create jobs and economic development in
places {he current economic expansion hasn'i yet reached. It supports our continuing

efforts to transform the SBA into a 21% century leading edge institution.

Finally, it fully supports our commitmant to assist families and businesses recently hil
by disasters. Mr. Chairman, we requast full funding t¢ aliow us (o provide $871 million
ir low cost loans for disaster viclims,

New Markots

In his State-of the Union address, President Clinton repeatad his befief that more ™
must be done to extend the benefils of today’s economy to our innar cities, poor rural
areas, and Native American reservations. He thankad Speaker Haster for his
bipartisan effort to achieve this cormmon goal, We hope we all can come to an
agreement scon that includes our New Markets Venture Capital proposal so we can
start to put our FY 2000 approgriation o work. Mr. Chairman and Ranking Member
Velazquez, my staff and | are pleased to be working with you to make this happen,

This budget includes several proposals designed to maks invesiment capital
available to newer, smaller firms.

We request $21.8 million in budget authority 1o support 8 $150 million program level,
and an additional $30 million for technical assistance for the New Markets Venture
Capital program. Smaller size equily investroent plus technical assistance are key to
the long-term success of New Markets firms,

The cost of the program, which we calculated using the most conservative
assumplions, will go down as we deveiop experience with the program. The long-term
benefits are impressive.

Right now, there are virtually no institutional sources of equity-type capital in thess
distressed communities. Nationwide, the community development venture capital
industry consists of essentially 25 firms with about $157 million under management.
Only 14 of these funds are capitalized at $5 million or more—the absolute minimum
for economic viability.

Our own analysis of these community developmernt venture capital companies
indicates that one direct job is created for each $10,000-%15,000 equily invesiment,
On this basis, $51.7 million should generate between 13,300 and 20,000 direct jobs
at a cost of between $2,600 and $4,000 each. If the indirect jobs are included, the
cost is even less. We believe that this investment in New Markets will ultimalely pay
off in a big way. ’
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SBA is requesting funding for other New Markets initiatives as well,

At tha close of the last session of Congress you passed, and the President signed, a
law establishing the Program for Investment in Micro-Entreprensurs (PRIME). This
program provides much needed lechnical gssistance {0 very low-income
enfrepreneurs to improve their capacity (o suceeed in business. We request $15
million in budget suthority for PRIME. In addition {o serving the micro-enterprise
indusiry generally, PRIME will perfectly complement our overall micro strategy.

in addition, we are making every effort to expand the reach of our existing Microloan
program. We request $5.37 million to support 360 million in Microloans, along with
$45 million for Microloan technical assistance,

We request $6.6 million for SBA’s BusinessLINC program, which encourages targe
businesses to work with small business owners as technical advisors and menlors—
aspacially in America’s rural areas and inner cilias.

We began accepting HUBZone applications last March. As demand increased we
added staff and are now up 1o nearly 800 certified MUBZone companies in 47 slales.
Wa raquest $5 million 1o integrate this program into our field structure, and broaden
our outreach and oversight efforts to help this program meet its full potential. This
compares to $2 million appropriated in FY 2000

To better serve Native American communities and to honor the federal government's
frust responsibility o tribes, the President’s budget overall includes an increase of
$1.2 illion over FY 2000 for key new and existing programs assisting Native
Americans and Indian reservations,

Mr. Chairman, one of every three Native Americans live in poverty, On some

reservations, between 40 percent and 60 percent of the population is unemployed.,
Fifty-thres percent of Indian homes on reservations do not have a telephone,

We want to tap into the entrepreneurial drive within (he Native American community.
SBA’s budget proposes $5.75 million (33 million for Native American S8BDCs, $1.25
million for reservation-based BusinessLINC, and $1.5 million for TBICs) to provide
access (o business development assistance thal recognizes the cullural differences
and specific neads of this country’s Native American entrepreneurs,

Access to Capital

The SBA s filling critical gaps in the marketpiace and helping those who have not
shared in the tremendous economic growth of the past several years. Smaller loans
are out there - but they are still hard to get. If you are from a distressed urban or rural
area, if your business is newer, if you are smaller, if you lack sufficient equity, or an
established track record, you are more likely {0 be turned down by a commercial
lender. This is the gap that we fill and the unique value that we bring to businesses.

We request $274 million to deliver more than $18 billion of credit, venture capital and
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technical assistance. Tht-: $18 billion compares to $16 b:ihon in FY 2000, Our request
includes:

« an $11.5 billion program level for the 7{a) loan program, up from $9 8
biflion this year;

» 2 33.75 billion program level for 504 loans—and we propose to Iower the
guarantee fee for the fourth year in a row, :

To encourage more lenders to offer lcans in smaller amounts, SBA proposes to raise
the guaranty for 7(a) loans of $150,000 and less 1o 90 percent. Relatively high
transaction costs and the loss of smaller rural and community lenders is shrinking the
financing options available fo smaller businesses. Our 80 percent guaranty will
encourage more institutions 1o lend using our 7{a) product, making capital more
available at a more competitive price, and expanding financing options for small
business owners. Ws also propose o simplify the guaranty fee structure for all loans,

We reguest $26.2 million in budget authority to support $2.5 billion in venture capital
in the Small Business Invasiment Company program. We expact this investment will
altract an additional $1.25 billion in private capital 1o the smaller and newer end of the
venture capital investment spectrum. With the $3.75 billion in new SBA leveraged
funding, plus their on-hand ;}r‘zvate capital, wa estimate the SBiCs willbes able to .
make $4.5 billion in investments in FY 2001,

t am pleased to report that since the SBIC participating securily programy's inception
in 1995, the SBICs have returned over $131 million to the U.S. Treasury as the
taxpayers' share of their profits.

To appreciate SBA's success in assisting small business, we need to step back and
look at the bigger piciure, Since 1982 SBA has backad more than $71 billion in small
business oans and venture capital. Thal's more than in the previous 25 years
combinead!

Mr. Chairman, we plan to send cur lagislative package to you shortly and we look
forward to working with you in the coming vear 10 enact these changes.

Safety and Soundness

Coupled with our desire to sustain unprecedented growth and o penetrate new
markets, Mr. Chairman, is our solid commitment to maintaining the financial safsty
and soundness of our portfolio. We are a financial institution with more than $50
billion in our portiolio. Just like financial institutions in the private sector we have the
fiduciary responsibility to make our lending decisions wisely and guard our current
investments carefully. Anything else would be a disservice to our borrowers and
lenders, as well as the Federal taxpayer.

In FY 1998, Mr. Chairman, we instituted-for the first time—a safety and soundness
examination program for the Agency’s Smali Business Lending Companies and
examined all 14, We expect (o complele our FY 2000 reviews in September. We
established the Office of Lender Oversight and a Risk Managemeant Committee. We
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completed our first full cycle of reviews for participants in the Agency's Preferred

- Lender Program (PLP). We expect to complete FY 2000 reviews by April.

In addition, we request $14,3 million t¢ fund our Inspector General, to provide the
necessary review, audit, and oversight of SBA's programs and services fo the small
business community. This compares to $11.5 million appropriated for £Y 2000. The
increase will aliow the Inspector General to oversee areas identified as high priority
by the Agency and Congress, such as loan monitoring and lender oversight.

Access to Training and Technical Assistance

SBA also fills gaps in the area of training and technical assistance, reaching ouf {¢
new and non-traditional markets through our Small Business Development Centers,
Service Corps of Retired Executives (SCORE) Women's Business Centers, One-Stop
Capital shops, Tribal Business Information Centers (TBICs), and U.S, Export
Assistance Centers. Our small business counseling and taechnical assistance
programs provided help to more than @ million entrepreneurs in FY 1999 alene—
many of them are also 10an customers.

For FY 2001, we propose full funding of $88 million for Small Business Development
Centers (SBDOs), including $3 million to fund an SBDC network in Native American
communities. In addition, we are pleased 1o be working with the SBDCs in
considering ways o grow ther non-government resources and exdend their reach to
even more small busingsses,

To upgrade SCORE’s computer network, allowing SCORE counsslors o
cammunicate better among themselves and with the SBA, we propose funding of $5
million--an increase of $1.5 million from this vear.

SBA’s Women's Business Centers have moare than tripled in three years, going from
18 funded centers to 59 (including 25 new WBC's in FY 1893.) The budget includes

512 million, up from $§9 mitlion in FY 2000, to expand aur network of Women's

Business Centers even further. The request would widen our nationwide network o
more than 80 sites. It is our hope to have at least one center in each state.

SBA requests $10 million to maintain our existing One Stop Capital Shops and to
open new ones in empowerment zones across the country. These community-based
outlets provide hands-on assistance {o help businesses starl, grow, and provide |
employment in these distressed areas.

in addition, this year our baiget proposes $4 million for our veterans programs,
compared to $815,000 appropriated in FY 2000. We owe our veterans the best
service possibie when they are interested in starting or expanding a small business.
Our request will fund research and outreach efforts to help us better tailor our
products 1o the particular needs of the veterans' community. It will also fund the
National Velerans’ Business Development Corporation, which was created by
Congress last year {0 help improve access 1o small business development training
and counseling for our Nation's veterans.
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Promoting Procurement for Small Business

The Federal Government spends nsarly 3200 billion for goods and services each
yeat. This is a tremendous marketplace for America’s small businesses. SBA works
with the major procuring departments 1o ensure that small businesses receive 23
percent of these Federal contracting dollars,

Mr. Chairman, it has become increasingly difficult to maintain the level of contracting
opportunities for small businssses, Over the past 10 years we have seen agencies
increasingly rely on confract bundling. Unfortunately, bundling tends to limit
procurement opportunities available o small businesses.

To counter the effects of contract bundling we have been pleased to work with this
commitlee on implementing the contract bundiing provisions of the 1997 Smali
Business Reauthorization Act. We plan to issue a final rule later this year that will
provide clear guidelines and procedurgs that we believe will curtail agencies practice
of bundling confract requirements,

Small businesses, particularly minority-owned small businesses, often do not receive
a fair share of government contracts. To help them become more compelitive we are
requesting $5 million for the 7(j) program, This program provides tachnical assistance
and executive training to 8(a) firms and smati businesses in areas of high
unemptoyment or low-income. If we ars to develop these minarty-cwned firms, we
must provide targeted assistance o help them grow and build a broad-based
business selling to both the public and private sectors,

Our research indicates that even after the firms in our Small Business innovation
Research Program have fully developed their products, they slill fack the venture
capital they need to market and fully commercialize thoss high qualily technologies.
Commercial venture funds typically are nol interested in the types of investment
opportunities SBIR firms present at that stage, referred (o as phase 1, of their
development. We request $18 million in FY 2001 {0 fund the firsiyear of a three-year
SBIR Phase il matching grant pilot program, designed o promote commergialization
of the research and devalopment (R&D) efforts by small high technology firms,

Muodernization

SBA’s workforce and the way we deliver programs have changed dramat%cai!g} in the
past decads, oo, Since 1880, our loan portfolio has grown from $17.5 billion to ahout
350 billion. At the same time the number of our employees has decreased 22 percent.

Wa are devoling significant energy and resources toward improving our capacity to
monitor our joan portiolio. SBA is building an early warning system of indicators and
graduated enforcement remedies. We will soon have a new system in place that will
enable us to betler identify and manage portfolio risk and integrate SBA's system with
those of private sector ienders.

Working closely with the Congress, SBA has recognized where the private sector
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could perform our tasks more efficiently, and has contracted out or delegaied those
activities. SBA is delegating greater authority than ever before to ils lending pariners,
This transition permits greater use of staff for community cutreach and greater

. attention to mare complicated toan matters. Most importantly, according fo our
auditors, we are making the transition in a manner that is financially safe and sound.
SBA received a clean opinion in its FY 1898 financial audit report, the highest rating
an entity can recelve. This was the third year in g row SBA altained this rating,

As you know we complsted our first asset sale last fall and enjoyed great success.
We realized an estimated $90 million premium over what SBA would have recgived
had we held the loans to maturity, We pian a second sale in FY 2000 and are
strategizing how to continue in FY 2001. :

We are emphasizing the importance of improved internal controls and program
oversight. We are upgrading and modernizing our information systems, offering every
small firm aelectronic access 1o owr products and services 16 extend our outreach and
offer more customer-driven assistance. And we arg transitioning our people to mest
the challenges of the new knowledge-based economy. :

We have laid out an aggressive agenda to improve our internal management. We
reguest $13 mitlion for systems modernization to improve our lender oversight, risk
management, and program evaluation activities; §7 million for information technology
infrastructure support; and 34 million {o train and fransition our workforce,

. E.Commerce

SBA was among the first government agencies to create an on ling presence. in the
last seven years we have grown from no businesses served on the Internet o over 6
million small businesses served sach week. We expect that number to double this
year,

SBA's current activities include:

« Oridine Education, Training, and Counssling. The accessibility and affordability
of the Internet offer businesses online counseling, distance learning, onling
classrooms, and web-baged tulorials, e.g., 8BA dlassroom, SCORE online.

» Access to Networks and Malchmaking. Increasingly, the new SBA is taking on
the role of creating markets, fixing market imperfections where possible, andfor
providing a platform for "buyers and suppliers” to connect and transcend the
boundaries of time and distance. Some call this function electronic brokering,
&.g., ACE-Net, PRO-Net, TradeNet, Tech-Net, HUBZones, Sub-Net, TM-Online,
NewMarkets.

« One-Stop-On-Line-Shop for Government information. SBA is providing anylime,
anyplace access o Governmaent information and services through its own web
site and is developing and sponsoring cross-agency gateways and portals, e.9.,
118, Business Advisor, TradeNet's Exporf Advisor, Women's Online Businass
Center.

. This unique movement has leveled the playing field for unprecedentad numbers of
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antreprieneurs from every background who seek to own their own business. Bul as
always in business, this potential is accompanied by risk. SBA’s small business
customers cannot afford to overtook or fall to taks advantage of the cpportunities
. created by new technologies. And if technology is going to revolutionize the way
- small companies do business, then SBA must increase its own digital dexterity and
facus ils assistance on halping firms compete in the new economy.

To respond, we are creating an electronic SBA, one that can serve as an example for
bridging the "digital divide” and help small firms take advantage of the technological
revolution.

The budget includes $5 million to ensure that we provide more of our services
electronically, and o ensure that all small businesses are able {o participate in the
opportunities created by e-commerce. Building on the success of our Y2K outreach
initiative, wherg 1,300 workshops were attendad by about 1.5 million small
businesses, we will now work with the Department of Commerce and the Departmant
of Agriculture to reach out to entropreneurs Iooking o get on-line. For those who are
on-iine, we will expand our training, offering virtual classes on topics such as building
a website, conducting e-commerce on the Internet, marketing your business on-line,
bidding electronically and catalogue sales.

Conclusion

SBA's budget is a key elemeant of the Prasident’s plan to mainiain today's
unprecedented economic expansion. The Agency is confident that our flagship

. programs and services—credit and capital, business development and {echnical
assistance, and procurement assistance--are some of the best forms of Faderal
assistance 1o broaden access {0 small business opporiunities, and help sustain our
strong economy. These programs also make SBA even more vital in this
Administration’s strategic focus on new markels areas.

I look forward to working with you and the Committee toward the implementation of
this budget.
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Good morning, Mr. Chairman and Members of the Subcommittes, Thank you for
inviting the U.8. Small Business Administration (8BA) to testify today about our
planning for the implementation of our Loan Monitoring System (LMS). My name s
Fred P. Hochberg and | am the Deputy Administrator at SBA. Joining ms is Kris
Marcy, the Chief Operating Officer, Lawrence E, Barrett, the Chief Information Officer,
Charles Tansey, Associate Deputy Administrator for Capital Access, and Joe Loddo,
the Chief Financial Officer, We are appearing on behalf of SBA Administrator, Aida
Alvarez, whose schedule does not permit her being with you today.

Since we last testified on this topic in July 1888, SBA has made significant progress
in leveraging our resources through the development of public-private sector lending
partnerships and in designing our overall information technology systems, The Loan
Monitoring System {LMS), however, remains the core of our modarnization initiatives.

By way of background, the Loan Monitoring System 18 Phase [ of a three-phase, mulli-
year overall systems modernization program. This is the subject of today's hearing.
Phase Il contains both the core accounting system and the disaster loan system.
Phase Il will allow us {¢ produce timely financial stalements and expedite the
dishursement of disaster funds to peaple who neead to star rebusilding their homes
and businesses, Phase |l is also critical to the LMS because the Agency must
account for the loan portiolic in its financial statements and the LMS will service loans
made in the disaster program. Phase H will modermize the systems used for the rest
of the agency’s programs.

We arg truly excited by the benefits that thig new technology will provide, Here is just k
& brief oulline of some of the benefits that will be derived from the system:

For our iending partners:

» SBA compatibility with our lending pariners by enabling seamless reporting,
exchange of dala, and fee management.

« Decreased risk of imprudent landing by a small group of lenders, thereby
fresing resources for prudent lending pariners.

¢ Shorter turnaround times, belter service, electronic fund transfers, and
simpiified data collection.

For SBA:

« SBA personnel will finally have the analytical tools and real-time access to -
information requirgd for appropriate business decisions.

o Electronic workfiow will eliminate much of the paper, which will aliow SBA
parsonnel to focus on loan analysis, lender oversight and relationship
management.

+ Electronic loan files will be accessible "on-line” with appropriate safeguards
eliminating the costs and delays involved with transferring paper from office to
office.

« More accursie data will maka back-end functions such as asset sales due
diligence and subsidy rate calculations lsss onerous,
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{ want to thank you Mr. Chairman and the Members of the Subcommitiee for your past
support of our efforts and | ask for your continued assistance and support in the
future. : .

SBA's MISSION

SBA provides capital 1o 8 unique nicha in America’s commercial market. Simply put,
our iegistative mandate is to serve as a gap lender, {¢ ensure that those smali
businesses who do not have access to traditional means of capital in the commercial
marketplace are able to get the funds necessary o start or grow their business,

s

Forces Creating immediate Need for Modernization of the SBA’s Key Processes
and Technology

There are several important events which are forcing the Agency {o prioritize the
modernization of our core busingss and technology praclices:

1. Changes in governance and policy have led to an increased reliance on
. . private sector lenders for delivery of SBA's programs,

2. Technological innovation is changing SBA’s private sector partners’

business practices.

3. The lending industry has undergone radical restructuring amid rapid
growth and even more unanticipated changes may be on the horizon with
the last year's passage of the Gramm-Leach banking law by Congress.
Declining SBA persconnesl levels. .
The passage of Clinger-Cohen Act of 1986,
5BA’'s financing system does not comply with the posting rules contained
in the Standard General Ledger, and SBA’s loan accounting system does
not adequately capture budgeting data in a manner that Tacilitates
preparation of financial statements and reports,

7. The directives set forth in the 1957 SBA Reauthorization Act {PL 105.135).

@

PRIVATIZATION OF SBA FUNCTIONS

in the not too distant past, SBA field offices reviewed the creditworthiness of sach
loan before guaranteeing i, and then serviced and liquidated gach loan that went into
default. Today, SBA has ceniralized many loan processing and servicing functions.
The Agency's Preferred Lender Program {(PLP), SBAExpress -and Premier Certified
Lender Program (PCLP) delegales credit decisions and other 1oan making and
servicing responsibilities o #s most qualified lenders. SBA relies on the lenders' |
. credit analysis and only reviews PLFP and SBAExpress loans for eligibility. SBA also
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performs only a limited credd review on loans submitted under the LowDoc program.
The LowDoc program allows lenders to submit a streamlined application for loans of
up to $150,000 and to receive a response from SBA within 38 hours.

. In 1988, about 75 percent of all business loans were made by our lending partners
with no or limited credit review by SBA. The lenders also service and liquidate those
loans, In accordance with the direction of Congress, $BA has also out-sourced 3¢
percent {or about $1 billion} of disaster home loan servicing. This trend is expected fo
expand in the future. Forinstance, in FY 1899, SBA carried put ils first asset sals of
direct and purchased business loans, This is the ultimate privatization of SBA's
servicing, The sale included 4,080 small business Inans and realized 3185 million in
proceeds, which is $80 million moere than the Federal government would bave
coliected had it held the loans to maturity.

As delegation of the loan-making process continues, SBA's exposure on the loan
guaranties becomes increasingly subject to the credit policies and actions of the
participating lenders. In order to protect the taxpayer’'s interests, we must have a
system that allows us to identify, understand, and respond to their behaviors so we
can ensure the iong-term viability of SBA's lending programs. The Smali Business
Reauthorization Act of 1897 also required the SBA to increase its role in lender
oversight.

SBA’s basic program management and accounting systems were designed 20 yaars
agoe for direct loan making and have not kept pace with program delivery or
technatogy. The current system doeg not readily provide management type ‘

. information, such as identifying lender behavior that deviates from industry norms or
being able to determine the sensilivity of the portinlio to changes in the sconomy.
This information is crucial to overall risk management and SBA's continued abifity 1o
prudently deliver access o capital,

Uttimately, the suceess of the SBA’s efforts to laverage private seclor resources is
contingent on the development and use of a sophisticated lender oversight and loan
monitaring system. We will refer 10 this effort as the Loan Monitaring System {or LMS)
which constitutes Phase | of SBA's overall system modernization efforts,

WHAT THE FUTURE HOLDS FOR SBA

The Internet’s vast potential as a consumer-banking forum is beginning to be realized,
In 1988, 6.9 million households were banking online; and that number is expecied to
grow 16 24.2 million by 2002, Thirty-ning of the nation's 100 largsest consumer banks
now offer Internet bill payment, up from 17 a year ago. And, Forrester Research
projects that 40 billion dollars in loans will be originated onlineg by 2001, These
changes are siso taking place in business banking and SBA’s systems must become
compatible with these industry innovations 10 enable seamless integration of SBA's
programs with the internal mechanisms of our lending partners. We must be able to
. accommoedate electronic transactions at the request of our fenders.
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Another technological advancement impacting SBA and its businass partnears is the
use of credit scoring. The private sector employs credit scoring to assist in making
objective, standardized determinations on frant-end risk on consumer loans, and
increasingly on business loans. Recently, credit scoring models have increased in
sophistication, allowing for a more in-depth, prospective analysis of borrowers who
previously would have scored poorly.

By the summer of 2000, SBA will begin using customized credit scoring lechnology to
expedite the decision-making workflow of its Lowloc centers. This approach was
identified during the Benchmarks process, following a review of Freddie Mac's
systems, Specifically, a loan guaranty request receiving & credit score in the low risk
range, that is when the score indicates a high likelihood of repayment, the credit
scoring process will replace one of the two

credit roeviews now required for loan approval.

The use of cradit scoring must be balanced. SBA will continue to proceed to develop
cradit scoring methodology tailored to the needs of its clients which can serve as an
appropriate evaluation tool.

SIGNIFICANT CHANGES IN THE LENDING ENVIRONMENT

it should be noted that while large, high-volume lenders generate a significant portion
of SBA's lending, smaller, less active lenders who tend (0 serve rural areas and
sconomically disadvantaged areas still need {0 be served by SBA programs and
services. For example, in FY 89, seventy-two percent of our Ienders originated five or
fewer loans. Continued bipolarization of lending activily between high-volume mulli-
state lenders and less-active lenders in smaller markels may exacerbate the geps in
lending and make # more difficult for SBA {0 ensure nationwide access {o capilal, At
the same time that the SBA accommodates mulli-siate lenders by streamiining
operations and processing, it must provide customized service 1o newer, smaller and
morg traditional lenders and their borrowers in local markets,

DECLINING PERSONNEL LEVELS

All of these changes have occurred white SBA's personne! levels have decreased. At
the same time the number of our employees {excluding disaster staff) has decreased
over 20%, lending has tripled to where SBA has a portfolio in excess of $50 billien
today.

THE EIGHT REQUIREMENTS OF SECTION 233 OF The Small Business
Reauthorization Act of 1997

in February 1997, SBA requested appropriations as part of its FY 1898 budget 1o
begin replacing its outmoded legacy data systems and to make needed improvements
in its loan monitoring capabifities, Congress appropriated $8 million for FY 1888, 38
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million for FY 1988 and $8 million for FY 2000

Section 233 of the Small Business Reauthorization Act of 18897 Jaid out & series of

. eight planning steps which were to be followed in designing the new loan monitoring
system. During the past two years, the Agency has worked closely with your staff,
staff of the Full House and Senate Small Business Committees, our appropriators and
the General Accourting Office {(GAQ) in order to carry out these important planning
steps.

in total SBA submitted twenty-gight deliverables to GAQ for review, Many
deliverables were ultimately revised to incorporate GAQ's recommendations for
improvements, SBA believes that the work done to fulfill these planning steps have
laid the groundwork for a successful loan monitoring system and improved other
aspects of the Agency's information technalagy program. What follows is g summary
of our progress on each of the sight planning steps.

1. Fully defining the system requirements using ondine, automated
" capabilities to the extent feasible.

Working with contractor help (Booz-Allen&Hamillon) and a forty-member team
of senior SBA staff, SBA identified a number of improvements in our business
processes. Requirements were identified for lender management, loan guaranty
approval, risk management, portfolio management including asset sales and
subsidy rate support, and Treasury cross-servicing. In addition, requiremernts
were identified for data quality and information technology. Thess requirements

. are containad in a document entitied "SBA Systems Requirements for the Loan
Monitoring System.” '

2. Identifying all data inputs and ocutputs necessary for timely report
generation.

SBA has compieted the identification of all data inputs needed for the Loan
Monitaring System. First, our contractor Data Networks developed a high level
process chart which breaks down the system to three lavels of functionality.
Using this chart, as well as, the SBA 1985 Information Architecture Report, the
drait Information Technology Architecture (ITA) “To Be"

model, the BPR dala elements groups, and data elements lists from SBA legacy
systems, we documented the required LMS data inputs. Working with SBA staff

" from the Office of Capilal Access, processing and service centers, field offices,
and the OCIG, the contractor developed a logical {or conceptual} data model
that depicts all of the data elements required as inputs {0 the LMS.

3. Benchmark loan monitoring business processes and systems against
comparable industry practices,

| will detail this later as | describe the sysiem SBA plans (o implement as a
. result of these planning steps,
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. Determine data quality standards and contrel systems for ensuring

information accuracy.

SBA took a two-step approach to complating the planning for ensuring that the
LMS coliects data that meets the needs of SBA management. First, Data
Networks developed a Data Quality Guidance document that sets the goal of
quality data in all SBA information systems. This guidance was uged by the
cordractor to deveiop the Data Quality Management Plan to identify data quality
standards and controi systems for ersuring information accuracy for the LMS.
The Plan identifies the activities SBA will undertake to ensure information
accuracy including. development of business, data, and application
architectures, physical data base design, data load and migration, tasting
focusing on data quality, and inspection and dala configuration management
during system operation, In addition, SBA alsc performed an analysis of the
data quality issues it faces in its legacy systems, The Dala Qualily Plan focuses
on ensuring that these kinds of qualily issues are resclved and do not reoccur in
ouir new system.

. dentity an acquisifion strategy and work increments to completion,

We have completed an acquisition strategy for the Loan Monitoring System and
have identified six phases of implementation of the reengineersd work
processes and associated technology improvements. On December 21, 1888,
Administrater Alvarez approved the recommendations of the BPR and the
implementation strategy in an SBA policy document entitied "Loan Monitoring
System (LMS) Recommendations” following its review by senior SBA officials.

Coniracts will be used as management iools and will be structured to motivate
contractors 1o manage the work effectively while satisfying all contract
requiremeants, to identify performance problems early enough to take needed
corrective actions

. Analyze the benefits and costs of alternatives and use to demonstrate the

atvantage of the final project,

- Foilowing finalization of the BPR recommendations, SBA conducted a

cost/benefits analysis for implementing the reengineering. The analysis,
contained in "The Business Case for the Reenginesred Loan Monitoring
System,” clearly shows that the Loan Monitoring System is cost effective in
comparison with the current system as well as maijor alternatives.

. Ensure that the proposed information system is consistent with the

agency's information architecture.

The SBA has taken steps {0 ensure the proposed information system is
consistent with the agency's information architecture. With EDS Corporation
support, the SBA has developed a strategy (o reconcile LMS (as well as other
technology projects that are underway) with the Enterprise Information
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Technology Architecture {ITA). The ulimate goal of this strategy is lo effectively
and efficiently align the use of information technology with strategic business
and IT direction, while minimizing the impact of the 8BA's evolution towards its
target.

As an integral part of the Systems Development Methodology (SDM), phase
reviews and checkpoints are identified and planned. SBA will use these
checkpoint reviews as a means o verify and ensure compliance to the ITA.
Because the LMS is currently in the initiation phase of the project, there are only
two elements of the SBA ITA that LMS should be reconciled with, the Business
Architecture, and the IT Direction. '

8. Estimate the cost to completion through identification of essential cost
elements.

SBA has estimated the LMS cost of completion through the identification
of essential cost elements. SBA decided to structure the cost elements by
SDM life-cycle phases. This approach allowed for fosus on specific ]
phases of the project life-cycle to betler ideniify appropriate cost elemenis
by purpose and outputs of each phase of the process. Assumptions were
documented for @ach cost element. The cost elements were then
summarized by e-cycle phase and categorized by typs of cost.

B8ENCHMARK STUDY

As mentioned earlier, | will now go into detail about the results of the benchmark
study and subsequent business process reengineering. Our office of the Chief
Infermation Officer {OCIQ), on behalf of the Capital AccessiFinancial Assistance
Office, contracted with Booz-Allen &Hamilion o conduct 8 benchmark study in order
{o fulfill the requirements of the 1887 SBA Reaulhorization Act. The purpose of
"benchmarking was to identify the "bes! practices” of organizations that perform
functions similar 1o those of the SBA

Booz-Allen&Hamilton emphasized {o SBA at the beginning of the benchmark study
that some of the organizations examined have had significantly more resources
available for the development of their systams and have spent several years in their
development, .,

Booz-Allen&Hamilton aiso highlighted the fact that none of the organizations
identified in the benchmark report perform precisely the same function as the SBA.
Cornwventional lenders in the study do not have SBA's mission of providing financing fo
those who do not have access to credit on reasonable terms. The quasi-Qovernmental
entities we studied, like Freddie Mac and

Fannie Mag, are also significantly different.from SBA because they are involved in
housing rather than commercial loans. This is mainly due to our role as a gap lender,
which | discussed earlier. Neverthsless, their systems provided good modsls for the
SBA fo use in developing the Lean Monitoring System.
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Booz-Allend&Hamilton first examined the current processes of the Agency’s foan

programs o delerming where improvements could be made. Their study concentrated

{‘m five functions: guaranty procedures, lender oversight, risk management, asset
alss, and subsidy rate.

As expected, the study conciuded that there are performance gaps in all of the five
funclional areas, Within the performance gaps, there was one underlying concern that
affected sach of the five areas, i.e., the inability of capturing and analyzing
information which may result in an increased faxpayer's exposure to credit risk, Booz-
Allen&Hamilton recommended that-systems be developed that will oblain information
at loan origination and then automatically and seamlessly transfer the information
throughout the organization. The infarmation captured directly from lenders at the
inception of a guaranty will form the basis for all other fulure analysis. Loan
performance data should aiso be gathered from lenders and analyzed to develop an
understanding of loan-life behavior. The Risk Managemaent function should use the
caplured information o determine the optimal underwriting cnteria and portfolio
exposure. The Lender Oversight function should use the captured information to
analyze, and anticipate, lender behavior in order to ensure that lenders are acting in
ihe bhest interests of the SBA. The Subsidy Rate Calculation function should use the
captured information to predict more accurately the future cash flows of loans. The
Asset Sales function should use the captured information to determine the optimal
vatue for a portfolio of loans or guaranties. tach function is therefore dependant on
receiving accurate, relevant, timely and consistent information on each guaranteed
loan.

Commercial lenders and ather organizations which exhibil the best practices are
those who have systems and processes in place that allow functions to be integrated
based on three key concepts: consistency of loan information, relevance of
information collected, and the seamiess integration of information and business
processes. The LMS incorporates these key concepts.

it is importard {0 note that SBA’s benchmark efforts are dynamic. SBA continues to
benchmark innovalive business practices and information technology systems as they
become available o ensure thal potential business process improvement or
commercial-off-the-shelf (COTS) technical solution is considered for its applicability to
our Agency. ‘

BUSINESS PROCESS REENGINEERING

SBA's Business Process Reengineering {BPR) project represents an important step in
the Agency's modernization planning process. Booz-aAllen & Hamilton, Inc. facilitated
the BPR effort, with employees of their firm both guiding the work of the BPR teams
and recording 211& ieams’ ideas. The BPR study was conducted from December 1998
through June 1989 with a forty-member team comprised of a cross section of SBA
field and headquarters staff most knowledgeable about small business borrowers and
SBA’s responsibilities. The team recommended incorporating techrology advances
that were not even available five years ago. The members were specifically instructed
not to be limited to the traditional, nor constrained by current organizational structure.
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FEASIBILITY ANALYSIS

After the BPR, SBA followed the guidance of the General Accounting Office’s (GAD's)
Business Process Reengineering Assessment Guide and conducted a feasibility
analysis of the BPR recommendations. The GAC guidance suggested that a
feasibility study should balance the feasibility of each recommendation against the
projecied return on investment for the agency. To this end, a panel of program
sxpeits, who were not part of the BPR team, reviewed the 38 major BPR
recommendations. Concurrently, the Associate Directors for Capital Access and Figld
Operations and their staffs along with the Chief Operating Officer analyzed and
adjusted the recommendations to belter reflect the agency’'s mission as a "gap
lender." Of major concern was ensuring that the new system did not have a nsgalive
impact on potential borrgwers most in need of assistances and on those lenders not
yeld ready (0 move to an all-automated environment. The original recommendations
called for complete centralization of loan processing. This approach was rgjected
because we could notf ensure that the Agency's mission could adeguately be served
without some degree of jpcal service. Ceniralized processing may require a level of
standardization that can cut out low-volume and new lenders, The team's other major
risk concerns included the following:

« Increased dslegation of authority to lenders must be counterbalanced with
stronger lender aversight,

» The streamiining of underwriting could reduce the availability of information
necessary to assess SBA’'s potential risk,

» Full centralization of servicing reduces the abilily to provide hands-on
assistance (o borrowers who are viable, but having difficulty, it also reduces the
ability to quickly respond to regional needs. One example would be the recent
fue! oil crisis in New England.

« Centralization further removes the Agency from lacal knowledge. Commercial
lending is very sensitive to local conditions, reqguirements of state law and
assuciated hitigation. Relations with local lenders, lenders new 10 SBA's
programs, and lenders that speciaiize in serving new markets cannot be
cultivated to the same degree in a highly centralized environment. In addition,
training, oversight and market analysis are also more difficult.

+ The manner in which a loan is processed and serviced has a direct influence on
the kind of loans that are made. To the extent that SBA too closely mirrors the
practices of commercial lenders, it runs the risk of reducing the value added to
the small business sector.

Ultimately, 30 of the 38 original major recommendations were adopted without
change. The remaining eight were adoptad with modifications to betier mest our
legislative mission as g gap lender. SBA will implement the actual recommendations
issuing from these deliberations as part of Phase 1 of LMS development. The general
themes of these 38 recommendations are:

« We will become electronic with our lenders, pushing less paper and
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leveraging the tools we already bave,

« We will emphasize quality data and timeliness.

+ We will meet the need for greater oversight to monitor lenders’ strict

. adherence to data collection and performance standards,
« We will consistently enforce policies and regulations.
« We will proactively perform risk management. ; _
"« We will continue with asset sales and will strengthen our ability to do

timely and accurate subsidy rate calculations.

THE ITERATIVE APPROACH TO IMPLEMENTATION

Now | will briefly discuss our appreoach {0 implementation of the Loan Monitoring
Systam (LMS). The technical term for the approach we have adopted is a
"combination evolutionary incremental project structure.” In layman's terms, wa refer
to our implementation method as the ilerative approach.

The incrementa! or iterative model is characterized by acquisition, development, and
deployment of capability through a number of clearly defined system "increments™ that
can stand on their swn. The number, size and phasing of the “increments” for the
LLMS projact were determined by the praject team with significant input from SBA fiald
representatives. Requirements for the LMS are documented both in Joint Financial
Management Implementation Program {JFMIP) loan systems requirements and in the
LMS Syslems Requirements. The approach is evolutionary in that SBA will make use
of prototypes whose full functionality may evolve over time. Testing a system built in
smaller modules is also /ess risky. if something doesn't work as gxpecied it can be
. fixed fairly quickly and less expensively,

The first iteration of the new LMS initially will have the greatest impact on the PLP
and SBA LowDoc loan processing. The anticipated completion date for leration One
is Summer 2000, In Beration One:

« We will establish a set of core data elements that we wili collect on all
foans.

The core set of data slements that have been identified is needed both for
guaranty approval and throughout the life of the lnan, including for risk
management and lender oversight. Most of the best practice organizations
reviewed during the benchmark practice standardized data coliection
followed by seamless and consistent use of the information for risk
management. Freddie Mac uses its Loan Prospector® system to capture
standard information directly from the lenders and move the information
into the corporate computers, Bank of America uses the Merlin® system to
capture standard information at its branch level, then uses the information
to underwrite the loan and then iransfers the mfemaﬁon mta the corporate
loan accounting system.

« The intermet will be the standard medium for submitting all applications.

Ultimately, SBA will fully leverage the Intermnet as a backbone for data
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submission. Fraeddie Mac has realized significant benefits by establishing
their Loan Prospector® Internet based system as.its standard medium for
application data submission. In fact, Freddie Mac's participating lenders

. report that using Loan Prospector already is saving them $300 to $85€} per
oan,

s PLP, SBAExpress, PCLP, SBﬁLow[)oc, and Commumty Express ultimately
will be submitted electronically.

SBA will encourage electronic transfer of guaranty requests and servicing
actions. However, to ensure access 10 SBA’s programs by all small
businesses, SBA will not turn down any fransaction because of a lender's
lack of electronic capability. We fully sxpect that, over time, lenders will
move owards electranic-commercs and this issue will fade, however we
intend 1o do what it takes o get capital to deserving small busingsses. In
the short term, SBA plans on accommodating lenders’ varying levels of
technical infrastructure and competency by eslablishing several
automated data submission tracks. For example, highly automated lenders
miay use a file transfer via the Internet, whereas a less sophisticated
tender may use Optical Character Recognition forms to fax an application
to SBA. However, SBA will not turn a paper application away.

« Establishment of performance standards against which lenders will be
reviewed .

. Lender performance standards will be established by a centralized lender
oversight group. This is similar 10 what occurred at Freddie Mac and the
Farm Credit Administration (FCA), where "hest practice” lender
performance standards were established by centralized lender groups.

« Lenders will be held responsible for submitting complete and accurate
information on foan applications.

This is ensured through a processing system that immediately scresns out
incomplete applications and identifies incomplets or invalid entries, The
appropriate SBA field office will be notified of repeated deficiencies and
rejections by lender so that they can undertake training.

» Authority to make eligibility decision will be delegated to PLP lenders.

SBA will allow PLP lenders o sign an eligibility checklist and/or use an
Internet automated eligibility tool and retain the results in their file as a
substitute for the Agency’s eligibility detarmination. Lenders will be held
accountable for eligibility determinations as part of the lender review
process. Upon full implementation, we expect PLP loans to be processed
without SBA staff being involved in the processing. However, SBA wilf
have: staff avaifable to consult on complex efigibility issues.

. ITERATIONS 2-6
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The following is a summary of the highlights of iterations 2-8

. Iteration 2: We will expand the slectronic application process to include regular 7(a)
and 504 loan programs. We will also test electronic foan files; digital signatures, and
toan risk determinants.

« This will minimize pager flowing between SBA and its lenders and within SBA.
« Loan risk determinants will help SBA assess the risks associated with new loans
and understand how the risks change over time,

lteration 3, We will continue to aulomate the interna! work flow and develop on-line
reports for SBA staff and management.

» SBA staff and managers will have more accurate and timely information {o make
decisions,

Iteration 4 We will add proaclive risk management tools, a new loan servicing
system, and an on-ling system for lenders to update foan status information.

« ltwill be easier for lenders to provide loan data to SBA.

« SUA will have analysis tools to perform proactive risk management of the
portfahio.

. lteration 5: The system will include lender performance tracking and oversight.

o The system will provide lender performancs information 1o our lender oversight
function.

iteration 6. We will complete the system with modules to support liquidation and
litigation activities, enforcement of lender performance standards, and streamlined
asse! sales and subsidy rate calculations.

¢ The cost of asset sales will be reduced,

» Subsidy rate estimates will be more automaled and require less data cleansing
freeing resources to do more analysis.

CVERALL AGENCY COMMITMENT

SBA believes it has addressed most of GAQ's recommendations regarding the
management of this project that are not specifically referenced in the eight planning
steps, but enitical to Clinger Cohen based planning. Early in the process, GAD
representatives suggested that SBA's modernization efforts and more $pecn‘" ically the
Loan Monitoring System Project, were devoid of an official "champion.” Since the last
hearing on this subject in July 1888, SBA has designated Chief Operating Officer,
Kris Marcy, as the senior-level official with overall responsibility, authority, and
accountability for managing and coordinating the Agency's modernization projects.
. She works closely with our Chief Information Officer, Larry Barrett and our Chief
Financial Officer Joe Loddo to ensure that the Cimger—Cohen mandates have been
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-met and that critical tasks are completed on time and within budget. She also works
closely with the Associate Deputy Adminisirator for Capital Access Charles Tansey
andd the Associate Administrator for Field Operations Robert Baskin to ensure that our

. ’ program offices are well served by data improvements, We also want to ensure that
the staff who will implement the LMS in the field are involved fully during the early
siages of the projsct. In addition, Ms, Marcy and our program stafi have held regular,
in-depth briefings with GAC and your staff in November 1988, May and Qctober 1983,
to keep this Subcommittee fully abreast of our progress. Also, the Business

Technology Investment Council, the SBA’s Information Technelogy investment
process, has endorsed the Loan Menitoring System Project. This Council reviews,
controls and evaluates all SBA systems projects.

Most imporianily, SBA has astablished dynamic feedback mechanisms to analyze the
concerns of its internal and external stakeholders and to proactively identify and
define potential barriers of the modernization effort. Some examples include:

» in December of 1889, the agsncy began a series of ten regional training
sessions to educate key field staff (District Directors, Deputy Distriet Directors,
Assistant District Directors for Economic Development) about business and
system changes. ) .
« The LMS Project team regularly briefs its primary 7(a} and 504 trade groups, the
National Association of Government Guaranieed Lenders (NAGGL) and the
National Association of Development Companies (NADCO), on proposed
_ process and system changes. In addition, project lsadership conducts monthly
meeatings with NAGGL and NADCO technical advisory representalives.
. s An Internet (www.sba.govibanking/modemization himl) and Intranet site is
dedicated to the communication of modernization related issues, The sites
include various two-way communication mechanisms for dynamic axchange of
ideas between internal and external stakeholders,

NEXT STEPS

We are confident that we have carefully underiaken ths planning necessary 1o ansure
successful implementation. We are mindful of the misiakes thal have caused other
organizations to stumbile. Using the incremental development approach, we will
increase the likelihood of success by developing, {esting, and implementing
manageabile pieces of the system. While we are mindful of possible risks, we are also
aware of the graater risk of not proceeding. All of our planning has iluminated the
exposure we currently face. As stewards of federal resources, our failure to procesd
would be irresponsible and imprudent.

Thank you for inviting SBA to discuss with you the automatad Loan Monitoring
System and again we appreciate your continued suppart for this effort. We will be
happy to answer any questions you might have,
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. | ' ~ Daniel O. Hill

Assistant Administrator for Technology

Before

Subcommittee on Government Programs and
Oversight

Committee on Small Business

U.S. House of Representatives

@ May 27, 1999

Good moming, Mr. Chairman and members of the Subcommittee. Thank you for
inviting me o appear before the Subcommittee on Government Programs and
Oversight of the House Committee on Small Business to discuss the U.S. Small
Business Administration's (SBA’s) Small Business lanavation Research Program
(SBIR) program. My name is Daniel O. Hill and | am the Assistant Administrator for
the Office of Technology at the SBA. It has been my pleasure to manage the SBIR
program for almost 4 years.

Numercus small businesses have been able {0 conduct successful research and
davelopment {R&D} through the SBIR program that they would not have been able to
do alone. For example, before receiving a Depariment of Energy Phase Il grant in
1991, the Atlantia Energy Corporation of Houston, Texas, constructed shallow water
oif and gas drilling platforms. for about $2 million each. At the time, deep-water
platforms built by others were sc expensive (3500 million) that they werg not
sconomical to use for many small ol deposits. Aflantia used their SBIR grant to
develop their new concept for deep-water platforms that would cost only $100 million.
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Four hundred construction workers were employed o build two of the platforms for a
pravipus customer. The firm has grown from 30 to 100 employees as a result of the
$BIR program and has received 4 patents and one trademark.

. In addition, because the U.8, government receives royalties from the oil production,
- the two new platforms will send $200 miilion to the 1.8, Treasury from fialds that were
previously not economically recoverable, Atiantia said they probably would nol have

undertaken the project without the SBIR award, .

Today | will first, further discuss the need for and success of the SBIR program,
second, give a brief description of the basics of the SBIR program and third, explain
the role of the SBA in such success.

The Success of the SBIR program

The SBIR program was created in 1982 with the following objectives; "o strengthen
the role of the small, innovative firms in federally funded research and development,
and to uliize federal research and development as 2 base for iechnological
innovation to meetl agency needs and (o contribute {o the growth and strength of the
Nation's economy.” | would like to elaborate on how the SBIR program meets these
goals,

The SBIR program strengthens the small tirm rofe in Federal R&D

By its design, the SBIR program strengthens the rols of small innovative firms in

. Federally funded R&D. Since its first yvear of implementation, the 8BIR program has
grown o the point that it is now provigding more than $1 billion a year to innovative
small businesses. In spite of the effect of the SBIR program on Federal extramural
RED funding, small firms receive less than § percent of faederal exiramural R&D
furdding. This compares with about 47 percent going to large firms and more than 42
percent to universities and colleges {See Figure 1},

The SBIR program encourages Federal conlracting with small innovative firms, which
brings Federal spending more in line with the distribution of industrial R&D in the
privale sector. Small firms conduct more than 16 percent of the private sector R&D,
yat they receive only 8 percent of the Faderal R&D funds that go to private firms. The
targest firms (those with 25,000+ employees), however, conduct about 46 percent of
industrial R&D but they receive more than 80 percent of the federal R&D funds going
to the industry,

Recent data from the National Science Foundation {NSF) provide evidence that the
small business rofe in innovation and the sconomy is likely 10 increase in the fulure.
As we know, our economy is increasingly knowledge-based, where future
competiliveness is determined by the quality of the human resource base of
technically trained and skilled personnel. NSF data show that this human resource
base, the technical intellectual capital needed for future innovation, appears to be
moving from large business o smail business, A recent NSF study conciudes that
"the employment of full-time equivalent research and development {(R&D) scientists
. and engineers rose almost twice as fast between 1995 and 1996 at small companies
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as at larger ones --18 percent versus 10 percent -- according to a 1997 national
survey of R&D-performing firms.” The data show this trend continuing from 1997 to
1998 with a 14 percent increase for small firms and only a 6 percent change for larger
firtns {See Figure 2).

Another NSF survey shows that as many recent college graduates with degrees in
science or engineering are entering small firms as large firms, and that this amount
far exceeds the number going into other institutions such as universities, non-profils,
or government (See Figure 3). These data show that the SBIR program heips the
Federal procurement process focus on a sector of the economy with a growing center
of innovation capacity.

The SBIR program cnables Federal agencies to meet their research needs

The ten Federal agencies in the SBIR program have very different research and
development needs. Some seek the development of new products or processes to
meet their program needs. Others focus more on building the research and science
base in specific fislds, The SBIR program has resulted in high qualily research and
development for the agencies. The flexibility in the program design has enabled
agencies to manage their programs to effectively meel their specific mission
objectives.

The SBIR program coniributes to the growth and sf}aﬁgfb of the Nation’s
economy by increasing the commercialization of Federal R&D

Moest evaluations of the SBIR program to dates have focused on the success of
participating firms in commercializing the resulls of their R&D,

s These reviews have documented the sales and additional R&D funds generated
by SBIR firms. For example, 2 1992 study by the General Accounting Office
found that "the program is showing success in Phase Il {commercialization)
activity” and that SBIR expenditures of $956 million over 1984-1987 had
generated $471 million in sales of new commercial products and $646 million in
additional developmental funding as of July 1891,

« Studies by the Departiment of Defense in 13986 and the SBA in 1898, using the
same methodology as GAG’s and applying it 1o all 8BIR agencies, found that
the average Phase Il 8BIR project over 1984-1893 (funded at around $500,000)
had generated $8585,000 in sales and attracted about $825,000 in additional,
non-8BIR funding as of 1898, The same study found that 55 percent of all
respondents reported either sales or additional development funding or both.

« A Harvard University study found that SBIR awardees grew significantly faster—.
whether maasured by sales or employment—ihan a matched set of firms over a
ten-year period. The study found this {o be true in geographic areas with
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considerable venture capital activity.

Analysts are quick to point out that any commercial success attributable to these
. projects adds value to the economy over and above the research they performed for
the agency.

The SBIR program contributes to the growth and strength of the Nation’s
economy by stimulating innovation

By making R&D funds available to small innovative firms, the SBIR program takes
advantage of an underutilized economic and social resource: the smail, flexible,
innovative firm willing to take the risk needed to transform a new idea into an
innovation. The term "innovation" generally refers to the introduction into the
marketplace of a new product, process or service,

Studies and anecdotal evidence tell us that small firms have a number of advantages
over large firms when it comes to innovation (greater flexibility, closer contact with
customers and potential end users,. greater willingness to engage in high risk R&D
projects}. These qualities have made small firms the leaders in industrial innovation,
producing more inncvations per employee and per dollar spent on R&D than larger
firms: In fact, large corporations in innovation-intensive industries try to achieve some
- of the advantages of small firm organization through new business models using
semi-autonomous research and business units. Further evidence of the advantage of
small innovative firms is the important role being played by small start-up businesses
in the development of emerging high-tech industries such as biotechnology -and
. information technologies.

But the many advantages and efficiencies of small innovative firms are not fully
realized in our economy because of the obstacles they naturally face in raising
capital. Capital markets do not have the information needed to make sufficient
investments in the high quality but risky small firm projects that can lead to significant
and socially-beneficial innovations. The SBIR program funds those types of prOJects
by providing high-risk, patient capital that is not available in the market.

The impact of the SBIR program goes well beyond the outcomes of new product
innovation and firm growth. At a recent symposium conducted by the National
Academy of Sciences’ Board on Science, Technology and Economic Policy, a team of
researchers reported their findings from extensive case studies of SBIR recipients. At
the day-long conference, the researchers reported finding a number of examples of
start-up firms that said they would not have started their company at all if it had not
been for the SBIR program. In one study it was reported that fully half of the firms
surveyed said that the existence of the SBIR program influenced their decision to
start the company.

in addition, a study has found that SBIR start-up firms have had the effect of

encouraging colleagues to seek funding to start other firms. One-third of the firms in

one case study said their SBIR experience had encouraged their colieagues to form
. their own innovation-oriented firms. '
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There are also other indirect benefits of the SBIR program to the recipient firm. These
indirect benefits include increasing staff .skills, retaining or hiring valuable

. researchers, increasing the credibility and financial stability of the firm, enabling new
collaborative arrangements with others and influencing other R&D activities of the
firm,

The SBIR program: Background

The SBIR program was created by the Small Business Innovation Development Act of
1982 (P. L. 97-219). The SBIR program mandates that each Federal agency with an
extramural R&D budget in excess of $100 million must designate a certain
percentage of this budget for awards to small businesses. Currently, there are ten
Federal agencies participating in the program (See Figure 4).

In the early years of the program, the SBIR set-aside percentage was 0.2% of an
agency's extramural R&D budget in excess of $100 million with a legislated growth to
1.25% in 1987 that continued until 1982. On October 28, 1992, the program was
reauthorized through the year 2000 and Congress maintained the growth rate by
directing that the percentage grow each year to an eventual 2.5% in FY 1997,
maintaining that level to the year 2000.

The Act established a three-phase structure:

+ Phase I: Awards of up to $100,000 are funded for six months for research
. projects to evaluate the scientific and technical merit and feasibility of an idea.

» Phase {i: Funds Phase | projects with the most potential to further develop the
proposed idea. Phase Il funding is for one or two years, and most awards are
$750,000 or less.

¢ Phase lll. No SBIR funds may be used in Phase lll. Private sector investment

- and suppeort brings an innovation to market, and, if appropriate, Phase Il may
involve follow-up production contracts issued by a Federal agency for future use
by the government.

SBA’s Role in the SBIR program

In order to ensure the success of the SBIR program, the SBA plays a vital policy
leadership role by seeing that the interests of small businesses are protected. The
SBA directs the implementation and execution of the SBIR program by undertaking
the following key management and policy functions:

« Issues policy directives to the participating federal agencies with specific
instructions on establishing and maintaining the SBIR program at their
respective agencies;

» Chairs quarterly interagency program managers' meetings to discuss policy
initiatives and directions as well as operational issues;

« Provides advisory opinions on specific project and policy lssues

« Approves solicitation schedules for SBIR projects;

« Issues pre-solicitation information to small businesses:
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s Collects program data {(See Figure 5) and reports annually 1o the Congress and
the Administration; and

» Maintaing 2 datahase of 8BIR winners and conducts studies {0 determine the

. succass of the program,

Conclusion

in summary, the SBIR program is working; it is achieving its congressionally
mandated goals. A large part of the SBIR program's success is clearly due to
the skill, dedication, and ingenuity of the program managers and other Federal
" and state officials administering the program. | would like to commend them for
the terrific work they do. Equally important is the unique and flexible design of
the program, which enables it to fill the needs of a diverse set of Federal
agencies, and at the same time, reach 8 broad range of small businesses.

Finally, credit must go to the small businesses themselves who have performed
so well in the program.

The S8BIR program enables the Federal Government to keep pace with
transformations in the economy while supporting a dynamic and innovative

small business sector that will be the foundation of the economy of the 213

Century. The SBA supports the confinuance of this successful program. Thank

you for inviting me {0 discuss the SBIR program with you 1 will be happy to
. answer any questions you might have,

Figure 1
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Figure 2

Annual Rate of Increase in R&D Scientists and
Engineers, by Size of Firm

Figure 3

Employment of recent Science & Engineering

graduates as of 1995
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SBIR Agency Obligations

Fiscal Year 1997

{(in thousands of dollars)

Department of Agriculture 10,020
Department of Commerce 7,330
Depanment of Defense 569,075
Department of Energy 74,872
Department of Transportation 8,370
Department of Education 4.470
Environmental Protection 5,843
Agency

Health and Human Services 251,940
National Aeronautics and Space 121,447
Administration

National Science Foundation 53,630
TOTAL 1,106,997

Figure §
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84
85
86
87
88
89
90
91
92
93
94
95
96
97
98

SBIR Awards
FY 1983 through FY 1998

Number of SBIR
Awards

Phase | Phase Total
i}

686 686
999 338 1,337
1,397 407 1,804
1,945 564 2,509
2,189 768 2957
2,013 711 2,724
2,137 749 2,886
2,346 837 3,183
2,653 788 3,341
2,559 916 3,475
2,898 1,141 4,039
3,102 928 4,030
3,085 1,263 4,348
2,841 1,191 4,032
3,371 1,404 4,775
3,022 1,320 4,342

Value of SBIR
Awards

(in millions of dollars)

Phase Phase Total

| n
44.5 44.5
480 60.4 108.4
69.1 130.0 199.1
98.5 199.4 297.9
109.6 240.9 350.5
101.9 2489 389.1*
107.7 3217 431.9*
1181 341.8 460.7*
127.9 3359 483.1*
127.9 3712 508.4*
154.0 490.7 698.0*
220.4 4736 717.6*
2322 601.9 834.5* .
228.9 6458 916.3*
227.6 789.11,106.9*
262.3 804.4 1,066.7 (prelim.)
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* includes award modifications

NSF, Research and Development in Industry, 1997, carly release tables

NSF, Will Small Business Become the Nation’s Leading Employer of Graduates with Bachelor’s Degrees

in Science & Engincering?, 99-322, 1999 p. 2.

NSF, Rescarch and Development in Industiry, 1997, early release tables, Table A-52,

NSF, Will Small Business Become the Nation’s Leading Employer of Graduates with Bachelor’s Degrees

in Science & Engincering?, 99-322, 1999 p. 3.
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Results of a Three-Year Commercialization Study of the SBIR Program, 1.8, Small Busincss
Adunsnistration, 1991, {8BA 90,66 147,

BRTRC, Commercialization Smislt Business lanovation Research, and spocial (abulations, Poter Cahill,
BRTRL.

Josh Lerner, 1996, The Governiment a5 Venture Capitalist: The long-ran Empacts of the SBIR Program,
NBER Working Paper 5753, Cambridge, MA. K

This wa$ a common comement by the participants of the Nationg) Ai:adcmy of Sciences’ Board on
Scicnce, Technolopgy, and Hoonomic Policy, Symposhium on The Small Business Innovation Research
Program A Review of Current Research, May 5th 1999, Washington, D.C.

The State of Small Business, 1984 Chapter 3; and The Siate of Bmall Business 1994, Chapter 8.

National Academy of Scignces” Boord on Science, Teohaology, and Bvonomic Policy, Symposium on The
Small Business Innovation Lescarch Progrwn A Review of Current Resoarch, May 5th 1999,
Washington, D.C.

David Audreich, preseniation of research, NAS Symposium on SBIR, op. oit,

David Audretch, op. it
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