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The White House,
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Sonate of the United States.

ﬂmw@ Melanie Sabelhaus, of Maryland, to

be Deputy Administrator of the Small Business Administratiom,

vice Fred P. Hochberg.
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THE SBA FY 2003 BUDGET AND THE
NOMINATION OF MELANIE R. SABELHAUS
TO BE DEPUTY ADMINISTRATOR OF THE
U.S. SMALL BUSINESS ADMINISTRATION

WEDNESDAY, FEBRUARY 27, 2002

UNITED STATES SENATE,
COMMITTEE ON SMALL BUSINESS AND ENTREPRENEURSHIP,
Washington, D.C.

The Committee met, pursuant to notice, at 9 a.m., in room 428A,
Russell Senate Office Building, The Honorable John F. Kerry
(Chairman of the Committee) presiding.

Present: Senators Kerry, Levin, Wellstone, Bond, Burns, Ben-
nett, Snowe, and Enzi.

Chairman KERRY. Good morning. Welcome, Mr. Administrator,
and my colleagues.

We have a lot to accomplish this morning and we are going to
move right to it. We start today with a hearing on the President’s
budget request, and then we will move to the nomination of
Melanie Sabelhaus to be SBA Deputy Administrator. We are going
to have a vote on the floor at about 10 o’clock. We will try to move
as rapidly as we can and it may be that we just will not get it all
done before then and I will come back afterwards.

Senator Bond has a particularly pressing schedule this morning,
so I am going to turn to him for his opening statement.

Senator Bond.

OPENING STATEMENT OF THE HONORABLE CHRISTOPHER S.
BOND, A UNITED STATES SENATOR FROM MISSOURI

Senator BOND. Mr. Chairman, thank you very much. Mr. Admin-
Lstrator, welcome. Ms. Sabelhaus, we are delighted to have you

ere.

I apologize, but the vote on the Senate floor that will start at 10
oclock is on a very important amendment to a measure that I
drafted. So I am headed to the floor to try to defend the com-
promise that I worked on with Senators Dodd and McConnell.

The Budget for the SBA is vitally important, as is the confirma-
tion of Mrs. Sabelhaus to be the next SBA Deputy Administrator.
I apologize for having to leave, but we do recognize that the Admin-
istration is off to a much better start this year with the budget re-
quest to increase spending to $798 million, recognizing the value-
added brought by the SBA to the promotion of small business
startups and expansion.

o))
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We do have some problems, however, with OMB and the calcula-
tion of the credit subsidy rate. They promised us last year that
they recognized they had calculated too high a default rate, too
high a cost; therefore the subsidy rate was too high, and small
businesses have been paying an unintended tax to the Federal Gov-
ernment.

OMB did not follow through on their assurances to the Senate
Budget Committee staff. As a result, we are left in a position of
shortfall for the 7(a) business loan program and we would like to
work with the SBA to try to get it straightened out. Based on
OMB’s assurances last year, we did not press for the additional
funding we need to fulfill the expected needs of the 7(a) program.

I want to point out that the HUBZone program does have a $2
million request. The President has recognized the value of this pro-
gram in bringing jobs and economic opportunity to chronically poor
inner cities and rural counties. It permits the Federal Government
to award prime contracts to small businesses located in our Na-
tion’s economically distressed cities and poor rural areas, so long
as they employ at least 35 percent of their workforce from the
HUBZones.

The HUBZone program produces a double bottom line. It pro-
motes economic development, and it provides special contracting
opportunities to small businesses willing to invest in these areas.
The implementation of the program has not kept pace with the
goals enacted in 1997. The previous administration had little or no
interest in the value the HUBZone Program can bring to critical
areas. I look forward to working with Administrator Barreto since
the President has requested funding for the program. We will look
forward to hearing the steps that the SBA will take this year, and
the successes they will have in getting this program off to a good
start.

We do have many other important issues. I assure you that once
the battle is over on the floor today I will have some more time to
work with you on them. I appreciate, Mr. Chairman, your allowing
me to “speak and run”, so to speak.

[The prepared statement of Senator Bond follows:]
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U.S. SENATOR CHRISTOPHER S. BOND
Hearing on FY 2003 SBA Budget Request and
Nomination of Melanie Sabelhaus as SBA Deputy Administrator
February 27, 2002

Opening Statement

Mr. Chairman, thank you for convening this morning’s hearing on the
President’s FY 2003 Budget Request for the Small Business
Administration (SBA) and the President’s nomination of Melanie
Sabelhaus to be the new SBA Deputy Administrator. Both are pressing
matters before our Committee that we need to address promptly. I realize
the budget request and the President’s nomination could each warrant a
separate hearing; however, with the number of conflicts facing the
Members of the Committee, I appreciate the willingness of my good friend
from Massachusetts to bring both matters before the Committee in a timely
manner. Before we begin this morning’s fast-paced hearing , I want to
extend a warm welcome to Ms. Sabethaus to our Committee. 1 am sure
today will not be her only appearance before us. Her nomination by
President Bush will fill the most important remaining vacancy at the
Agency.

The SBA Budget Request For FY 2003

The President’s team is beginning to see the value of the programs at
the SBA. We all recall the budget request set up last year. It called for
deep cuts in the Agency and its most important programs., Congress
rejected the proposed budget cuts and approved $768.5 million for the
SBA’ FY 2002 budget.

This year, the Administration is off to a much better start. The
President’s proposal to increase spending at SBA to $798 million
recognizes the value-added that is brought by the SBA to our federal
programs to promote small business start ups and expansion. There are

-1-
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strong points in the budget request that are, unfortunately, offset by some
problem areas that we in Congress will address and, hopefully, correct.

HUBZones

As Chairman Kerry and Administrator Barreto are well aware, I am a
vocal advocate for the HUBZone program. The President’s budget request
of $2 million to fund the HUBZone program is a good start, and I applaud
the President for his recognition of the value this program can bring to
chronically poor inner cities and rural counties. As many of you know, the
HUBZone program permits the federal government to award prime
contracts to small businesses that are located in our Nation’s economically
distressed cities and poor rural areas and which employ at least 35% of
their workforce that reside in HUBZones. The HUBZone program is one
with as double bottom line: it will promote economic development in poor
inner cities and rural counties, and it provides special federal contracting
opportunities to small business who are willing to invest in the
economically distressed areas.

Unfortunately, the implementation of the HUBZone program has not
kept pace with the goals enacted into law by Congress in 1997, It was
very clear the previous Administration had little or no interest in the
program. Under Administrator Barreto’s leadership, the President has
again requested $2 million for the program. 1 would like to hear firsthand
from the Administrator the steps the SBA will undertake this year and next
to accelerate the growth of the HUBZone program.

Administrator Barreto, you can be sure [ intend to work with my
colleagues on the Appropriations Committee to increase the level of
funding in the SBA budget for the HUBZone program so that the SBA can
meet the most aggressive milestones you might set for the HUBZone
program.

A laurel goes to SBA for its stewardship of the Small Business

R
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Investment Company (SBIC) program. Last year, Congress approved a
small increase in the annual fee paid by the Participating Securities SBICs,
which allowed the entire program to proceed without the need for a
Congressional appropriation. I was pleased to see that the fees paid by the
SBICs to support this program will be reduced slightly for FY 2003.

The Administration deserves another laurel for its continued support
for the SBA management assistance programs that help hundreds of
thousands of small businesses every year. The Service Corps of Retired
Executives (SCORE) is made up of nearly 12,000 volunteers working
nationwide in 389 chapters. These very effective volunteers provide
counseling and training to nearly 400,000 small businesses annually via
face-to-face meetings and through Internet counseling, which is SCORE’s
latest success story.

The Small Business Development Centers (SBDCs) provide
management assistance and training to over 600,000 small businesses each
year through 1,000 locations located nationally, often associated with the
state university systems. And the SBA Women Business Center program
provides grants to non-profit organizations to train and counsel women
entrepreneurs. The Online Women’s Business Center provides 24-hour a
day Internet site with information targeted specially for businesswomen.

We on the Committee are taking a hard look at the funding levels for
these management assistance programs, which become even more
important to small businesses during an economic downturn or recession.
In particular, I am concerned about the comments included in the SBA
budget request claiming that the Agency has been “ihibited” in its efforts
to measure the success of the SBDC program. If this is actually the case, I
would urge the SBA to work closely with the SBDC programs throughout
the United States to develop a system that measures the level of help
provided by SBDCs on a state-by-state basis. 1 am aware of the success of
the SBDC program in my own State of Missouri, and the SBA may want to
look closely at a system similar to the one used in Missouri to measure the

3
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success of the SBDC program nationwide.

It is true with everything in government - nothing is perfect, and we
can always find room to make improvements. In the case of the SBA
budget request, while I have been able to recite many laurels for the
President’s and Mr. Barreto’s support for our nation’s small business
community, there are a few offsetting “darts.” There are a couple ongoing
problems that need to be resolved very soon. Iam very concerned about
the difficulties we continue to experience with the credit subsidy rate for
the 7(a) guaranteed business loan program and the 504 Development
Company Loan Program.

Last year, Senator Kerry and I were joined by Mr. Manzullo and Ms.
Velazquez in a request to the General Accounting Office (GAO) to
examine the method used by the SBA and OMB to calculate the credit
subsidy rate for the 7(a) loan program. The GAO analysis of the 7(a) credit
subsidy rate showed rather convincingly that the OMB and SBA had
overestimated the credit subsidy rate during the past decade, which had, in
turn, caused more than $1 billion to be collected in excess fees and
appropriations to underwrite the 7(a) program.

Last October, the Senate Budget Committee staff received assurances
from the OMB that the 7(a) credit subsidy rate would not exceed 50 basis
points (0.5 percent) in the FY 2003 budget request. This assurance was
confirmed to me in letter from Senate Domenici. Because of the assurance
included in the letter, I subsequently agreed to drop my support for a
provision in the Treasury - Post Office Appropriations Bill to require the
OMB to correct its model. Contrary to the assurances made by the OMB
last fall, the President’s budget request included a credit subsidy rate of 88
basis points (0.88 percent), which is 76 percent higher than the highest
level cited by the OMB in their assurance to the Senate Budget Committee
staff.

To some of you, this difference might seem slight. You might think

4
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we’re splitting hairs. But in realty, the difference is significant. The 38
basis points above the maximum level set by the OMB last fall means that
Congress will need to appropriate at least an additional $45.6 million to
fund the 7(a) loan program in FY 2003. Based on the GAO analysis of the
credit subsidy rate, it will not be long before this additional appropriation
along with some fees collected from borrowers and lenders will be found
to be “excess” and will be sent to the General Treasury. It is clear that the
SBA and OMB will be collecting fees that are well in excess of the needs
of the program.

The 504 Certified Development Company is experiencing similar
problems. When I first became Chairman of this Committee in January
1995, the 504 credit subsidy rate was about 50 basis points or one-half of
one percent. This grew by 1200 percent in FY 1997. At that time, the
SBA revealed that the recovery rate for defaulted loans was 44% not 80%
as claimed in earlier budget request.

The two major variables in calculating the credit subsidy rate are
defaults and recoveries. Since FY 1997, 504 program defaults have
dropped from 18.8 percent to 8.3 percent. However, this decrease has been
offset in part by a significant decrease in recoveries from 44 percent to
20%. At the same time recoveries are shrinking, the SBA reports to
Committee staff that recoveries under the Liquidation Pilot, now a
permanent part of the 504 program, are over 50 percent. Further, the
Agency has claimed to have made significant savings under its Asset Sales
Program, which has included a significant number of 504 loans. The
success claimed by the SBA when compared with the projections in the
credit subsidy rate seem to contradict each other.

At the same time fees paid by the borrowers, lenders and Certified
Development Companies have been high, the program has sent millions of
dollars to the General Treasury is fees collected that are in excess of funds
needed in the program’s reserve accounts. During the past two years, $270
million in excess fees collected from the 504 Program have been classified

-5
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in excess of the needs of the program. During this same period, Congress
appropriated zero dollars ($00.00) to underwrite potential losses under the
program, since the 504 program is supported entirely by fees paid from the
private sector.

Under Mr. Barreto’s leadership at SBA, I am pleased to learn that the
SBA has hired the Office of Federal Housing Enterprise Oversight
(OFHEO) to develop a new “econometric” credit subsidy model for the
7(a) Program in FY 2004 and the 504 Program in FY 2005. I hope Mr.
Barreto and his team are successful. Four years ago, under a different SBA
Administrator, the Committee was told, without equivocation, that the
SBA was developing a new, econometric model to calculate the credit
subsidy rate. Over the next four years, no econometric model was
developed. But hundreds of millions of dollars of excess 7(a) and 504 fees
were sent to the General Treasury.

The loan making policy at the SBA is to make more, smaller 7(a)
loans. 1 will listen closely to Mr. Barreto’s justification for this change.
One thing would appear to be pre-ordained - this new policy will cause the
credit subsidy rate to increase. As the “green eye shade types” have
explained to me, when the 7(a) loans increase in size, the fees paid to the
SBA increase but at a greater rate proportionally. Conversely, an increase
in smaller loan volume accompanied by a decrease in larger loan volume
will cause a proportionally larger decrease in the amount of fees collected
by the SBA. This decrease, in turn, will cause the credit subsidy rate to
increase, which will require a larger appropriation from Congress. Unless
these two alternatives occur: (1) fees paid by borrowers and lenders are
increased or (2) the program size is decreased. Either alternative is
harmful to the small business community.

As Administrator Barreto is aware, we on the Committee will be
watching closely as he and his team work through the credit subsidy rate
problems. I sincerely hope that when we gather here next year, I will be
able to move the 7(a) credit subsidy rate issue from the “dart” portion of

-6-



my statement to the “laurel” side.
Melanie Sabelhaus Nomination

Ms. Sabelhaus, welcome to the Committee on Small Business and
Entrepreneurship. Congratulations on your nomination by a President
Bush to the second-in-command at the SBA. Your’s is a very important
position and is key to the long term success of the Agency. Before 1990,
the Deputy Administrator position was not subject to the advice and
consent of the U.S. Senate. The Congress enacted legislation that year to
recognize the level of importance of this job. And you can be sure that I, as
well as the other Members of the Committee, will be looking to you for
your experienced leadership at the SBA, just as soon as we can vote on
your nomination.

Since you were nominated, we have learned about your success in
starting up a new, small business called Exclusive Interim Properties, Ltd.
You were able to achieve a high level of success in your business that
thousands of small business that turn to the SBA are looking to duplicate.
Ms. Sabelhaus is bringing the type of experience to the SBA that is ideally
suited to boost the Agency’s mission. I would urge Ms. Sabelhaus to be
forthcoming and aggressive as she grapples with her new responsibilities.

Mr. Chairman, I have gone on long enough. Thank you for the
opportunity to address the hearing.

-
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OPENING STATEMENT OF THE HONORABLE JOHN F. KERRY,
CHAIRMAN, SENATE COMMITTEE ON SMALL BUSINESS AND
ENTREPRENEURSHIP, AND A UNITED STATES SENATOR
FROM MASSACHUSETTS

Chairman KERRY. Senator Bond, thank you very much. I appre-
ciate your continued help and cooperation and look forward to
working with you. Thank you very much.

We have two panels here. The first is representing the Adminis-
tration and the second is folks who do the day-to-day work of as-
sisting small businesses. I welcome you, Mr. Barreto. Thank you
for coming. I know that the first 6 months of any job are com-
plicated and this one has been more complicated by the events of
the last months in this country. So I appreciate your efforts. I know
the Disaster Loan Program has played a good role in helping some
folks to recover from those events.

I want to thank you for extending the comment period on the
proposed 8(a) HUBZone parity rule by 30 days. I would have hoped
it might have been extended a little bit longer. I hope that if cir-
cumstances warrant it you might consider another 30 days or so.
I am not suggesting forever, but I think that it may prove helpful
in terms of trying to get some of the comment that we want to get.

As you know, Mr. Administrator, I support equality or parity be-
tween the 8(a) and the HUBZone programs. That was something
that Senator Bond and I worked out very carefully and it rep-
resented a number of years of resolution of the conflict of views up
here on the Hill, both between the House and the Senate.

We passed that. We actually codified it and I have some concerns
over the rule. I will express them to you in writing, and I might
ask you a few questions about it today.

Let me just say on the budget overall, it is not as bad as last
year’s, as Senator Bond has indicated. It is a better budget than
last year because last year did not make sense. It was a request
for $539 million last year and this year it is $798 million. The prob-
lem still remains that on close examination, and the Committee
has engaged in some of that examination, there are some serious
hurdles with this budget still. There are some problems. I certainly
want some dialogue about that here today.

The most significant of which is a 50 percent cut in 7(a) loans.
You hear this claim that there is a 4 percent increase but once you
go through the budget and really look at it you see that the in-
crease is primarily in administrative expenses and in staffing. It
does not a lot to put money out there, in terms of help to busi-
nesses.

For instance, for the BusinessLINK, there is no funding. That is
the second year in a row. For the Small Business Development
Centers it is level funding, but if you include the carryover funding,
it is a cut. The Business Information Centers and Women Business
Centers are level funded. The Microloan technical assistance is cut.
That is the second year in a row that has been cut. PRIME has
no funding. That is the second year in a row.

So those I think are serious concerns. Microloans got a 4 percent
increase. That is obviously better than last year’s 10 percent de-
crease but it is still a net 6 percent decrease over where we were
and it is 73.5 percent less than the authorized level. The reason



11

this Committee authorized that level is because we really thought
that that is what we ought to try to get to.

The other problem is there is an increase in Microloan funding,
the 4 percent I just mentioned, but then there is a cut in the com-
plementary technical assistance. We on this Committee have been
struggling for a long period of time now to link technical assistance
because it is such an important part of making the program a suc-
cess.

The 7(a), as I mentioned, is actually cut in half. So every State
is going to see a 50 percent reduction in 7(a) lending, and I think
that is a very serious issue.

I am not going to go through every aspect of the budget, but I
do think there are some good parts of it. I know we are all working
with some difficult choices here, but since we have not passed a
stimulus package, since we are already spending money in deficit,
and the deficit is because of two rationales. No. 1, “we are at war”
and No. 2, “we are in a recession.”

Once you have made that decision, there is no macroeconomic
difference between being in deficit $60 billion or $64 billion. To
shortcut the very things that could make up for stimulus, not in
partisan terms but just in economic terms, does not make any
sense to me. It just does not make any sense. Small businesses
need help. Those small businesses are going to kick this economy
back into gear.

So if you are prepared to spend some deficit for homeland de-
fense and the war, as we all are, and we were prepared to spend
almost $60 billion-plus on a stimulus that we have not now passed,
I do not know why we do not do a one-for-one here and say at least
get some of this money back into the hands of small business. I am
going to urge the Administration very strongly to try to embrace
that approach.

Let me turn to Senator Burns.

[The prepared statement of Senator Kerry follows:]
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Statement of Chairman John F, Kerry
Hearing on the President’s FY2003 Budget Request for the SBA
and the nomination of Melanie R. Sabelhaus to be SBA Deputy Administrator
Wednesday, February 27% at 9 a.m.

Good morning. Thank you for being here today. We have a busy schedule. First,
we will hold a hearing to review the President's FY2003 budget request for the
Small Business Administration (SBA), and then we will hold the confirmation
hearing of the President's nominee for the deputy administrator of the SBA, Mrs.
Melanie Sabelhaus. Mrs. Sabelhaus, welcome and congratulations.

With that, let us begin the budget hearing. We have two panels, the first
representing the Administration, and the second made up of representatives who
have the day-to-day responsibilities of running some of the SBA's programs. They
have been asked to give us their assessment of how the budget, if implemented,
would affect small businesses.

Mr. Barreto, welcome, and thank you for testifying today. The first six months on
any job are hard, and I know yours has been particularly demanding because of the
terrorist attacks. We all know that the SBA's disaster loan program has played an
important role in helping home owners and small businesses recover. I appreciate
your coming today and hope that you will stay throughout the hearing to hear what
all the witnesses have to say about the budget request and other matters that affect
their programs.

Before turning to the budget proposal, I would like to thank you for extending the
comment period on the proposed 8(a)-HUBZone parity rule by 30 days in response
to my request. While I appreciate your prompt decision, I was hoping for a slightly
longer extension. I hope you will consider an additional extension should the
situation warrant it, say another 30 days.

Also, as you know, I support equality or parity between the 8(a} and HUBZone
programs. In fact, T introduced the amendments that passed this Committee to
change the HUBZone program from one of HUBZone priority to one of parity
between the 8(a) and HUBZone programs. I do have some concerns over the
proposed rule, and T will address them in a comment letter to the Agency. I also
have questions about this issue, but I will ask those after your testimony.

1
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Mr. Barreto, I have reviewed the President's FY2003 budget for the SBA. Overall
it is not as bad as last year's, but it is not good. Once one gets past the request of
$798 million, which is far better than the unreasonable request of $539 million last
year, and examines where the funding actually goes, in effect this budget is very
much like last year's. In some cases it really is worse, and by that I am referring to
the 50 percent cut in 7(a) loans. The claim of a four-percent increase sounds good
to someone who doesn't have the time to comb through 148 pages of the Agency
budget, but that increase is primarily in administrative expenses and staffing, and
does very little to help small businesses.

Let me give you examples, starting with business counseling and training assistance,
which are so important to small businesses trying to manage their businesses in this
troubled economy:

® BusinessLINC. No funding. Second year in a row.

® Small Business Development Centers. Level funding, or a cut if you include
carryover funding.

® Business Information Centers. Level funding.

® Women's Business Centers. Level funding.

® Microloan Technical Assistance. Cut funding. Second year in a row.

® PRIME. No funding. Second year in a row.

Now let me list what this budget does to the SBA's successful loan and venture
capital programs:

® Microloans, that help the smallest borrowers. These are direct SBA loans
funded through appropriations. They got a four percent increase. That's better
than last year's ten percent decrease, but the request is 73.5 percent less than the
authorized level. The other problem with this request is that you slightly increase
funding for microloans but then cut the complementary technical assistance which
is essential to the program’s good loan performance. The technical assistance was
inadequate at last year’s level, so lowering it for this year lacks common sense.

® 7(a) Loans. These are funded through appropriations. They got cut by 50
percent. That means that every state's 7(a) loan dollars will be cut in half. The
request is 70 percent less than the authorized level.
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® 504 Loans. These are funded through fees, so need no appropriations.
However, those fees to support the same program level increased, so small
business borrowers will have to pay more to get the same loan dollars.
Additionally, the request is ten percent less than the authorized level,

® SBIC Participating Securities and Debentures. Both of these venture capital
programs are funded through fees and do not require appropriations. They got
increased program levels of 14 and 20 percent respectively. In fact, these are the
only two credit programs for which the Administration requested the full authorized
levels.

This budget just does not make sense given the economy. The Federal Reserve's
lending studies over the past year show 40 percent of banks have cut back on
lending to small businesses, making loans harder and more expensive to get. Last
year business bankruptcies were up a record 13 percent, and 2 million people lost
their jobs. College graduates are facing the tightest job market in years, with
national unemployment between the ages of 20 and 24 at 9.6 percent compared to
6.9 percent last year. Historically, small business has lead us out of a recession,
and this recession is no exception. Simply put, small business stimulates job
creation. Last year virtually all new jobs were created by small businesses. Faced
with these realities, what does the Administration do? Cut its largest small business
lending program by 50 percent.

SBA’s own budget says that “every $33,000 in loans to small businesses leads to
one job created.” How is it logical, given all of those facts, to cut your largest
lending program by 50 percent? And to compensate for under-funding a core
program of the Agency, your solution is to pit the program against the popular 504
loan program. It's just more of last year's budget gimmicks.

Let me also say that blaming the shortfall in 7(a) funding on Congress because we
passed, and the President signed, a bill to lower fees on the 7(a) borrowers and
lenders is misleading. There's not enough money because you didn't request
enough. That was your job. Your job also was to come up with a way to calculate
the subsidy rate for the program that more accurately reflects its performance. You
didn't do that either. You chose a Band-Aid approach so that you could claim that
you did something. The fact is, even if the subsidy rate had gone to zero, the fees
were too high. So high that when GAO reviewed the loan program’s subsidy rate

3
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model at our Committee’s request, it found that 7(a) borrowers and lenders had
been overcharged by more than $1 billion since 1992. Our job was to provide fee
relief to borrowers and lenders so that small businesses paid a fairer price when
accessing the capital and lenders could afford to make the loans.

According to the President's budget, 7(a) borrowers and lenders will return $179
million to the Treasury this year, FY2002. That's just about what we need for
FY2003 to leverage $10 billion in working capital loans. The money is there to
fund this program, the Administration just didn't consider it a priority.

If the Administration’s budget doesn’t adequately fund loans or management help
and counseling, where does the extra money go? To Presidential initiatives and
administrative costs. I support initiatives that will make the Agency better, and I
commend you for allocating resources to foster business creation among Native
Americans. But you must also take care of the basic mission of the Agency that
you have been entrusted to run and lead. This budget request leaves the challenge
to our Committee, to our colleagues on the Budget and Appropriations
Committees, and to all the advocates in this room, to restore the shortfalls. Last
year, excluding the absurd disaster loan program proposal to increase interest rates
on victims, this Committee had to fight to restore $264 million. This year it's about
$150 million.

I realize you worked hard to eliminate controversial budget proposals of last year,
such as increasing the already high fees on 7(a) borrowers and lenders; cutting the
SBDC program and shifting the cost to SBDC clients; and increasing the interest
rates on economic injury disaster loans. [ appreciate that, and so do the small
businesses that get help from these programs.

However, this is of little consolation considering the work before us. This budget
lacks adequate funding for its core programs, and the subsidy rate problems are a
poison pill for 7(a) working capital loans, 504 real estate and equipment loans, and
microloans. ‘

I look forward to your testimony, Mr. Barreto. Senator Bond, would you like to
make opening remarks?
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OPENING STATEMENT OF CONRAD BURNS, A UNITED STATES
SENATOR FROM MONTANA

Senator BURNS. Thank you, Mr. Chairman.

I will just put my statement in the record, Mr. Chairman, in the
sense of time. I have to go to the floor, too. I have to defend my
honor this morning, I am told.

But we have looked at the budget and we think there are some
shortcomings where I think they can be dealt with. Our SBIR pro-
grams—I know in Gallatin Valley in Montana we started an incu-
bator there some 10 years ago. Small manufacturing in the Gal-
latin Valley, in Bozeman, Montana, that payroll has now replaced
Montana State University. That is huge when you talk about Mon-
tana.

It has all been because we have been very active in the SBIR,
the incubators. We have done some very innovative things. Of
course, located next to a university where you have a lot of R&D
activity, it gives rise to some opportunities that normally we would
not have.

So we will talk about this as we work our way through it. I am
going to put my statement in the record, and I appreciate the
Chairman having this hearing.

I would go on record as supporting the deputy director that has
been nominated by President Bush. I thank the Chairman.

[The prepared statement of Senator Burns follows:]
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STATEMENT
BY
SENATOR CONRAD BURNS
COMMITTEE ON SMALL BUSINESS HEARING
ON THE
FY 2003 U.S. Small Business Administration Budget Proposal

27 February 2002

Thank you, Mr. Chairman. Afier reviewing the President’s proposed FY 2003
budget for the Small Business Administration (SBA), I can see that this budget
does provide a lot for small business and overall, I believe, is a good proposal, and
I am left with the impression that it is fiscally responsible. Iknow that, in light of
the tragic events of September 11, some domestic programs have taken cuts this
year. In light of this, I do commend the folks who pulled together this budget

submittal, which is certainly no easy task.

However, there are a few areas which I know have caused concern within
Montana’s small business community and these are the issues I will touch on this

morning. I do have some other concerns, which I will not get into with a great

1
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deal of detail this morning, because I think other members will cover those issues,
but do want addressed at a later time. I will spend the majority of my time
speaking on the specific programs which are so important to my State of Montana,
and I would suspect, other rural, low population states, where the majority of

business is small business.

First, the 7(a) Loan Guaranty Program was created as one of SBA's primary
lending programs and provided loans to those unable to obtain funding through
commercial or other means. The 7(a) program is frequently recommended to those
unable to secure traditional financing for equipment or working capital, etc.
Private-sector lenders provide these SBA-guaranteed loans and do not require
business investment up-front, which is a great advantage to a small business
starting out. What concerns me is the fact that this program has been cut to $4.85
billion in FY03 from $9.353 billion in the FY02 budget request. The funding has
essentially been cut in half. While I cannot be exactly sure what will happen as a
result of this 50% reduction, I do know that in such trying economic times, this

gives me pause.
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Moving on... Back in the 1980's, the Small Business Innovation Research (SBIR)
program was established within the major federal research and development
agencies. The intent of which was to increase government funding of small, high
technology companies for the performance of R&D with commercial potential.

This push continues today.

1, along with many of my colleagues, believe that our technology-based companies
under 500 employees tend to be highly innovative. This innovation is essential to
the economic well-being of our country — especially now, in such trying economic
times. SBIR makes sure that these small, high-tech firms participate in the federal
R&D endeavor. We must also make sure that small companies in rural states and
low-population areas are given the same opportunities as those located in more

populous areas. The SBIR Rural Outreach Program does this.

The Rural Outreach program is especially important to my State of Montana, as
most of Montana’s businesses are small businesses. Many of these small

Montana-based companies are high tech firms, looking for ways to expand their
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research and development opportunities. SBIR plays a vital role in allowing these
small companies to do just that. This program has proven enormously successful
in rural communities over the past few years, but successful continuation is

impossible absent a steady funding level each year.

In addition, we must make sure these programs are running as intended. SBA
must insure that agencies abide by SBIR/STTR statutes and Policy Directives, in
addition to the many other issues that SBA needs to safeguard. These are
competitive programs and must remain so. A wound, left unchecked, only

deepens with time.

Small businessmen and women across this great land depend on you, the SBA, to
aid and advocate on their behalf. Ilook forward to working with my colleagues on
this committee, those at the SBA and, most importantly, the small business
community in making sure these programs are effective, quality programs making
a difference to small business. If it’s not broken, we won’t fix it, but if there is

something that needs to be updated and changed, well, we ought to do so. Most
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importantly, though, adequate resources will be needed to get the job done and get

it done right.

As I’ve mentioned, about five years ago, we started the Rural Outreach Program
(ROP), with the purpose of providing SBIR outreach assistance to small
businesses in states that historically have under-performed in SBIR competition.
About 25 states and territories are eligible, Montana included. The FAST Program
was also created to provide SBIR and STTR competition assistance to small

businesses, however all 50 states are eligible to participate.

It’s no secret that I have been very concerned over the funding of these programs

in the past. This year is no exception.

The authorization for ROP has been set at $2 million per year since its inception.
However, actual ROP appropriations have varied significantly from year-to-year,
anywhere from $1.5 million one year to $500,000 the next, and everywhere in

between.
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This wide variation in funding each year handicaps this program. In order for any
program to be effective, there needs to be some sort of steady cash flow. It’s darn
near impossible to survive in a feast and famine environment. Yet, somehow,
SBIR Rural Outreach has successfully. Just think of what this program could do if

fully funded.

A ROP budget of $500,000 (actual for FY 2002 and proposed for FY 2003) allows
only $20,000 per state on average. With funding levels this low, it’s difficult to
get anything done. If1 leave you with anything today, please keep in mind the
importance of funding the Rural Outreach program each year. While I commend
the SBA for including this program in their FY 2003 budget, I would strongly
recommend that future budgets reflect the need for this program and include it at
its authorized level of $2 million, instead of the $500,000 included this year. For
meaningful results, this program should be funded at its fully authorized amount

of $2 million. The same can be said for the FAST program.
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Mr. Chairman, we must remember how critical the programs I have talked about
today are to the small business community. I am particularly concerned with what
I see happening in rural America. It is imperative that this committee and the SBA
continue to support programs that reach out to rural areas — the areas where

business is small business.

This nation is fighting two wars — one on terrorism and another called a lagging
economy. America’s small business is key in winning the economic war and
pulling us out of this slowdown. And SBA’s programs help these small businesses

do this.

I look forward to working with the SBA and you, Mr. Barreto, in making sure that
the SBA continues to provide opportunity and assistance to so many small

businessmen and women across this country. Thank you all for your time.
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Chairman KERRY. Thank you very much, Senator. Thank you.
Senator Bennett.

OPENING STATEMENT OF ROBERT F. BENNETT, A UNITED
STATES SENATOR FROM UTAH

Senator BENNETT. Thank you very much, Mr. Chairman, for your
opening statement and concern about small business and the im-
portance of small business as far as the recovery of the economy
is concerned.

The interesting thing about the Chairman’s position is it has not
changed with the change in Administration. The concern about this
issue was the same in the Clinton Administration as it is in the
Bush Administration, and both Chairman Kerry and Senator Bond
have been together on this position regardless of who the president
was.

I should just note that some of the banks in Utah are among the
largest 7(a) loan lenders in the country. We have a group in Utah
that is the second largest 504 loan organization in the country. We,
in Utah, do not have the Chase Manhattans and the Citibanks
headquartered there, but we have very aggressive lenders who rec-
ognize market niche opportunities when they see them and take
advantage of the SBA programs not only for people in Utah but,
frankly, all over the country. We have Utah banks that use these
programs all over the country.

So I have not only a general view of what needs to be done here,
I have a very strong parochial interest in seeing to it that we keep
these programs as healthy as we possibly can. The question that
I raise generally, as a business man, is: What does it cost the Gov-
ernment to keep these things going? Do we not get return on the
money that goes out? Does it not get recycled? This is not money
that is poured down any particular rat hole somewhere for some
program that does not work.

This is money that multiplies and you get the multiplier effect
throughout the economy. So that is why I am in support of both
of these, and I applaud the Chairman for calling the hearing and
proceeding forward today.

Chairman KERRY. Thank you very much, Senator. Thanks for
your comments, and I guess it would be appropriate for me to say
we all join in thanking your State for a spectacular organizational
effort and great, safe last 17 days of the Olympics. It was terrific.

Senator BURNS. They will need more money.

[Laughter.]

Chairman KERRY. From the exodus I saw at the airport, they
may need a lot.

Senator BENNETT. If I may say so, it was a Massachusetts citizen
that led the charge.

Chairman KERRY. We know that.

Senator BENNETT. You may see him again in your home State.

Chairman KERRY. We hope to, that is fine. We look forward to
it.

Senator Wellstone.
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OPENING STATEMENT OF PAUL WELLSTONE, A UNITED
STATES SENATOR FROM MINNESOTA

Senator WELLSTONE. Thank you, Mr. Chairman.

First of all, I want to indicate my support for Melanie Sabelhaus,
who came by the office yesterday. I want to thank the Adminis-
trator for being here.

I want to apologize for being kind of in and out. There is a joint
Veterans Committee hearing in the House that I need to attend to.

I am going to put my full statement in the record.

Chairman KERRY. Without objection.

Senator WELLSTONE. Ditto to what the Chairman said about the
technical assistance, which is something that is very important to
me, on the Microloan program. I mean, the two go together. You
really need it, and I think the Administrator is nodding his head
this way. It is so important.

To me, the one thing I would say, the overall proposal looks good,
but I think the 50 percent cut in 7(a) loans is a profound mistake.
As the Administrator, and I talked to Ms. Sabelhaus about this
yesterday, I hope you will be, in whatever ways make sense to you,
outspoken and a strong advocate for this. Especially in hard eco-
nomic times. Most of the jobs in our State, I would say to the Sen-
ator from Utah, are created by small business. We leverage, since
1996, $1 billion in capital through the 7(a) program.

So this, from my point of view, is a non-starter. In fact, I think
it just does not make any sense whatsoever, especially in hard eco-
nomic times. You do not want to be cutting 7(a) loans by 50 per-
cent.

To me, the Administration basically has got three choices this
spring. You can fully fund the 7(a) program. You can adjust the
subsidy rate, which we have talked about—the Senator from Utah
is right—for some time now, so that each Federal dollar is
stretched further and the same amount of loans can be made with
fewer dollars, which I think makes all the sense in the world given
accurate actuarial assumptions. Or you can slash the program in
half. That is what you bring to us, and that is a profound mistake.

So we have to turn that around, Mr. Chairman, without doubt.
Actually, I think you have got the subsidy problem with 504, as
well. But that is sort of a different issue, but a real important one.

Thank you.

[The prepared statement of Senator Wellstone follows:]
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STATEMENT OF SENATOR PAUL WELLSTONE
SENATE COMMITTEE ON SMALL BUSINESS HEARING
ADMINISTRATION’S BUDGET REQUEST FOR FY2003
2127102

Thank you Mr. Chairman, I will keep my remarks brief, but I do want to register my strong
disagreement with the Administration’s budget for the SBA. I think it’s extremely shortsighted
to be cutting significant sources of capital and other assistance to small businesses during a
recession. Frankly, it flies in the face of the President’s rhetoric about job creation.

I believe SBA’s own office of Advocacy recently reported that Small Businesses are the biggest
engine of job creation in the U.S. economy — surpassing all other sectors. So why isn’t this
reflected in the Administration’s budget?

I want to talk specifically about the Administration’s proposal to slash in half the number of 7(a)
loans, but first let me put this in context:

Last year Minnesota businesses borrowed $235 million from private lenders through the 7(a)
program. The year before that it was $230 million. Since 1996, the 7(a) program has brought
over $1 billion in capital to small businesses in my state. Thousands of Minnesota businesses
have used these loans. This is a tremendous amount of capital.

Mr. Administrator, according to your own budget documents, one job is created for every
$33,000 in 7(a) loans. That means 7,121 jobs were created last year in Minnesota through these
loans, and over 30,000 have been created in the past 5 years.

What this data says to me is that small businesses in Minnesota are hungry for this capital. And
it tells me that these loans are a significant source of job creation in my state.

So you’ll have to forgive my frustration with this budget. What the administration is proposing —
just on the 7(a) program alone I haven’t even gotten to the other programs yet — is devastating to
the state of Minnesota, It will means at least $118 million less in capital for Minnesota small
businesses, it will mean 3,500 fewer jobs created.

Worst of all, is that this cut is proposed in hard economic times for small businesses.
Unemployment is rising. Lenders are sharply restricting credit.

The irony is that there’s an easy fix to this problem: OMB needs to fix the subsidy rate for this
program — currently we are grossly over estimating the rate of default. A more accurate
assessment of the risk of default of 7(a) borrowers would allow federal appropriations to go
further and fix the shortfall.

The subsidy rate problem applies to the 504 program as well, in fact 504 borrowers and lenders
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have been overcharged $396 million in fees because of this problem.

The Administration had three choices this spring: 1. Fully fund the 7(a) program. 2. Adjust the
subsidy rate so that each federal dollar is stretched further so that the same amount of loans could
be made with fewer dollars, or 3. Slash the program in half.

You chose the to slash the program in half, and I think that’s a profound mistake.

With regard to other programs, I don’t think the picture looks all that much better. Last year’s
final SBA budget was a significant cut — not the 40% cut that the administration originally
proposed but still a cut — and now this year the Administration has proposed an overall budget
that is basically flat funded at last year’s inadequate levels.

For example, you proposed a slight increase microloans, but a cut in technical assistance. This
level of technical assistance is not sustainable. Microlenders in my state were raising alarms
about last years budget so this is just going from bad to worse.

I’d sum up in this way, Mr. Chairman: this is a that budget nickels and dimes Minnesota’s small
businesses. It’s a mistake. It’ll be a disaster in my state and I'm going to oppose it.

[0
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Chairman KERRY. Senator Wellstone, thank you. Your full state-
ment will be put in the record and I just want to express my appre-
ciation for your personal focus on these lending issues for small
business. You have been a terrific part of this Committee’s efforts
and a great champion of them, and we appreciate it very much.

Mr. Administrator, welcome. Glad to have you back and we look
forward to your testimony.

STATEMENT OF THE HONORABLE HECTOR V. BARRETO, JR.,
ADMINISTRATOR, U.S. SMALL BUSINESS ADMINISTRATION,
WASHINGTON, D.C.; ACCOMPANIED BY: Dr. LLOYD BLAN-
CHARD, COO, U.S. SMALL BUSINESS ADMINISTRATION,
WASHINGTON, D.C.

Mr. BARRETO. Thank you, Mr. Chairman.

I also want to acknowledge Senator Bond and his words and
Members of the Committee. Thank you for inviting me here today
to discuss the President’s Budget request for the SBA for fiscal
year 2003.

To paraphrase President Bush, there are no Democratic solutions
to small business issues, nor are there Republican solutions, there
are only solutions. Year after year the Members of your Committee
have recognized this and have consistently reached consensus in-
stead of conflict. America’s small businesses are better off today as
3 result of your working together. I know we can continue this tra-

ition.

It is in that spirit that I respectfully ask for your support of the
President’s budget request of $798 million for the SBA. The Presi-
dent has increased the SBA’s budget to provide capital and tech-
nical assistance to small businesses and disaster victims so that
the SBA may continue making services available to those who need
them the most.

This budget reflects the President’s commitment to economic se-
curity through its support of small businesses and their creation of
new jobs. It supports the President’s role of Government, a role
which is not to create wealth but is instead to create an environ-
ment in which entrepreneurs can thrive.

Before we continue our discussion on fiscal year 2003, please per-
mit me to take this opportunity to commend the many Federal dis-
aster relief workers for their role after the attacks of September 11.
In the immediate aftermath of this unprecedented attack on Amer-
ican soil, the SBA mobilized both its disaster and district office em-
ployees to open up some 40 temporary disaster assistance offices in
New York City and Virginia.

Through the dedication of SBA’s employees we have delivered, as
of February 25, more than $523 million in disaster loans nation-
wide, approximately $295 million in disaster loans in New York,
$11 million in Virginia, and $217 million elsewhere throughout the
country.

I am pleased to say that the SBA was onsite very quickly and,
in many cases, canvassed areas door to door south of Canal Street
and beyond distributing disaster loan applications to small busi-
ness owners.

These dedicated men and women of the SBA worked tireless to
distribute applications, answer questions, verify damages and proc-
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ess and disburse loans, placing the success of the mission above
any personal consideration. The SBA family continues to work long
hours without seeking recognition for their tremendous efforts.

The SBA also has rolled out an unprecedented nationwide expan-
sion of the Economic Injury Disaster Loans programs to help those
small businesses across the country that were adversely affected by
the events of September 11.

I am proud to lead an Agency that employs such loyal, dedicated
and caring employees. I know you join me in this sentiment and
share our commitment to continuing this important work on behalf
of the impacted small businessmen and women across our country.

Having said that, I now want to address the 7(a) funding. In fis-
cal year 2003, for the first time in many years, the SBA and the
Office of Management and Budget worked to make the subsidy rate
calculation method more accurately reflect changes in the program.
While the interim calculation produced a rate that may not be the
rate that any of us would like to see, it shows our commitment to
move to produce the most accurate method possible.

This is not an empty commitment, as has been made in the past.
We actually have a contract with the Office of Federal Housing and
Enterprise Oversight, and work has begun on creating an econo-
metric model for the subsidy rate for fiscal year 2004.

In the interim, our calculation for fiscal year 2003, which weights
preferred lender loans in proportion to participation in the pro-
gram, produced a subsidy rate estimate of .88 percent. That is a
20 percent decrease. With the requested appropriation of $85.36
million for fiscal year 2003, this would have resulted in a 9 percent
increase in loan volume, producing a record level of loan authority.

However, recently passed legislation subsequently reduced the
fees paid by the borrowers and the lenders for a 2-year period be-
ginning fiscal year 2003, resulting in a doubled subsidy rate of 1.76
and a 7(a) program level of $4.85 billion.

While this statutory change poses a significant challenge to the
SBA in satisfying increasing loan demand, we believe that other re-
cent legislation will help us meet this demand. The combined budg-
et authority for the 7(a) program in fiscal year 2002 equals a pro-
gram level of $13.85 billion. Adding this amount to the fiscal year
2003 program level produces a 2-year program level with an an-
nual average of $9.34 billion.

This is consistent with historical levels. While we anticipate an
increased program level of $10.5 billion in fiscal year 2002, this
would leave an additional $2 billion in guarantee authority to sup-
port a nearly $7 billion program level for fiscal year 2003.

The current challenge creates an opportunity to examine the 7(a)
program to ensure its continued relevance in the marketplace. One
of our concerns is the relationship between the 7(a) program and
the 504 certified development company. 7(a) and 504, in some
ways, compete with each other. The 504 program, formed specifi-
cally for job creation, provides financing for real estate and major
fixed assets. We have determined that the 504 program is not
reaching its full potential.

For example, over 30 percent of the dollar volume of loans pro-
vided under 7(a) are large loans of $750,000 or greater, many of
which our 504 program could accommodate. Steering those larger
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real estate loans to 504 will assist our goal of reducing the average
7(a) loan size from roughly $244,000 per loan to a more desirable
average of around $175,000.

Our aim is to increase the proportion of smaller loans, the type
of loans often the most difficult for small businesses to receive. We
are looking at ways to encourage lenders to make smaller loans.
Doing so will enable us to better provide loans to small businesses,
the businesses that represent 99 percent of all employers and 52
percent of the private workforce.

An INC 500 study has shown that a majority of the fastest grow-
ing companies started with less than $50,000 in capital. Reducing
the average loan size in the 7(a) program will make the SBA an
even greater engine in creating jobs and providing for the Nation’s
economic security. We are confident that our lending partners will
work with us to ensure that more businesses which need 7(a) as-
sistance will be able to receive it.

As with 7(a), we have contracted with OFHEO to create an econ-
ometric model for the 504 program subsidy rate. We will imple-
ment the results in fiscal year 2005, a year later than implementa-
tion for the 7(a) subsidy rate to give us time to evaluate the results
of using this model on the 7(a) program before using it in addi-
tional programs.

As we attempt to implement these and other reforms to our fi-
nance programs, we will work closely with you and Congress to en-
sure that these programs retain their crucial role in assisting small
businesses.

In keeping with the President’s management goals, we are re-
structuring the workforce at the SBA. We are investing in the
workforce now to produce future savings. This agenda includes
more use of telecommuting and contracting out of services, as well
as other means to reduce overhead and rent, and use of technology
to improve productivity.

Managing for results, working with partners to ensure the effec-
tiveness of programs, is another of the President’s management
goals and I have taken steps to deal with the management issues
raised by the General Accounting Office and the Inspector General.

This budget request includes $1 million for the new Native
American Economic Development Program, and initiative to estab-
lish partnerships with tribes engaged in economic development ac-
tivity. The SBA is dedicated to ensuring that all Native Americans
who seek to create, develop and expand small businesses have full
access to all the necessary business development and expansion
tools available through Agency programs. This program is com-
prehensive in its nature and it is an initiative designed to meet
specific cultural needs and result in small business creation.

The SBA will be looking at doing away with the duplication of
programs, making our core programs more effective and efficient.

The SBA will celebrate its 50th anniversary in July 2003. In its
half century in existence, the SBA has assisted hundreds of thou-
sands of businesses in their formative stages. Many of those com-
panies have names with which you here are all quite familiar,
names like Federal Express, Intel, and Nike, just to name three.

We are working hard at the SBA to ensure that the agency re-
tains its leadership position as it looks forward to another half cen-
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tury and will continue to provide crucial assistance to the next Fed-
eral Express or the next Intel.

As T have taken a close look at our programs and services
throughout my first year as Administrator, I have seen what the
SBA can do and what the SBA needs to do to keep its programs
in tune with the ever changing economy. We cannot do this alone.

I know that I have spoken with some of you individually, but I
want to take this opportunity while we are all here together to en-
roll you in these efforts. We have an opportunity together to look
back at successes, to identify weaknesses where they exist, and to
position the SBA whereby it can assist in creating an environment
in which entrepreneurship can continue to flourish.

As I mentioned at the beginning of my testimony, the SBA’s fis-
cal year 2003 request is a good one for small businesses and offers
the beginning point for us to work in tandem with our partners in
Congress to ensure that the SBA remains an effective, relevant
agency that provides 21st century service for the small business
community’s needs.

We ask for your support of this budget. I thank you for the op-
portunity to appear here today, and I will be happy to answer any
of your questions.

Chairman KERRY. Thank you, Mr. Administrator.

Senator Levin has joined us. Senator, do you have any opening
statement?

OPENING STATEMENT OF THE HONORABLE CARL LEVIN,
A UNITED STATES SENATOR FROM MICHIGAN

Senator LEVIN. Thank you very much, Mr. Chairman. I do have
an opening statement, which I will make part of the record.

It expresses some disappointment, indeed dismay, at the pro-
gram level that has been requested for the 7(a) program in the
budget request of the Administration. I know that the Chairman
and others on this Committee have expressed similar concerns.

The assumptions about default rates continue to be too high, de-
spite the study which the Chairman and Ranking Member re-
quested last fall. The results of that study do not justify the con-
tinuation of the excessive assumptions about 7(a) and other SBA
loan default rates. I just hope that we will be able to correct them
under your leadership, Mr. Chairman.

I will put the rest of my statement in the record.

Chairman KERRY. Without objection the rest of your statement
will be placed in the record. Thank you, Senator Levin.

[The prepared statement of Senator Levin follows:]
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Statement of Senator Carl Levin
Senate Small Business Committee Hearing
The President’s FY 03 Budget Request for the SBA
February 27, 2002

Administrator Barreto, welcome and thank you for the good work the Small Business

Administration does on behalf of small businesses around the county.

We all know about the important contributions small businesses make to our economy in terms
of job creation and job retention. Small businesses are responsible for creating most of the new
jobs in our economy at a time when many of the nation’s large corporations are cutting back and
laying people off. In the past small businesses helped fuel the longest period of economic
expansion that ended last year. Now we look to them to lead the way in pulling us out of

recession.

The SBA helps small businesses in many ways. Perhaps the most impertant is making sure they
have access to credit. This is vital because one of the biggest hurdles faced by small business
owners is finding the capital to get started, expand, or just stay in business. This is especially true
during an economic downturn. I have been a long time supporter, as has this Committee, of
SBA’s main loan program, the 7(a)guaranteed loan program which last year made $10 billion in

loans available to small businesses.

At a time when we have continued to expand the 7(a) loan program in order to meet a growing
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demand, I am disappointed that the President’s budget proposal cuts the 7(a) loan program in
half, Such a gutting of this important small business loan program would have a devastating
effect on small businesses across the country. Especially because it comes at a time when credit
is tight as our economy struggles to pull out of recession. The federal government should be
trying to help small entrepreneurs generate jobs and stay in business, not hinder them by turning
a principal source of capital. Lenders have been increasingly cutting back on lending to small

businesses and the government should not be penalizing small businesses -- and the overall

economy -- by withholding capital at a time when it is needed most.

We should be fighting for the interests of small business. They are the ones that are going to
carry us out of recession. Surely the Administration can find the additional $85 million that is
needed to bring the 7(a) loan program Jevel with last year’s program level and ensure small
business is covered. Doing so would mean an additional $5 billion would be pumped into the

economy through small businesses around the country for job retention and creation.

T am also interested in SBA’s implementation of the SBIR FAST program. The President’s
budget requests level funding for the program in FY 03. Thope Administrator Barreto will pay
special attention to the SBIR program and the FAST program which aims to expand the number
of small businesses applying for SBIR R&D contracts. SBIR gives small high technology
companies access to federal research and development dollars and, in turn, gives the federal
government access to some of the world’s best innovation. The mentoring component of the

FAST program is a cost effective way to help bring new small business into the SBIR program
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through the partnering of successful SBIR small businesses with those that are new to the

process.

I understand that FAST awards were made to 30 states last October to perform SBIR and
technology outreach and as part of that, many states are developing mentoring networks within
their states and regions. [ hope SBA will be timely in providing states with SBIR recipient

company names as they can set up their mentoring data bases.

Although it is too early to look for results, the program has been well received by the states. At
the appropriation time I hope SBA will think about effective ways for states to share best
practices and lessons learned. Also, many of the participating states believe this programis a
good approach to creating a partnership with the federal government and would like to see it
expand to include all the states. This may mean that more money would be needed in the future.

1 encourage SBA to closely track the implementation and effectiveness of this program.
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Mr. Administrator, let me pick up on the 7(a) a little bit, and
maybe we can explore this, and also pick up on Senator Bennett’s
comments.

On page 352 of the President’s budget, you say that the 7(a) loan
program is “moderately effective”. That is your language. You cite
that decline defaults have improved performance but lender over-
sight needs to be improved. A moment ago you described to us that
you want to do more smaller loans. It strikes me that if you are
going to do more smaller loans, and lender oversight needs to be
improved, with the current situation lender oversight needs to even
be more improved, but you make no request at all for any increased
oversight staff. How do you reconcile those?

Mr. BARRETO. We agree, Senator Kerry. We think that there is
an opportunity for us to be more effective than we already have
been. That is not to say that we do not think that we have had suc-
cesses with our 7(a) loan program. We do, and we are very thank-
ful for the history that we have had with that program.

b 1\{Ve have lent, in the last 10 years, something in excess of $100
illion.

Chairman KERRY. I understand all of that and I am trying to get
at the oversight issue. If you needed lender oversight improve-
ments with the program as it was, and now you are going to do
more loans, how are you going to keep up with the oversight with-
out a request of an increase in staff?

Mr. BARRETO. One of the things, as you are well aware, that we
are working on right now is our loan monitoring system. We think
that that affords us a great opportunity to do this type of lender
overs{)ght. Obviously, we are open to any opportunities to do a bet-
ter job.

One of the things that we have had a lot of is very productive
conversation with our lenders on how we can do a better job in
sharing information so that we can both serve our customers,
which are those small businesses.

Chairman KERRY. Picking up on Senator Bennett’s comments,
which I completely agree with, I do not understand this definition
moderately effective. We have got success stories out of 7(a) that
pay the entire budget of your agency. I mean, Intel, Staples,
Callaway Golf are not moderate successes.

Mr. BARRETO. Absolutely, I agree with that 100 percent.

Chairman KERRY. Why do you call it moderately effective?

Mr. BARRETO. It is not to infer that we have not had successes,
because we have had successes. But our goal is to touch more of
those 25 million small businesses, especially in the emerging mar-
kets. There is an incredible opportunity for us to touch more com-
munities, to touch more of those small businesses and to identify
the next Intel or the next Callaway Golf, which may come from a
very different community.

So one of our goals is to expand our reach and to do more. We
think that the SBA has done a great job in leveraging our re-
sources, but we think that we can do better.

Chairman KERRY. Well, we agree that we could do more, and
that sort of begs the question of why not fund the program to be
able to do more? I mean, by SBA’s numbers alone, 7(a) loans cre-
ated 7,000 jobs in my State last year. In Georgia it created 11,273
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jobs; in Minnesota, 7,400; and across the nation almost 300,000
jobs.

But when you figure the cost of the lending program, you do not
even figure in any of those 300,000 jobs. You do not figure in the
taxes those people are paying. You do not figure in any of the
cost—I mean, this is a plus-plus, net plus program.

So to pick up on what Senator Bennett said, what is the ration-
ale, in a time of economic distress, when we need stimulus, when
the Administration was prepared to spend almost $100 billion of
stimulus, why cannot we find less than Vioth of $1 billion to make
this program more broadly reached?

Mr. BARRETO. Thank you, Senator Kerry. As I mentioned in my
testimony, the original request is—well, the request is for $85.36
million for our 7(a) loan program. This is actually an increase on
what was requested last year. With the decrease in our subsidy
rate, that would have provided a $9.7 billion authority for loans.

The issue that we are challenged with is because of P.L. 107-
100, that has caused the subsidy rate to go up and has decreased
the loan authority that we currently have. But the intention was
never to decrease the loan authority. Obviously, we did not antici-
pate the effect that that legislation, that passed at the end of the
year, would have had on the original request.

So the intention has always been to maximize what we could do
with that program. It has just been that the fact that the subsidy
rate change due to that legislation has caused that program au-
thority to go down.

However, having said that, I really want to make sure that I ex-
plain that we believe that there are options. Some of the options
were described today of some of the things that we can do. We are
going to be at right around a $4.85 billion authority, but we believe
that we are going to have at least $2 billion rollover from the pro-
gram this year into next year. That is going to get us pretty close
to $7 billion.

We also think that we could experience an additional $2 billion
authority in our 504 program, which is going to get us close to $9
billion.

As we talked about, or as I mentioned before, when you pull out
those larger loans, we have been averaging somewhere around that
$9 billion level. So we think that we do have some options.

Chairman KERRY. To get to your $9 billion is a little bit cute, if
you do not mind my saying so. Because you are including the emer-
gency $75 million that I put into the defense appropriations last
year, which is the STAR program, which was specifically put there
to increase lending this year in the aftermath of the terrorist at-
tacks, not to be included by you today as somehow meeting your
mark.

So what you are doing is taking 2 years and trying to claim that
it makes you good for the 1 year. It really does not deal with the
shortfall for FY 2003. What are you doing, at this point, to market
and use the STAR program that we put into the defense appropria-
tions? It is not supposed to be included into this count for next
year.

Mr. BARRETO. I understand that, Senator.
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Chairman KERRY. No you do not, because you are using it to say
what a good job we are doing.

Mr. BARRETO. I am saying that is one of the options that we
might have at our disposal.

Chairman KERRY. Let me just say to you right now, it is not an
option. OK? Let us take it off the table. It was not put there for
that purpose. It was put there because we could not get what 63,
now 64, U.S. Senators have cosponsored, which is the emergency
bill for business. We are meeting with Andy Card, as you know I
think, in a day or so to try to deal with that.

But do not start grabbing that money, which you guys did not
even put in the budget, and say we are doing a great job. We put
it there in order to be spent now, not extended over this period of
time to compensate for finding cuts in FY 2003.

Mr. BARRETO. We believe that with the legislation that was
passed, it gets us to about $13.88 billion for this year. We believe
that we are only going to do about $10.58 billion. So there will be
an excess there.

But having said that, I agree that we need to do a better job of
marketing the STAR program. That is a newer opportunity, and
one of the things that we are doing is we are talking to our lending
partners. We have a meeting coming up where we are bringing in
our top 10 lending partners in the near future to talk to them
about these kinds of opportunities. Because we think that there is
a significant opportunity for small business through the STAR pro-
gram.

Chairman KERRY. Well, we need to work with you. You are going
to keep coming back to those figures. I think we need to really sit
down and hopefully we can have that discussion with Mr. Daniels
and with the Administration. It sounds like you are sort of trapped
in the place they have put you and we cannot get you out of there
today.

But I think the Committee is just unanimous in its feeling that
this is a plus-plus program. This is not, as Senator Bennett said,
something where we are wasting money. The default rates just do
not support that notion. The success stories have many times over
paid for the entire expenditure.

So it is my hope that, particularly at this moment in time, when
so many small businesses just need a tie over. I mean, you have
got all of the travel industry that has been hit so badly across the
country. The airplanes are still working below capacity, which
means that every other industry incidental to them, and there are
countless numbers of them across the country, whether it is a res-
taurant or—I mean, just the dry cleaners that used to be supported
by the hotels, the people who do the laundry, the napkins for the
restaurants.

There is so much spin off here. The people who cook the bread
for the restaurants. You run down the list. The people who come
into town and have to go to the local drugstore.

There are a lot of people who have a viable business, who are in
a viable location, who have had years of good business track record,
but for whom the next months may be difficult. That is the purpose
of the SBA and of these programs to help small businesses.
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To be holding back on it is incomprehensible to me, in the con-
text of what makes this country tick. I mean, more than 50 percent
of the jobs in this Nation are in the 99 percent of the businesses
of this Nation that are small business. You have a unanimous
Committee here, you have got a super majority of the U.S. Senate
that wants to put this additional effort into it, and the only resist-
ance we can see is the Administration. I am not saying you person-
ally, but the Administration. It does not make sense.

Senator Bennett.

Senator BENNETT. Thank you, Mr. Chairman.

I agree that Administration witnesses come here with their in-
structions from the OMB. I have been an Administration witness
at1 gne point in my life and I understand that you do what you are
told.

But let me just try to understand the issue on P.L. 107-100. If
I understand your testimony correctly, Mr. Administrator, you are
saying, “We really would like to do what you want to do, but P.L.
107-100 says we cannot.” Is that a fair summary?

Mr. BARRETO. What we have stated and what we believe has
happened is when P.L. 107-100 passed, or S.1196, it reduced the
fees by the borrowers and lenders for a 2-year period, beginning in
October 2002, causing the recently reduced subsidy rate to double
to 1.76. So that is one of the things that is causing the issue of re-
duced authority for us to lend.

Senator BENNETT. Yes, I understand what it did, but let me go
back to my statement and see if I have got it straight. As I hear
the conversation, you are saying, “We would like to do what the
Committee wants us to do, but because of P.L. 107-100, we can-
not.” Is that a fair statement or am I incorrectly attributing mo-
tives here?

Mr. BARRETO. I would just characterize it a little bit differently,
Senator. What I am saying is that our full intention was to do a
program level of about $9.7 billion. When the budget was sub-
mitted and when it was developed, it did not anticipate that there
would have been this legislation.

That is what we are dealing with today. We are trying to find
methods that we can deal with it. We think that there are some
opportunities, especially if we focus on some smaller loans. As I
mentioned in my testimony, we think that our average loan size is
toohlallrge, especially for those small businesses that we are trying
to help.

Senator BENNETT. I am with you. I understand those details, but
I want to get back to the fundamental question the Chairman is
raising, the Committee is raising. This is where we would like to
be. Are you saying you would like to be there, too, but cannot be-
cause of this legislation? Or are you saying no, we would not like
to be there and this legislation further complicates things?

I just want a value judgment as to where we are here.

Mr. BARRETO. Obviously what is driving this is the fact that we
are dealing with a larger subsidy rate. The subsidy rate is the
issue here and I think that we have talked about this. I know that
this Committee has dealt with this issue for many, many years.

Since we got on board last year this is an area that we focused
on, too, and I think that we are making progress on it. I think we
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were able to make some progress by reducing it from that 1.07
level down to .88. But the job is not done. We have got to continue
working together to make sure that we continue having an accu-
rate reflection of that subsidy rate.

One of the things that we are doing this year, Senator, is we are
outsourcing a study to develop a more accurate econometric model.
We think that is going to help us.

Senator BENNETT. I applaud that because I think a more accu-
rate model will get you closer to where the Committee wants to be.
But if it is true, as the implication is from the conversation, that
the only difference between us is how we work out the problems
of this Public Law, and that the Administration and the Committee
want to be in the same place, that changes the dialogue of what
we talk about.

Chairman KERRY. Would the Senator yield?

Senator BENNETT. Yes.

Chairman KERRY. He does not need any help, but I just want to
point something out. The subsidy was changed because people were
being overcharged $1 billion. In bipartisan House and Senate ac-
tion, we lowered that fee. That is why the subsidy is higher; be-
cause we lowered the fee.

You, in fact, in your budget, effectively blame us as you say—I
mean, you are not saying it the same way today, but the bottom
line is you are saying you guys passed this law to lower the fee.
Yes, we did, because people were being overcharged and we did not
think they should pay that high a fee.

So your response is appropriately to raise the amount of money
you put in to make up the difference. You decided that you did not
want to do that.

So to come back to what Senator Bennett is saying, it is a ques-
tion of whether you want to do it or whether you want to say that
somehow there is a law that prevents you from doing it. It does not
prevent you; you just have to put a little more money in there,
which is what we intended.

Senator BENNETT. I never met a tax cut I did not like and this,
in effect, was a tax cut. This Administration should be happy about
tax cuts. This Administration is asking for tax cuts.

I just want to understand if, in fact, by virtue of the tax cut, re-
duction of fee, call it what you will, we have created a problem for
you that you wish would go away because you want to put as much
money into the program as we want to put, let us work on solving
thlat problem because it seems to me that problem is fairly easy to
solve.

But if in fact you say no, we think the amount of money is ade-
quate regardless of the fee, then that becomes a different question
between the two of us.

I am not trying to trap you. I am just trying to understand ex-
actly where the Administration is vis-a-vis the Committee’s posi-
tion on the issue of how big the program ought to be. Assuming
that the 7(a) program fees was not a problem, would you want the
program to be as big as the Committee wants it to be?

Mr. BARRETO. Absolutely.

Senator BENNETT. OK, the I think we have got the basis for a
dialogue here of how we can maybe work this thing out.
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Thank you, Mr. Chairman.

Chairman KERRY. Thank you very much, Senator.

Given that answer, Mr. Barreto, are you willing to go to OMB
and send up a budget amendment to increase the funding on 7(a)?

Mr. BARRETO. Well, we are willing to work with you on any solu-
tions that can help more small businesses.

Chairman KERRY. That is the solution.

Mr. BARRETO. I think there are a variety of things that we could
explore. We still think that we are going to get closer to where we
need to be, in terms of that lending authority. As I mentioned, it
has been averaging at about that $9 billion to $10 billion level for
a couple of years now. We believe that we can get there.

The issue, as I also mentioned, is that we really want to look
at—this is an opportunity we see to look at the 7(a) program and
look at it in a real comprehensive way and make sure that we are
doing the job for small businesses and not just doing business for
some small businesses, especially some of the businesses that are
maybe not so small and are getting some pretty large loans out of
the 7(a) program.

Chairman KERRY. Mr. Administrator, I want to recognize Sen-
ator Snowe here, but let me just say to you that I have been
around here 18 years now, which is not a long time compared to
some, but it is long enough to know that there is a difference be-
tween counting a several year appropriation and doing carryover
and saying you are going to get to a level and doing the level on
the basis of 1 year.

Unless the Administration is prepared to allocate a larger sum
of money on the 1 year, and you are prepared to go out and market
this thing in a way that effectively reaches the people who need it,
we are going to be at odds. I hope we are not going to be.

This is a bipartisan Committee, and you have learned that. We
do everything we do in a really bipartisan way. There is just not
enough time on the floor not to do that. There is not enough ability
in the Senate not to do that.

I think the Committee is really unified in believing that this just
does not have a party label. It is a question of what is good for
small business.

Now if you guys have a real difference, ideological or philo-
sophical or political that it does not make a difference to small
business, tell us that. But let us not do a dance around the num-
bers that does not get to the problem here. The problem is there
is not enough money allocated to the 7(a) program to do what many
of us think it ought to do. Saying you are going to get to the au-
thorization by playing accounting games, by sort of doing Arthur
Andersen standards here or something, is not going to help us. I
do not want to do that.

Mr. BARRETO. I do not either.

Chairman KERRY. That is not fair to Arthur Andersen. I take
that back. But it is just not appropriate. It really is not appro-
priate.

Senator Snowe.

Senator SNOWE. Thank you, Mr. Chairman and welcome, Mr. Ad-
ministrator.
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I appreciate the comments that have been made on the 7(a) pro-
gram but I certainly, too, want to weigh in on this issue because
clearly the timing poses some serious ramifications. Here we are in
the midst of a declining economy and, as you acknowledge, small
businesses really have been the engine that is driving job growth
in our economy. It truly has been, even in the last economic recov-
eries. I mean, small business plays a pivotal role.

So I see this as being an inhibitor. When you are talking about
a reduction of more than 50 percent in the program, I just do not
see how it cannot have an impact on small businesses and those
who depend on this type of program. Would you not agree?

Mr. BARRETO. Absolutely. As I mentioned before, our intention
was not to decrease the size of the program. That was never, ever
the intention. We are still committed to providing the same level
of funding.

I could not agree with you more, Senator. Seventy-five percent of
the new jobs is what we think are coming out of the small busi-
nesses, so it is too important to our economy.

On the good front, I would think that one of the things that we
have been able to do is a lot of outreach recently. We are seeing
that our loan activity is up 11 percent over a similar period. So
there is a tremendous amount of interest and we need to continue
that and work very closely with you to make sure that we are
reaching as many of those small businesses as we can.

Senator SNOWE. You know, it is interesting you note that it may
reach more businesses with these kinds of changes, but you really
do not know. Am I correct in saying that? I mean, you are going
to study the results of this program over the next 2 years. So there
is no way to know what the impact is going to be until you achieve
the results.

Mr. BARRETO. Right.

Senator SNOWE. So if there is a problem with what you are pro-
posing, we will not really know for the next 2 years and we are
going to obviously feel the negative effects if it is not working.

I would question whether or not you would reach more busi-
nesses as a result of what you are proposing as opposed to, I would
think, fewer businesses.

Mr. BARRETO. Well, one of the ways that we think that we can
reach more of those businesses is if we have an opportunity to pull
out those large real estate, large equipment loans that are cur-
rently being done in the 7(a) program. If we have an opportunity
to shift some of those over to our 504 program, where we have
never totally maximized the loan authority that we have there, we
think that that is going to free up some money for us to do more
loans.

If we can focus in on some of those smaller loans. As I mentioned
in my opening testimony, Inc Magazine did a study recently that
says that the majority of successful startups are capitalized with
less than $50,000. Our average loan size right now is $225,000.

So I think that we have an opportunity to focus in on some of
those smaller businesses who need that access to capital.

Senator SNOWE. I think you have the cart before the horse be-
cause you really do not know what the effect will be. And it is a
see change for the program. This is a sizeable reduction.
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As Senator Kerry indicated, the point in reducing the fees for the
program was because it was a high fee. That can be an inhibiting
factor, in making the program as effective as possible. So you have
to create, as you well know, a balance in order to make an incen-
tive for people to participate in the program. So that is why we re-
duced the fees, because we felt that they were excessive.

So I question the timing, and also waiting 2 years to determine
whether or not this is an effective approach and one that we should
adopt. Not to mention the fact I do think it is going to undercut
the overall program.

Mr. BARRETO. Again, we will not wait 2 years to determine how
we are doing with regards to our ability to reach small businesses.
Obviously, we will be communicating back regularly, as we nor-
mally do, as to where we are at on our program.

As I told you, there is a tremendous amount of interest right now
in the SBA. Our programs are running at 11 percent. It is hard to
believe but we are getting 15 million hits a week right now on our
website, 1.5 million visitors come into our website every day. A lot
of those people that are visiting our website are interested in how
to start a business.

So we have a tremendous amount of interest and a huge respon-
sibility to make sure that we are doing everything that we can to
serve as many of those 25 million small businesses. We stay com-
mitted to that mission.

Senator SNOWE. Regarding outreach, can you describe to me ex-
actly how you intend to develop outreach efforts to private sector
partners, for example? That is important, especially in a rural
State like Maine.

Also, with respect to the Women’s Business Centers, because
that is also important to both of us, the Chairman and myself.

Mr. BARRETO. Absolutely. The SBA, I think, has done an incred-
ible job over its history of really leveraging the resources that we
have. We are not one of the largest agencies in Government, but
I think we do a very effective job by leveraging those public/private
partnerships.

One of our most successful public/private partnerships is the re-
lationship we have with Small Business Development Centers. We
have 1,000 Small Business Development Centers in the country
and it is a great distribution source for us to get our information
out and help small businesses. Last year I think we helped some-
thing on the order of 660,000 small businesses through SBDCs.

An additional 400,000 we did through SCORE, our Service Corps
of Retired Executives. Of course, one of the most successful part-
nerships we have is with our banking partners. So we have a lot
of networks out there where we reach out, not even speaking about
all the relationships we have with business organizations in every
single community, and on top of that our wide distribution force
that we have with our 70 program offices across the country. We
have a presence in every single State in the country.

So I think that we have some of the tools that we need to be able
to go out and reach as many of those small businesses, especially
in the rural areas. That is another area that we are very focused
on.
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You know, on the women’s business issue, we are very proud of
the work that we have done. We have 80 Women’s Business Cen-
ters. We have five that are coming online right now.

All of our programs are available to women. In fact, in the
SBDCs, we calculate that 40 percent of the businesses that are
being served are women business owners and women business own-
ers right now represent something a little over the order of 30 per-
cent. So we are actually helping more women through our SBDCs
than are represented in the population on a relative basis.

But we think that there are significant opportunities to use those
networks to reach even more of those businesses.

Senator SNOWE. Will you be developing specific initiatives to
reach out to businesses, obviously the private sector, mayors, local
officials?

Mr. BARRETO. Absolutely. We have an Office of Inter-Govern-
mental Affairs that is always working with the legislators, with the
mayors. They have been very active in all of the conferences that
have been going on, the mayors’ conference, the governors’ con-
ference. We will continue to do that and reach out to them.

Because at the end of the day, we think that is one of the most
effective ways that we are going to be able to accomplish our mis-
sion. I mean, nobody can do it better than the people that are on
the ground that do this every single day.

We are not going to impact a tremendous amount of small busi-
nesses from back here in Washington, D.C. That has to be done on
the local level. So we are very committed to developing those kinds
of initiatives. Our Office of Inter-Governmental Affairs is already
working on some of those plans.

Senator SNOWE. I appreciate that. Thank you, very much.

Mr. BARRETO. Thank you, Senator.

Senator SNOWE. Thank you, Mr. Chairman.

Chairman KERRY. Thank you very much. I might add, Mr. Ad-
ministrator, that your answers to Senator Snowe are a wonderful
argument for why the program ought to be increased. I mean, if
you are getting 15 million hits a week and 1.5 million visits a day,
and you are up 11 percent, you ought to respond to it.

Mr. BARRETO. We are working very hard to take advantage of
every opportunity.

Chairman KERRY. How about this: Would you commit to the
Committee that you will go ask the OMB for an amendment on the
budget?

Mr. BARRETO. Obviously, it depends on what the amendment is
and what the details are. We will work——

Chairman KERRY. To not have a 50 percent cut, to fully fund
7(a). That is the simple request of the Committee. Do you think it
is worth doing?

Mr. BARRETO. I think that that is what the President do, fully
fund the SBA 7(a) program through the request. We know that all
t}ﬁings being equal we would have experienced a $9.7 billion level
there.

C}Illairman KERRY. Do you disagree that there is a 50-percent cut
in the

Mr. BARRETO. The only disagreement, Senator Kerry, is that it
was not the intention of the President or Administration to cut
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Chairman KERRY. It may not have been the intention, but that
is the effect. Do you agree that that is the effect?

Mr. BARRETO. No, I agree that it was the effect

Chairman KERRY. Then we would ask the Administrator to make
up that difference.

Mr. BARRETO. I would be glad to work with you on any ideas or
suggestions that you have for helping more small businesses.

Chairman KERRY. That is my idea, yes or no?

Mr. BARRETO. The answer to the question, Senator, is I would
love to work with you on what that might look like. Without know-
ing what the specific nature of it would be, I think it would be dif-
ficult to make a firm commitment. But my commitment is always
to work with you and this Committee to find ways that we can do
things better and help more small businesses.

Chairman KeRRY. All right, I am not going to belabor it, Mr. Ad-
ministrator, but I think you—the request is pretty straightforward,
the amount of money is pretty clear. I guess Senator Bond and I
and the Committee will try very hard to get an appropriate re-
sponse out of it.

As you know, I wrote you a letter requesting an outline of your
sense of what the relationship of the Deputy Administrator to the
Administrator is. In a recent letter to you, I informed you that the
reason Congress made it a confirmable position is effectively be-
cause we wanted someone to be there who is going to be respon-
sible for the day-to-day management of the agency itself when the
administrator was unavailable.

But you sort of had indicated somewhere that you thought that
you are going to divide up the country and both of you were going
to be out there doing your thing. The question was who is going
to be running the agency?

So that was really what was asked in my letter, is who runs the
agency if you and the deputy are unavailable and/or what is the
relationship going to be here?

Mr. BARRETO. Thank you very much, Senator, and I appreciate
the question very much. I am very happy and excited that we are
going to have a Deputy Administrator on board, hopefully very,
very soon.

Melanie Sabelhaus is going to be a great contributor to the SBA.
She is somebody that has tremendous experience, not only cor-
porate experience working for large companies like IBM for many,
many years. She has a great organizational sense, a lot of manage-
ment experience. But she is also one of those small business own-
ers, just the way that I was, that started off with an idea, a com-
mitment, built something out of nothing. Built a small business
and grew it and was very, very successful with it. So I am very ex-
cited about having her on board.

I could not agree with you more. I see it as a true partnership.
I do not believe that there will be a lot of times when we both will
be out of Washington, D.C. So when I am not there, when I am out
representing the SBA in my travels, Melanie will be there and she
will be running the Agency as an equal partner to me when I am
not there.
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I think that there is a lot of opportunity for us. Never did I want
to communicate the intention that we are both going to be trav-
eling the country and nobody is going to be home minding the shop.

The truth of the matter 1s that no matter where we are at, we
are always in contact with the office and we are always running
things, whether we are there or not. But you are right, there is no
substitution of having that presence there. I know that when I am
not there, Melanie will be there and we will work very closely to-
gether.

But I want Melanie involved in all aspects of the agency. She is
not a specialist in terms of this is the only thing that she is going
to do. I need help with everything that we do.

You have indicated, and this Committee has indicated, we have
a big job ahead of us. We have a lot of work to do. So we are happy
to get the help and we are excited about having her on board.

Chairman KERRY. What are you doing at this point, in terms of
increasing resources and updating the 8(a) program to make sure
that there is increased opportunity and accessibility in that?

Mr. BARRETO. Absolutely. The 8(a) program is a program that is
very important to me. Not just because it is the 8(a) program, but
because I understand how important it is for small businesses to
get contracts. When you go out and talk to small businesses, some-
times they will tell you if I could only have one thing, just get me
more business. I will take care of everything else myself. The 8(a)
program is a great way to get more business into the hands of
small business people, especially from emerging markets.

We have a new administrator for government contracting and
business development, another small business owner, who is look-
ing at those programs and really looking at it from two fronts. One
is how can we make the existing program more successful? We are
not satisfied that we have enough businesses that participate in
8(a). We are also not satisfied that enough of them are getting
business out of the program. So we need to look at ways that we
can grow the pie of opportunity for them. That is the only way we
are going to be satisfied.

But the other thing that we are looking at is what should the
8(a) program of the future look like? Just because we have done
something a certain way for years and years does not mean that
we cannot find better ways to do it. Simplify the access of people
coming on board. Simplify the way that we ask people to provide
us information. Facilitate more opportunities through events and
other linkages with the people who make the buying decisions.

Also look outside the box. Maybe there are opportunities to look
at in the private sector. Most of us have private sector experience
and we know that there is a tremendous amount of business that
can come out of large Fortune 500 companies. The interesting thing
is that they are more interested now than ever before to do this
kind of business.

A very specific example is that we put together a director of 8(a)
providers to address the needs in the New York area. We know
that small business has to be the answer for rebuilding New York
and rebuilding this country. So we put together a directory to intro-
duce our 8(a) contractors to the folks that are going to be buying
services in the New York City area.
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So we are doing a whole host of things. That is a very important
program for us and we will stay committed to building that up and
will be glad to provide you with any specific details on the plans
that we have. But we have a very ambitious plan.

Chairman KERRY. Well good, because last year the small busi-
ness procurement goals were really not met, particularly in the
area of minority contracting. We have to understand that those
goals are not a maximum that we hope to achieve. They are a min-
imum that we hope to achieve. We did not do as well as I think
many of us would have hoped last year. So I think we are particu-
larly concerned about that.

The SDB and negotiated 8(a) goals are really critical and we
want to make sure that those are exceeded if possible.

I would just call to your attention, I have a letter in to you and
look forward to a response on the application and certification proc-
ess for the 8(a) and the SDB programs. There is an inequality be-
tween—you know, the HUBZone has a much easier certification. It
has an online option, whereas you get this antiquated process for
8(a) and SDB. I think it would be terrific if we could get—you
know, we want equality in these programs, parity. Parity is not
just in the allocation. Parity is in accessibility, execution and all of
that. I think it would be really good if we could try to upgrade that.

Mr. BARRETO. Absolutely Senator. I would be happy to receive
your letter and we will definitely get a comprehensive response on
that.

I would just touch on one point, one of the things that our ADA
for Government Contracting is doing, he has a project right now to
automate the application so that it can be an online application.
They have made pretty significant process on this. This can save
a tremendous amount of time and cost to small business people.

I have had many small businesspeople tell me once I saw the
phone book that you wanted me to return to you, I quit before I
even started. That is not what we want to do. We want to
incentivize people to participate and we think that might be a good
way to do it.

Chairman KERRY. Good. We look forward to working with you on
that.

I am going to leave the record open with respect to any questions
my colleagues may have that we will need to submit in writing to
you for about a week.

Without objection, the remarks of Senator Cantwell will be
placed in the record as if read in full.

[The prepared statement of Senator Cantwell follows:]
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Remarks of the Honorable Maria Cantwell
Hearing on the President’s Budget Request for the SBA
February 27, 2002

Mr. Chairman, I would like first to thank you for holding this hearing, and I
would like to thank the witnesses for coming here to discuss President’s
Budget proposal for the Small Business Administration. Let me also take a
moment to welcome Melanie Sabelhous, the Administration’s nominee to be
the Deputy Administrator for the Small Business Administration. I look

forward to hearing from you today.

I want to note that I am very concerned about the President’s proposed
level of funding for several important SBA programs: the Women’s
Business Centers, Small Business Development Centers, Microloans and
PRIME. Especially troubling is the proposed reduction in funding for 7(a)
guaranteed loans, and the continued unacceptably high subsidy rate for this

program.

Small businesses are the backbone of this nation, and one of the keys
to both national and individual economic recovery, because they provide

new jobs during periods of corporate lay offs and economic downturns, and
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allow workers to continue to provide a livelihood for their families through
meaningful work. In fact, last year, according to SBA’s own Office of

Advocacy, virtually ALL new jobs were created by small businesses.

As we will undoubtedly hear today, women and minorities are the
fastest growing segment of the small business community. Yet, in tough
economic times, those same groups are least likely to qualify for and receive
small business loans from traditional sources. Since September 11, small
businesses have had an especially tough time making ends meet, and banks
are making it tougher, and more expensive, to get loans. Thus, the reduction
of funding for 7(a) guaranteed loans from $10 billion to $4.85 billion does
not make sense during this time of greater economic need. Small business
loans guaranteed by SBA enable self-sufficiency...it is no time to cut this

funding.

Secondly, the subsidy rates for these loans are too high. They are
based on especially pessimistic default assumptions that have not borne out
in several years. This over-estimation results in overcharging participants
and reduction in the number of loan guarantees. The President’s budget says

that in FY2002, the 7(a) program will return $179 million to the Treasury,
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and the 504 program will return $110 million. This is unacceptable.
Reasonable fees are essential to ensure that there is access to affordable

capital.

Mr. Chairman, thank you again for holding this hearing, I took forward to

hearing from all of our witnesses.



50

Chairman KERRY. What I have to do is go vote quickly. We will
recess momentarily. We will begin with the second panel and then
Melanie Sabelhaus as soon as we get back. We will try to expedite
that if we can. I thank you very much, Mr. Administrator.

Mr. BARRETO. Thank you very much, Senator.

Chairman KERRY. I would invite you to stay if you want to.

Mr. BARRETO. I will.

[Recess.]

[The prepared statement of Mr. Barreto follows:]
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STATEMENT OF HECTOR BARRETO
ADMINISTRATOR
U.S. SMALL BUSINESS ADMINISTRATION

SBA’S FISCAL YEAR 2003 BUDGET REQUEST

FEBRUARY 27,2001

Mr. Chairman, Senator Bond, and members of the Committee, thank you for inviting me
here today to discuss the President’s Budget Request for the U.S. Small Business Administration
(SBA) for Fiscal Year (FY) 2003. To paraphrase President Bush, there are no Democratic
solutions to small business issues, nor are there Republican solutions. There are only solutions.
Year after year, the Members of the Senate Committee on Small Business and Entrepreneurship
have recognized this and have consistently reached consensus instead of conflict. America’s
small businesses are better off today as a result of your working together.

1 know we can continue that tradition. It is in this spirit that I respectfully ask for your
support of the President’s Budget Request of $798 million for the SBA. The President has
increased our budget to provide more than $17 billion in capital and technical assistance to small
businesses and disaster victims so that the SBA may continue making services available to those
of our Nation’s 25 million small businesses which need them most. This budget reflects the
President’s commitment to economic security through its support of small businesses and their
creation of new jobs.

Before we continue our discussion on F'Y 2003, please permit me to take this opportunity
to commend the many federal disaster relief workers for their role after the attacks of September
11. In the immediate aftermath of this unprecedented attack on American soil, the SBA
mobilized both its disaster and district office employees, including its resource partners, to open
some 40 temporary disaster assistance offices in New York City and Virginia.

Through the dedication of SBA employees, we have delivered as of February 25 more
than $523 million in disaster loans nationwide — $295 million in disaster loans in New York, $11
million in Virginia and $217 million elsewhere. I am pleased to say that the SBA was on-site
very quickly after the attacks and in many cases canvassed areas door-to-door south of Canal
Street and beyond, distributing disaster loan applications to small business owners. These
dedicated men and women of the SBA have worked tirelessly to distribute applications, answer
questions, verify damages, and process and disburse loans. Placing the success of the mission
above any personal consideration, the SBA family continues to work long hours without seeking
recognition for their tremendous efforts. The SBA also rolled out an unprecedented nationwide
expansion of the Economic Injury Disaster Loans (EIDL) Program to help those small businesses
across the country adversely affected by the events of September 11. I am proud to lead an
Agency that employs such loyal, dedicated and caring employees. I know that you join me in
this sentiment and share our commitment to continuing this important work on behalf of
impacted small businessmen and women across the country.
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Disaster assistance, however, is but one of many ways through which the SBA reaches its
customers. The 2003 budget includes specific requests for the following programs, a few of
which I will highlight in greater detail later in my testimony:

$4.85 billion in program level, through an appropriation of $85.360 million, for the
7(a) Loan Guaranty Program;

$4.5 billion in program level, without taxpayer subsidy, for the 504 Certified
Development Company Program;

$7 billion in program level, without taxpayer subsidy, for the Small Business
Investment Company (SBIC) Program;

$1.67 billion in program level, without taxpayer subsidy, for the Surety Bond
Guarantee Program;

$26.6 million in program level, through an appropriation of $3.726 million, for the
Microloan Direct Program.

$17.5 million for Microloan technical assistance;

$795 million for disaster relief;,

$1.1 million for Advocacy Database and Analysis;

$500,000 for Ombudsman and Regulatory Fairess Boards;

$750,000 for Veteran’s Outreach;

$1.5 million for initial preparation for a National Conference on Small Business;
$3.6 million for 7(j) technical assistance;

$500,000 for the Pro-Net Small Business Database;

$500,000 for Small Business Innovation Research (SBIR) Program technical
assistance;

$3 million for the Federal and State Technology (FAST) Program;
$2 million for the HUBZone program;
$88 million for Small Business Development Centers (SBDC) grants;

$3 million for the Paul D. Coverdell Drug-Free Workplace Program;
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* 35 million for the Service Corps of Retired Executives (SCORE);

e $475,000 for Business Information Centers (BICs);

e $12 million for Women's Business Centers (WBCs);

e $750,000 for the Women’s Council;

» $1 million for Native American outreach; and

o $3.1 million for United States Export Assistance Centers (USEACs).

Our budget request will allow us to continue meeting demand for the 7(a) Loan Guaranty
Program, the flagship program of the SBA, through FY 2003, and we are working on ways to
improve the program to ensure we can meet demand in future years. Let me further elaborate.

In FY 2003, for the first time in many years, the SBA and the Office of Management and
Budget (OMB) worked to make the subsidy rate calculation method more accurately reflect
changes in the program. In furtherance of that goal, we have contracted with the Office of
Federal Housing Enterprise Oversight (OFHEQ) to create an econometric model for the subsidy
rate for FY 2004. In the interim, our calculation for FY 2003, which weights Preferred Lender
loans in proportion to participation in the program, produced a subsidy rate estimate of .88
percent — a 20 percent decrease. With the requested appropriation of $85.36 million for FY
2003, this would have resulted in a 9 percent increase in loan volume, producing a record level
of loan authority. However, P.L. 107-100 subsequently reduced the fees paid by borrowers and
lenders for a two-year period beginning in FY 2003, resulting in a doubled subsidy rate of 1.76
percent and a 7(a) program level of $4.85 billion.

While this statutory change poses a significant challenge to the SBA in satisfying
increasing loan demand, we believe that other recent legislation will help us meet this demand.
The combined budget authority for the 7(a) program in FY 2002 is $175 million. This figure
includes the SBA’s annual appropriation of $78 million, the supplemental appropriation of $75
million, and carryover from FY 2001 of $22 million. While the supplemental 7(a) program is
executed at an different subsidy rate than the regular program (1.67 percent versus 1.07 percent,
respectively), the total 7(a) loan guaranty authority for FY 2002 comes to $13.84 billion. Adding
this amount to the FY 2003 program level of $4.85 billion produces a two-year program level of
$18.69 billion, or an annual average of $9.34 billion, which is consistent with historical levels.
In FY 2003, we anticipate converting approximately $3.3 billion in guaranty authority from FY
2002 into $2 billion in guaranty authority under the subsidy rate created by P.L. 107-100. This
would support a nearly $7 billion program level in FY 2003.

The current challenge creates an opportunity to examine the 7(a) program to ensure its
continued relevance in the current marketplace for both lenders and borrowers. One of our
concerns is the relationship between the 7(a) program and the 504 Certified Development
Company. 7(a) and 504 in some ways compete with each other instead of complementing one
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another. The 504 program, formed specifically for job creation, provides financing for real
estate and major fixed assets. We have determined that the 504 program is not reaching its full
potential. For example, over 40 percent of loans provided under 7(a) are large real estate loans,
many of which 504 could easily accommodate.

Steering those larger real estate loans to 504 will assist our goal of reducing the average
7(a) loan size from roughly $244,000 per loan to a more desirable average of around $175,000.
Our aim is to increase the proportion of smaller loans, the type of loans often the most difficult
for small businesses to receive. We are looking at ways to encourage lenders to make smaller
loans.

Doing so will enable us to better provide loans to small businesses — the businesses that
represent 99 percent of all employers and 52 percent of the private workforce. An Jnc 500 study
has shown that a majority of the fastest growing companies started with less than $50,000 in
capital. Reducing the average loan size in the 7(a) program will make the SBA an even greater
engine in creating jobs and providing for the nation’s economic security. We are confident that
our lending partners will work with us to ensure that more businesses which need 7(a) assistance
will be able to receive it.

As 1 said before, the 504 program provides financing for major fixed assets. Its statutory
purposes are to foster economic development and to create or preserve job opportunities by
providing long-term financing for small business concerns. The program will provide up to $4.5
billion in lending in FY 2003, up from a lending volume of $2.3 billion in FY 2001. This
renewed emphasis on 504 allows the SBA to support a significantly higher number of the larger
loans critical to the success of small businesses needing financing for real estate and long-term
capital equipment purchases. This program has not required a subsidy from taxpayers since FY
1996, as an on-going fee paid by small business borrowers fully funds it. We propose to slightly
adjust this fee in FY 2003 from .410% to .425% to allow the program to continue without
taxpayer subsidy.

As with 7(a), we have contracted with OFHEO to create an econometric mode! for the
504 program’s subsidy rate. We will implement the results in FY 2005, a year later than
implementation for the 7(a) subsidy rate, to give us time to evaluate the results of using this
model on the 7(a) program before using it in additional programs.

As we attempt to implement these and other reforms to our finance programs, we will
work closely with you in Congress to ensure that these programs retain their crucial role in
assisting small businesses.

In keeping with the President’s management goals, we are restructuring the workforce at
the SBA. We are investing in the workforce now to produce future savings. This agenda
includes increasing telecommuting, consolidating servicing contracts to reduce overhead and rent
and improving productivity through the use of technology.

Managing for results — working with partners to ensure the effectiveness of programs —is
another of the President’s management goals. I have taken steps to deal with the management
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issues raised by the General Accounting Office and the Inspector General. We have also
addresses the President’s E-Government initiative to create a government that is more citizen-
centered. The budget request includes $5 million for SBA’s leadership role in the Federal
Government’s interagency effort to build a website that reduces the burden of wading through
laws and regulations. Small business owners have a labyrinth of laws and regulations to
negotiate on the Federal, state and local levels and no guide to assist them in determining which
are applicable. This Business Compliance One-Stop on the Internet will build upon
BusinessLaw.gov, which the SBA has already implemented, and will provide those small
business owners simpler, 24/7 access to the vital information they need to run their businesses.

Additionally, in order to ensure security of its computer systems and to provide smatl}
businesses the access described above, the budget request includes $2.8 million to support SBA’s
upgrade of its information technology infrastructure. The SBA will also begin implementation
of an e-documents management system to assist with the retention and administration of the
SBA’s electronic records. The budget request includes $750,000 for that purpose.

This budget request includes $1 million for the new Native American Economic
Development Program, an initiative to establish partnerships with tribes engaged in economic
development activity. According to the 2000 Census, there are over 2.5 million Native
Americans and Alaskan and Hawaiian Natives, and the average unemployment rate on
reservations in 1999 was 43 percent. The SBA is dedicated to ensuring that all Native
Americans who seek to create, develop and expand small businesses have full access to the
necessary business development and expansion tools available through Agency programs. This
program is a comprehensive initiative designed to meet specific cultural needs and to result in
small business creation. This initiative will make funding directly available to tribes to assist in
economic development and job creation.

In addition to our initiative to assist Native Americans, the SBA operates two
complementary programs 1o serve businesses which face difficulties due to particular economic
and social reasons or geographic locations. The 8(a) Business Development Program assists the
development of small companies owned and operated by socially and economically
disadvantaged individuals. Eligible companies may be awarded set-aside federal contracts and
other business development assistance. The number of contracting opportunities for small
businesses has declined overall, including for 8(a). In response to that disturbing trend and to
other concerns about the program, 1 ordered a review. While we have not completed that review,
1 can tell you that we will continue to work on ways to streamline the process required of
applicants and to increase our efforts to obtain contract assistance for the program. We are also
looking at ways to better define the individual needs of individual 8(a) firms and to increase their
access to technical assistance and procurement opportunities.

Many 8(a) companies are located in areas designated as HUBZones (Historically
Underutilized Business Zones) by the SBA’s program which encourages economic development
in distressed areas through federal contract award preferences for qualified small businesses
located in such areas. Procuring agencies have not used this program to the extent possible. We
are looking at a variety of ways to increase the federal contracts that these businesses receive as
well as increasing their private sector contracting opportunities.
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It is our goal to treat the 8(a) and HUBZone programs equally and not as competitors. |
believe that they are both powerful tools that will help the federal government meet and exceed
its small business contracting goals.

The SBA will also be implementing the President’s management agenda, an agenda that
includes restructuring our workforce, increasing the use of competitive sourcing, expanding use
of technology and managing for results. Part of our operating expenses will increase as a result
of shifting $18 million in pension and health benefits that were previously part of the Office of
Personnel Management’s budget.

The Loan Monitoring System (LMS) will allow us to do on-line monitoring of our
lending partners. The SBA has contracted with KPMG to review the planning steps taken to
ensure compliance with the law and remain consistent with the project parameters. In March we
will receive a detailed outline of options. These options will allow the SBA to implement
various modules, depending on cost benefit. Currently the vast majority of our oversight is done
through on-site reviews of our lending partners and contracted audits for the Small Business
Lending Companies.

SBA has taken steps to strengthen and institutionalize its “Information Technology {IT]
Planning and Investment Contro} Process” to improve selection and control of IT projects in a
portfolio environment and to improve formulation of the IT budget. Doing so will help the SBA
meet the requirements of the Clinger-Cohen Information Technology Management Reform Act.

1 want to briefly discuss two programs which we do not plan to fund in F'Y 2003. The
Program for Investment in Microentrepreneurs (PRIME) mirrors the existing Microloan technical
assistance program. We cannot justify funding two nearly identical programs. Our Microloan
intermediaries and our non-loan technical assistance providers already offer a full range of services
for prospective microloan borrowers and microentrepreneurs. Their resources combined with the
array of other programs such as WBCs and SBDCs will fully meet the needs of microentrepreneurs.

The Business Learning, Innovation, Networking and Collaboration (BusinessLINC) Program
replicates other existing SBA technical assistance programs that foster mentor-protégé relationships,
as well as programs at NASA and the Department of Defense. BusinessLINC also duplicates SBA’s
7(j) management and technical assistance program, which provides contract grants and cooperative
agreements to organizations that provide direct assistance to small and emerging businesses. Finally,
BusinessLINC was designed to provide small businesses with an online information source and
database of companies interested in mentor-protégé programs. We can achieve those goals through
existing BICs, WBCs and PRO-Net, as well as through the private sector.

The SBA will celebrate its 50th anniversary in July 2003. In its haif-century in existence,
the SBA has assisted hundreds of thousands of businesses in their formative stages. Many of
those companies have names with which all of you here are quite familiar — names like Federal
Express, Intel and Nike, to name just three.
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We are working hard at the SBA to make certain that the Agency retains its leadership
position as it looks forward to another half-century and will continue to provide crucial
assistance to the next Federal Express or the next Intel. As I have taken a close look at our
programs and services throughout my first year as Administrator, | have seen what the SBA can
do and what the SBA needs to do to keep its programs in tune with the ever-changing economy.

We cannot do this alone. I know that I have spoken with some of you individually, but I
want to take this opportunity while we are all together to enroll you in these efforts.

As I mentioned at the beginning of my testimony, the SBA’s F'Y 2003 request is a good
one for small businesses and offers a beginning point for us to work in tandem with our partners
in Congress to ensure that the SBA remains an effective, relevant agency that provides twenty-
first century service for the small business community’s needs. We ask for your support for this
budget. Thank you for the opportunity to appear here today. I will be happy to answer your
questions.
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Chairman KERRY. Thank you very much, folks. I apologize for
the interruption.

We will now begin with Mr. Anthony Wilkinson, president and
chief executive officer of the National Association of Government
Guaranteed Lenders; Chris Crawford, executive director, National
Association of Development Companies from McLean, Virginia;
Alan Corbet, executive director of The Growth Opportunity Connec-
tion, Kansas City, Missouri; Amanda Zinn, chief executive officer,
Women Entrepreneurs of Baltimore; and Don Wilson, president of
the Association of Small Business Development Centers.

Folks, we need to keep you each, if you will, to the 5-minute
limit. I must be strict about it. Your full statements will be put in
the record as if read in full, but we have a lot to try to move
through in a relatively short period of time.

Mr. Wilkinson.

STATEMENT OF ANTHONY WILKINSON, PRESIDENT AND
CHIEF EXECUTIVE OFFICER, NATIONAL ASSOCIATION OF
GOVERNMENT GUARANTEED LENDERS, INC., STILLWATER,
OKLAHOMA

(li\/Ir. WILKINSON. Mr. Chairman, thank you for having me here
today.

To begin with, I want to say thank you for all the efforts that
you and Senator Bond and the other Members of this Committee
have made over the past year. We appreciate your recognition of
the fact that 7(a) program users have been significantly over-
charged and the efforts on S.1499, S.1196 and the Department of
Defense Appropriation bills are greatly, greatly appreciated.

Regarding the particulars of the fiscal year 2003 budget, it is our
opinion that this budget is simply an attempt to focus the discus-
sion away from the subsidy rate calculation again, blames Congress
for the low fiscal year 2003 7(a) levels, tries to put one SBA pro-
gram against another, and last and more importantly, it does not
address the long-term credit needs of small business.

Chairman KERRY. So in other words, you think it is a great budg-
et.

Mr. WILKINSON. For fiscal year 2003, NAGGL requests support
for a $12 billion 7(a) program. SBA anticipated enough carryover
from this year to fund about $2 billion worth of demand next year,
so we need to come up with sufficient appropriations to fund an ad-
ditional $10 billion in lending at a reported subsidy rate of 1.76—
that means we need $176 million in appropriations. Now we know
that the subsidy rate is overestimated and a lot of these appropria-
tion dollars will simply be returned to Treasury, but we have sim-
ply got to get this done. Small business needs 7(a) financing next
fiscal year.

I briefly wanted to touch on a couple of things from the Adminis-
trator’s testimony. He talked about an econometric modeling and
coming up with a way to be accurate on their subsidy calculation.
We are not asking for a totally accurate subsidy rate calculation.
We are asking for something that is simply reasonable.

He commented that the subsidy rate for fiscal year 2003 was
going to decline by 20 percent, yet OMB has been missing the mark
by over 150 percent every year on their subsidy rate calculations.
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So while yes, the 20 percent decrease is appreciated, it is nowhere
close to the amount that has been overestimated.

OMB is using a 12.87-percent default assumption in the 7(a)
model for 2003 yet table 6 of the Federal Credit Supplement esti-
mates defaults at 9.38. I hope somebody can explain that difference
some time. The 9.38 percent would be slightly higher than the av-
erage defaults of 8.81 since the implementation of credit reform
and would lead to a drop in the subsidy rate by over 100 basis
points. Which means then that the fiscal year 2003 subsidy rate
could be cut by more than half.

OMB has been testifying since 1997 that they were planning to
implement econometric modeling in estimating the SBA 7(a) sub-
sidy rate. Here we are in 2002, same thing. I am beginning to won-
der if this is simply a stalling tactic.

It is our belief that there is really not a problem with the current
model. It is a net cash flow model. The problem is the assumptions
that OMB plugs into the model. Again, I go back to the 12.87 de-
fault assumption when they fully expect defaults to be in the 9.38
percent range.

For the fiscal year 2003 budget, OMB clearly ignored the direc-
tives of this Committee and the House Small Business Committee.
They have ignored the report language in Treasury Postal Appro-
priations from last year. It is simply time for us to come up with
a solution. It is time for the overcharges to stop.

They made some other proposals in the budget to move large 7(a)
real estate loans into 504. Large 7(a) real estate loans pay the
highest fees of any of the loans. They pay a disproportionately high
share of all 7(a) fees. What they did not tell you is if you move
those real estate loans out of the 7(a) program that the 7(a) subsidy
rate in the fiscal year 2004 budget will go up and go up substan-
tially. We will be right back here next year talking about the same
thing because the loans paying the highest share of fees in 7(a)
would be taken out of the program.

Without the larger loans in their portfolio to offset the cost of
making small loans, many lenders have told us they would simply
quit making SBA loans because they cannot balance their portfolio.
They need the larger loans in their portfolio to offset the costs of
making smaller loans.

Last, to highlight something that you and Senator Bennett
picked up on, this program creates jobs. There is a preliminary re-
port from the Bureau of Labor Statistics that shows that the fiscal
year 1998 cohort of loans has created some 200,000 jobs already.
So this program is about jobs and the Administration should sup-
port it.

Mr. Chairman, thank you.

[The prepared statement of Mr. Wilkinson follows:]
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SBA 7(a) Program

Re-estimates Compared to Appropriations

$ in millions

Year Re-estimate $ Appropriation $
1995 59 213
1996 -100 78
1997 =277 173
1998 <647 197
1699 -176 134
Jzooo -117 114
2001 171 107
2002 na * 153
Totals . -$1,429 31,169

*includes the $75 million in the FY 2002 Department of Defense appropriations bill for STAR loans.

WNote: The bulk of the re-estimates are for loan cohorts FY 1992-1999. Total 4 d 7 will inue to i . Loan
cohorts 2000 through 2002 used default estimates well above actual performance. The downward i , for these loan cohorts,
will be not be recognized by OMB until these cohorts move past peak defaults (year 3). Even so, the cumulative subsidy budget
eutlays for the SBA 7(a) program since 1995 total - §260 million. This means the 7(a) program has been run at a profit to the
government, and that the amounts appropriated by Congress, for credit subsidies, have not been spent for that purpose.

The 2002 re-estimate will be made after the close of the fiscal year.
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The National Association of Government Guaranteed Lenders, Inc. (“NAGGL™) is a trade association for lenders and

other participants who make approximately 80 percent of the Small Business Administration (“SBA”) section 7(2)

guaranteed loans. The SBA’s 7(a) guaranteed loan program has proven to be an excellent public/private partnership.

Over the last decade, the SBA has approved more than 424,000 loans for over $90 billion. We thank the Committee for
€ opportunity to comment on the SBA 7(a) program.

Since the beginning of “Credit Reform™ in 1992, the SBA 7(a) subsidy rate has fallen from a high of 5.21 to the current
services level for FY 2002 of 1.07. This represents an 80% reduction in the estimated cost of the program to the
government, This reduction in subsidy costs has been achieved by improved underwriting guidelines, establishment of
lender review procedures, and fee increases on both borrowers and lenders.

There are many positive attributes of the SBA 7(a) loan program, including:

o SBA loan programs provide approximately 40% of all long-term loans {loans with maturities of three years or
longer) to srall businesses. The SBA is the largest single provider of long-term loans to small business. This is
contrary to the Administration budget that claims SBA provides only 1% of annual small business lending.

©  SBA 7(a) loans have significantly longer maturities than conventional loans to small businesses. The average
original maturity of SBA 7(a) loans, according to the Office of Management and Budget (“OMB”), is 14 years.
By comparison, only 16% of conventional small business loans have maturities in excess of one year, and of those
loans, the average maturity is less than four years

o Longer maturities mean substantially lower monthly payments for borrowers. For example, the difference in
monthly payments from a 10 year SBA 7(a) loan to a five year conventional loan (which would be above the
average maturity for conventional loans), would be 35-40%. This is a significant increase for the average SBA
borrower who tends to be a new business startup or an early stage company.

o Small businesses do not have the same access to debt-capital as do large businesses. The SBA programs bridge
that capital gap. Banks should not be expected to make long-term loans, the kind most needed by small business,
when banks are funded by a short-term deposit base.

o The SBA 7{a) appropriations are leveraged almost 99 to 1 by the private sector, making this one of the
governments” best economic development instruments. With a more accurate subsidy rate estimate (as discussed
below), the leverage ratio would be even higher.

o The SBA 7(a) oan program is just that - a loan program — which helps qualified small businesses obtain the long-
term loans they need for growth and expansion. This means jobs, and a “net return on investment” for our local
communities and the US Treasury.

Unfortunately, the Administration’s budget request for FY 2003 for the SBA 7(a) loan program does not adequately
address the needs of small businesses of this nation. The Administration proposes to reduce the 7(a) program by more
than half at a time when these kinds of lcans are especially needed. The Administration also continues to use an overly
conservative, unjustifiable default assumption in the subsidy model that leads to a subsidy rate that over-estimates the cost
of the program. The results are fees that are higher than necessary for borrowers and lenders, and an inefficient
appropriations process.

In testimony before the House Small Business Committee in 2000, the former SBA Administrator testified “the program
is already being run at a profit to the government.” At that same House Small Business Commitice hearing, a
representative of SBA’s CFO’s (Chief Financial Officer) office testified that the defauit rate for the SEA 7(a) loan
program was being managed “in the 8%-10% range.” Yet OMB requires the use of an almost 13% default rate in the
subsidy rate calculation. Each 1% reduction in the default estimate would reduce the subsidy rate by approximately 34
basis points, or 34, If the highest SBA defauit estimate of 10% (per the House testimony in 2000) were used, the
wrojected current services subsidy rate of 1.76% for FY 2003 would be reduced by approximately 90 basis points. This
_vould mean that OMB has calculated a subsidy rate that will prove to be more than twice the actual cost of the program.
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Senate Roundtable on the 7(z) Loan Guaranty Program

On September 5, 2001, the Senate Smal! Business Committee held a roundtable discussion on the subsidy calculation of
e SBA 7(2) program. Prior to the hearing, the GAO (General Accounting Office) issued a report indicating that OMB

“:7ad overestimated defaulis in the 7(a) program by more than $2 billion. GA{r also said that SBA had submitted a
proposal to OMB that would change the basis for the 7(a) program default estimate “in order to more closely track with
actual loan performance in the future.” The SBA recommended using a “five yeur lookback period” on default data, and
this would have resulted in a default estimate of 9.74% (in the 8% to 10% range that was provided in the SBA CFO
testimony), and a subsidy rate of —0.40% for FY 2002. OMB rejected the SBA proposal. OMB required a 1.07% subsidy
estimate-for FY 2002.

GAO also provided other default estimate scenarios. One was to look at all default history since the implementation of
the Federal Credit Reform Act (post-1991 loans). This approach would have yielded a default estimate of 8.81% (again in
the 8% to 10% range that was provided in the SBA CFO testimony), and would have resulted in a -0.54% for FY 2002.
OMB rejected this approach.

The transcript of the proceedings, from the September 5, 2001 roundtable, provides some interesting information. Dr.
Lioyd Blanchard, then the Associate Director, General Government Programs, Office of Management and
Budget, and now the Chief Operating Officer at SBA, told the Senate panel:

“The history of this program is one that has had an unfortunate one. The Administration
is working in its first year to correct this problem, and it is one that we inherited, that, as
vou all have mentioned, is a serious problem... We recognize that over the past 10-12
vears there is a cumulative $2 billion that has gone back to Treasury.”

‘We appreciated Dr Blanchard’s comments, but with the release of the FY 2003 budget request, it was clear that OMB did
not correct the subsidy problems. To hit the target OMB default rate, repurchased loans would have to increase by 30% to
V.
—
Dr. Blanchard also said, in response to a comment from Senator Bennett (R-UT} who likened the subsidy calculation to a
tax:

“The purpose of the calculation is to predict the credit subsidy raie that not only shares
the risk among the government and the borrowers and lenders, but also creates a self-
financing program.”

It is clear that this is how OMB has calculated the 7(a) subsidy rate. But the Federal Credit Reform Act of 1990 provides
different reasons for the calculation. One purpose is to “measwe accurately the costs of Federal credit programs.
According fo the Act, the cost of a loan guarantee “shall be the net present value, a1 the time when the guaranteed loan is
disbursed, of the (i) payments by the Government to cover defaults and delinquencies, interest subsidies, or other
payments; and (ii) payments to the Government including origination and other fees, penalties and recoveries.” The Act
DOES NOT GIVE OMB THE AUTHORITY TO UNILATERALY ADD AN ADDITIONAL AMOUNT SO THE
PROGRAMS ARE “SELF-FINANCING.” Yet that is exactly what OMB has done.

Another stated purpose of the Federal Credit Reform Act is to “improve the allocation of resources among credit program
and between credit and other spending programs.” OMB has clearly failed in this regard as the appropriation process for
the 7(a) program, as a result of their unreasonable subsidy calculation, is very inefficient. As the opening table of this
testimony shows, on a cumulative basis since 1995, every dollar appropriated for credit subsidies plus another $260
million has been returned to Treasury. This means OMB HAS DISREGARDED THE ANNUAL APPROPRIATIONS
PROVISIONS AND USED THE MONEY FOR OTHER PURPOSES.
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“Smoke and Mirrors” Accounting

Attached to this testimony are several charts. The first chart (page 1 of the testimony) details the re-estimates for the SBA
7(2) program since 1995. The number totals $1.429 billion! NAGGL has been complaining for years that the basic
sbsidy rate materially overstates the government’s cost of the program. Based on information NAGGL recently obtained
“{see the attachment “un-weighted purchase rates”), you can see that OMB is not telling the whole truth even in the re-
estimate process. The chart shows that OMB uses default estimates in the re-estimate process that are substantially higher
than the “expected” purchase rate for fiscal years 1995 through 20011 NAGGL estimates that if the “expected” purchase
rates were used in the re-estimate process, and additional $400-$600 million in downward re-estimates, The total
downward re-estimates in the 7(a) program would then approximate the number that Dr. Blanchard testified to at the
Septernber 5, 2001 roundtable.

Another question arises from Table 6 of the Federal Credit Supplement to the FY 2003 Budget. This table reports a
default estimate for SBA 7(a) loans to be made in FY 2003 of 9.38%. Yet in the subsidy calculations, OMB requires the
use-of a 12.87% default estimate. Why?

The 9.38% default estimate would fall in the range of defaults (8%-10%) that the SBA CFO’s office testified to in 2000.
A 9.38% default rate would be slightly higher {according to GAO) than the average default rate for loan cohorts 1992
forward. A 9.38% defauit rate would reduce the FY 2003 7(a) subsidy rate by over 100 basis points, leading fo a subsidy
rate of less than .75% rather than the 1.76% reported by OMB. Why was the 9.38% default estimate not used?

Lastly, OMB reports that the government would be saving money by moving large loans out of the SBA 7(a) program and
into the SBA 504 program. Yet SBA 7(a) loans pay higher fees to the government than do SBA 504 loans. It is clear that
large SBA 7(a) loans are used to offset the costs of small 7(a) loans. Moving large loans out of the SBA 7(a) program will
cause the SBA 7(a) subsidy rate to rise SUBSTANTIALLY in the FY 2004 budget.

So this “smoke and mirrors” accounting scheme means one of two things. Either OMB is trying to shut down the SBA

7(a) program — move large loans out of the 7(a) program, drive up the subsidy costs on small loans, force lenders out of

“ie program - or this is a punitive budget request for the SBA 7(a) legislative efforts made over the last year. Whichever
<t is, it is 2 bad budget for small businesses that need access to capital!

Treasury-Postal Appropriations

In the Treasury-Postal appropriation bill for the FY 2002, the conferces included report language stating they were
concerned that borrowers and lenders have been paying fees much higher than necessary for the SBA 7(a) and 504 loan
programs. The conferces stated that “this is the direct result of the fact that the subsidy rate model developed to determine
a program’s subsidy rate uses default assumptions that do not reflect recent program performance of either the 7(a)
program or the 504 program, or the legislative and administrative changes made to these programs in the 1990°s.”

The Administration issued a Statement of Administration Position (SAP) opposing the inclusion of this language in the
Treasury-Postal appropriation bill. The Administration claims the provision “purports to mandate how subsidy estimates
should be calculated for the SBA 7(a) General Business and 504 Certified Development Company loan programs.” The
Treasury-Postal language did not “mandate” how credit subsidies should be calculated, but rather states the subsidy
estimates made by OMB in the 7(a) and 504 program do not reflect actual performance, and need to be modified.

The conferees also directed OMB to report back to Senate and House Small Business, Budget and Appropriation
committees, within 30 days of enactment of the Treasury-Postal appropriation bill, on new subsidy rate estimates being
developed for inclusion in the President’s FY 2003 budget request. It is our understanding that OMB did not comply with
this requirement. .
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NAGGL Requests

Small businesses continue to need access to long-term capital. NAGGL requests your support of sufficient appropriations

to fund a $12 billion 7(2) program for FY 2003. We believe loan volume will increase next year for a variety of reasons,

cluding the passage of S. 1196, that reduces fees for 7(a) program participants effective October 1, 2002. The
~Administration’s proposed program level of $4.85 billion is totally insufficient to meet borrower demand.

Next, NAGGL requests your continued efforts to force OMB to calculate a fair and reasonable 7(a) subsidy rate. NAGGL
supports stronger language in the Treasury-Postal appropriation bill for FY 2003. NAGGL would support a modification
10 the Federal Credit Reform Act to have the subsidy calculated by an independent third party. Perhaps we should try a
“pilot” revolving fund for the SBA 7(a) program. [t is clear to us at NAGGL that, untii OMB is somehow held
accountable for the decisions made, OMB will simply ignore the will of Congress, and will continue to overcharge SBA
7(a) borrowers and lenders.

Lastly, we request that the Small Business and Budget Committees hold a joint hearing to review OMB'’s implementation
of the Federal Credit Reform Act. Substantially more than 100% of the dollars appropriated for the 7(a) program since
1995 have been returned to the Treasury. This is not right.  This is not fair. OMB IS LEVYING AN
UNAUTHORIZED TAX. IT IS TIME FOR A SOLUTION!
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In Bush Plan,
A Hidden Cut
For SBA Loans

M BY NICOLE DURAN

WASHINGTON — Defenders of the
Small Business Administration’s
principal loan guarantee program
are girding for battle -~ again —
as Prevident Bush’s budger pro-
poses ‘scaling back the flagship
B program. ‘

Lenders won last year when
Congress reduced 7(a) program
fees for the 2002 fiscal year and
rejected the President’s proposal

| to finance the program complete-
| ly with those fees.

When President Bush released
bis budget plan for fiscal 2003 Jast
week, his SBA proposal Jooked
innocuous enough: $798. million
to run the agency, a 3.8%
increase. But a closer look shows
that if lawmakers approve it as
written, the amount of smali-
business loans the agency could
back next year would be hahved, to
$4,85 billion.

“The President’s budget request
for the SBA has somc strong
- points, bur cuning the 7(a} guar-
ntéed business loan at

70

How that rate is calculated has
been a source of debate between
lenders’ groups, such as the
National Association of Govern-
ment Guaranteed Lenders, and the
White House for years, and it is
sure 1o’ come up during a House
Small Business Committee hear-
ing on budget matters Wednesday.

Scheduled witnesses include
SBA Administrator Hector V. Bar-
reto Jr. and the lender association’s
president, Anthony R. Wilkinson,

The Office of Management and
Budget sets the formula that the
SBA must use to determine what is
neaded for reserves to cover losses
and for administrative overhead,
Critics say it overestimates defaults
and forces lenders and borrowers
to pay too much in fees — some of
which end up in the general Trea-
sury for use on non-SBA items.

The General Accounting Office
agreed in a report issued last sum-
mer, ssying that the SBA and the
Officc of Management and Budget
have overestimated the cost of the

7(a) program by $958 million, and

counting, since 1992, !
“They did it to us again” Mr
Wilkinson said, “We were over-
charged $164 million in 2001
The current rate is 1.07, which
means the governmen? sets aside
$1.07 for every $100 in loans it

antéed bus m program’ a g This year the agency
the same time the Federal Reserve has set aside $107 million to back
Board is reporting that banks have $10 billion of loans. '

tighteried business loan credit
standards makes no sense” Sen.

Christopher 8, “Kit” Bond, said in’ »

a release Friday. The Missourian is
the tanking Republicn on the
Senate Small Business Committee,
" The cur was hard to find
because one has to look at the sub-
sidy rate -— what the government
projects that it costs to administer
the program and cover losses per
$100 Jent, .
“I’s not there in black-and-
white,” said committee spokesman
1. Craig Orfield.

The subsidy rate would have
been 0.88 for 2003 had Congress

not Teduced fees. That curtailed

the income to the program and
forced the OMB to raise themie to
176 1o cover the difference, an
SRA official said,

.2,)3.‘0'1,—
LA

That distressed officials at the
Senate Small Business Committee,
which said the OMB had promised
Congress Jast fall to lower the rate
to between 0.1 and 0.5 for next
year.

So, even though the proposed
budget wonld increase the pro-
gram’s direct appropriation by 9%,
to $85 million, the agency can col-
lect far fewer fees than in 2002,
Fees and the appropriation com-
bined represent all the $BAs
income.

Mr, Wilkinson said that the sub~
sidy formula requires lenders and
borrowers to overpay so much that
every dollar appropriated for the
7(a) program since 1992 has actu-

ally returned to the Treasury.

“It all goes back to OMB's effort
to tax small businesses and use
appmgriatzd funds for other pur-
poses,” he said. )

According to the SBA, it has
contracied with outside econo-
mists to develop an “economet-
rics” system to calculate the sub-
sidy rate. The new sysiem should
solve the argument in time for the
fiscal 2004 budget, the agency said.

Some on the Hill are skeptical,
however. .

Paul Cooksey, a staff member
on the Senate Small Busincss
Comumittee, said a simi}ar
promis¢ made in 1998 remains,
unfuifilled. [}
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Sénate Committes on Smatl Business and Entrep hip: February 8, 2002 Press Release Page 1 of 1

Ustited States Senate

Committee on Small Business
and Entrepreneurship

Christopher &, "Kit” Bond, Ravking Mewiber

FOR IMMEDIATE RELEASE CONTACT: Craig Otfield
February 8, 2002 (202) 224-4086
http://sbe.senate. gov/republican

BUDGET's PROPOSED SCALE BACK OF SBA's FLAGSHIP
LOAN PROGRAM ILL TIMED, BOND SAYS

(Washington) - Senator Kit Bond today said the Administration's budget proposal, which calls for a 50-percent
scale back in funding for the Small Business Administration's guaranteed-joan program, makes no sense when credit is
tightening and small businesses continue to struggle in a sluggish economy.

&

“The President's budget request for the SBA has some strong points, but cutting the 7(a) guaranteed business loan
program at the same time the Federal Reserve Board is repoiting that banks have tightened business loan credit
star *~rds makes no sense,” said Bond, Ranking Member of the Senate Small Business and Entrepreneurship
Co_aiftee.

"Now, mote than ever, this SBA flagship program is serving a key role in providing access to long-term credit
for small businesses,” he added. "Since the Senate's Democratic leaders are blocking passage of & needed economic
stimulus plan, cutting the flow of loans through the 7(a) progrem would do serious harm to small firms,"

The President's Fiscal Year 2003 budget was sent to Congress on Monday as the Federal Reserve reported that
commercial banks have tightened credit standards for business loans during the past three months.

Bond, who also serves on the Senate Appropriations Committee, said he “will work with colieagues to increase
the fevel of funding for the 7(a) program so that the needs of small businesses are met."

##

Home | Members | Legislation | He

ings. Roundigbles & Forums

Publicatic cleases | Agency Letters | Dear Colleague Letters
History, Jurisdiction & Committes Rules | Contact the Committee | Democratic Website | Links

http://sbe.senate.govirepublican/1 0 7press/feb0802 html 2720102
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Enclosure

b Implications of Proposed Changes
£ GAO
Daemoe bty + + Atlabiitty

» In March 2001, SBA subrnitted a proposal to OMB12 that
discusses using 5 years or 3 years of the most recent actual
loan performance - referred to as the lookback period® - as
the basis for the 7(a) program defaull estimate in order to
rmore closely track with actual loan performance in the
future. SBA recommends the 5 year Jookback period.

+ This proposal is based on SBA’s analysis that showed
that the most recent years of actuals are more predictive
of near-term future loan performance, notwithstanding a
sudden shift in the economy.

"2 in the past, $BA has propesad other melhods ia refine iz delault estimates sn OME Accerding 1o OMB, S8A has
not provided acceplsble stuppant that the sitematives would provids better eay)
2 For example. under the § yaar lakbauck periad, the 200% cohor estimate cf sa( ons defoult activity would be basad
on the .werags actual first yaar daetsulte (hal eocurred for the 1995 through 2000 cahorts and the zecond vew default 27
activity would be based on actual secand year dataults hat ocounrsd for the 1995 thraugh 1589 sohotts,

Page 30

GAO-01-1095R SBA's 7(a) Credit Subsidy Estimates
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Enclosure

i Implications of Proposed Changes

« The following table contrasts the impact of using the current
approach, a 5 year lookback, and a 3 year lookback to
estimate the subsidy cost of the fiscal year 2002 cohort.

Estimation Altematives’ ENect on Subsidy Rate and Appropriation
for ths Fiscal Year 2002 Cohort

Default Rate  Subsidy Rate  Appropriation

Current Ap proach 13.87% 1.07% $1 1 4,490,000
5 Year Lookback 9.74% -0.40% _ -$42,800,000
3 Year Lookback 8.97% -0.81%  -$85 270,000

Source: GAD analysls based on SBA data,
Note: Eslimated appropration assumes that ali othar assumptions ramain unchanged.

82

Page 35 GAQ-01-1095R SBA's 7(a) Credit Subsidy Estimates
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Another bungled policy

Small-business owners everywhere should be disgusted
by the slowpokes at the federal Office of Management and
Budget. The OMB has been watching the deterioration of
the U8, Small Business Administration’s 7(s) loan program
for some time now, but says there is nothing it &an do
before fiscal 2003, .

The problem: high fees assaciated with the 7{a) pro-
gram have made the loans less atvractive to banks and bor-
rowers alike. Hundreds of banks around the country have
dropped out of the program, and loan velume for the pro-
gram was down 6 percent in the Jast fiscal year alone.

~The fees are intended to guard sgainst defaults but are
caleulated based on default rates from the late 19805, dux-
ing the S&L crisis. This, even though default rates have
declined sharply in recemt years.

‘Worse, the 7(a) fees ~— §358 million since 1992 ~ don't
even go to cover bad loans. They go into the general gov-
ernment trough to give Congress more money to spend. In -
short, they are not really fees at all — they are hidden taxes
on emarging growth companies around the country.

OMB is working to lower the fees but says it can’t do
anything for at least another year With the economy in
recession and small business in need of capital, we daserve
better rom our goverunent. '

W DAUIAS BUSINESS JOURNAL
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NOVEMBER 2, 2001

SBA lenders blame lofty
fees for dip in 7(a) loans

XENT HOGWER /7 WASHINGTON BUREAD CHIEE
" 'ﬁmh dollar volume of loans i:sued

rough the U.S. Spal] Business Admini-
stration's flagship 7(g) loan program fell &
pereent in fiscal 2001, but SBA lenders
don't blame the weakening economy for
the decline, :

Instead, they say high fees make the
governmentguaranteed loans unattractve
to both lenders and the small businesses
that rely on the program. :

“It's tough for me to market those

" lpans,” says John Brocats, president and

. SBA program over the past year, he ssys.

CEQ of New Orleansbased BizCapitnl,
Louisiang's largest SBA lender.
Many lenders have dropped out of the

In louisiana, there were more than 100
SBA lenders 2 ysar sgo now there are 20,

The future of the 7{s) program is espe
cially important to startups and early-stage
companies, which eften cannot find leng-
term Joans with Jow monthly payments
elsewhere. :

Brocaty and a half<lezen ather lenders
traveled to Washington, D.C., in Seplem-
ber for & Senate Small Business and
Enterpreneurship Cémmittee roundtable,

where they urged the Office of Manage

ment and Budget to allow the SBA to lower
the subsidy rate for 7(2) loans. This would
enable the SBA 1 reduce its loan fees,

Since fiscal 1992, the U.S. government
has overestimated the credit subsidy cost
of the 7(a) program by $958 millien, ac-
cording to the General Accounting Office,
The subsidy rate is based on average loan
default rates since 1888, Critics say this is
an inaccurate gauge because default rates
Iave dropped dramatically since 1990.

Instead of covering bad leanms, the
excess money weni to the government's
general fund and helped pay for unrelated
progrHms, i

“That's a tax on small business,” says
Anthony Wilkingon, president and CEO of
the National Association of Government
Guaranteed Lenders, a tmade asseciution

representing SBA lenders.

OMB, however, says the subsidy rate
cannot be changed this year beciuse the
Federal Credit Reform Act forces agencles
like the SBA to follow the assumptions
included in the president's budget.

Sean O'Keefe, daputy director of OMB,
says the agency will change the credit sub
sidy rate for fscal 2002 by giving mora
weight to loans made by preferred lenders,
which account for 60 percent of all 7(a)
loans and have much lower default rates.
In fiscal 2004, the SBA will zdopt an econo-
metric model to predict loan pexformance.

OMB's decision disappoinied the Sén-
ate Smnall Business and Entrepreneurship
Commitiee and SBA lenders.

Brocate thinks the SBA “could have
supported lenders more than they did* at
the roundtable. “We're the ones who do sl
the work and put out the money,” he says,
“Without the lenders, there is no SBA"

While small-business lending a¢ a
whale typically declines during downturns,
SBA lending usually is counter<yclical
Since Sept. 11, for example, the SBA has
approved more 7{(2) loans than i did dur
ing the same period a year ago.

While 7(2) lending was down for fiscal
2001 as a whole, most of that decline
oceurred during the frst half of the year.
Since the end of July, demard for 7(a)
loans has been intreasing, says LeAnn
Oliver, the SBA's deputy associate admin-
istrator for financial assistance,

But Brocato speeulates that many of the
7{a) loans that have been approved since
the Sept 11 terrorist atlacks were for small
businesses that aiready had completed
their loan packages. The impact of the
attacks on SBA lending may rot show up
untl the first quarter of 2002, when he
expects the number of startups receiving
7(a) Joans to drop,

Pending legislation would waive guar-
antee’ fees on 7{a) loans for one yesr as
part of a relief package for small business-
es hurt by the Sept. 11 atlacks.
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SBA 7(a) loan program

Cantinued from page 20

ness & Entrepreneurship Committee, and

Sen. Kit Bond (R-Mo.) would waive guaran-
tee fees on 7(a) loans for ong year as part of
a telief package for small businesses hurt by
the Sept. 11 terrorist attacks on America.

“History has taught us that, during an
economic downturn, Jenders become in-
creasingly reluictant to lend to small busi-
nesses,” Kerry says.

‘While 7(a) lending was down for fiscal
2001 15 8 whole, most of that decling oc-
curred during the first hall of the year.
Since the end of July, demand for 7{a)
loans has been increasing, Oliver says.

But Brocato speculates that many of
the 7{a) loans that have baen approved
since Sept. 11 were for small businesses
that already had completed their loan
packages. The impact of the attacks on

Wil SBA 7(A) LOAN VOLUME

know loan commit- FISLAL YEAR N0, OF LDANS AMDURY
tees decided days -
after the attacks to 2001 42,857 $9.89 bilfion
clamp down on | phe 43,748 $10.52 b
loans to small busi-

‘nesses.” 1888 43,639 $10.15 billian
While small busi- i
ness lending 2s a 1898 45,288 $9.45 billion
whole typically de- 1897 42,268 $9.01 biltion

clines during down- .
turns, SBA lending Sourve; Small Business Adminisirstion
tends to be counter-

eyclical. Since Sept. 11, for example, the
SBA has approved more 7(2) loans than it
did during the same period & year ago. .

NERYOUS LENDERS

‘With uncertainties creeping up,
lenders are getting a little more nervous
and want our guarentes,” says LeAnn
Oliver, the SBAs deputy associate admin-
istrator for financial assistance.

SBA lending may not show up undl the
first quarter of 2002, when hs expects the
number of stariups receiving 7(a) loans to
drop.

“The real issue is that OMB is charging
me and my clients Yoo much money,” Bro-
€310 says.

Kent Hoover is the Washington bureau
chief for American City Business Jour-
nals,
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SBA pm‘gramf
needs frboost |

In difcult finanial times, smaltmbu‘sinesses need
access to program that lenders are shunning

Smalf business owners everywhere have good rea
son Lo be upset by the slowpokes at the federal Olfice
of Manugement and Budget,

me OMP has been walching the detetiorstion of the
U.S. Small Business Administration's 7{g) loan program
for sdme fime tow, but says there is nathing that can
be done befora fiscal 2003, - .

The problom: High fees asﬁncmwd with the Tt pra-
gram have made the loans less ajtractive to banks and
Borrawers alike, Hundreds of burks sround the coun-
try have dropped out of the program, and loan velume
for the program was down & percent in the last fiscal |

- year slona,
. Laok at soine Central Texas num\:ees Axccrdmg tn
surveys by the Ausiin Business Journal, the top arca
- lender in the program between October 1589 and
Septembicr 2000 did 820,59 million in lodns, For the
next yenr in the same time period, the top aves lender
did only $8.64 million. In the earlice ime patiod, the top
three lenders in the program issued 108 losn& That
stipped to 98 lnan in 2000-200
e fees are intended to xum‘ 4 spainst defaults but
_ are caleulsted based on default rates from the late
1980s, during the savings and loan crisis, which hit
“Texas espectally hard, The fees remain in place even
ﬂ’mugh defnult rates have declined sherply in recent

Wcrse txe 7 feet — 2988 mdhcn since 1998 —
den't even go to caver bad lo?m ‘They go'ino the gen-
eral government trough to give Congress more money
{0 spend.

In short, thoy are not really fees at ally they are hid-
den {gves on emerging growth companies wound the
country.

SBA Administrator Hcctox‘ Bsr’mlu spoke in Austin
in lste November explaining the Sﬂi lending programs
offered by the governinent.

When queeuom\d by (he Buzmass Journal on'the
daeli mmg interest in the laan prograim, Barreto gaid the,
SDA i working to reduce the Hine it takes to procers.
foans and educate companies about the program.

Barretw vaid top to bolom review is underway lo

determine ways fo improve the program, But he could
nol say when the review would be complele or what
srans he had already focused on for (mprovement

AL wag 'J\s sEme type of burenuerstic "somedny”
HARWET Lcm‘mg aut of the nation's capilol .

OMB is working to lower the foes but srys i can't do
anything for st least snother yeat,

With the economy in recession and small bisiness
in need of eapital, we deqer\fe betker frcm our govemA .
ment, : .
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Chairman KERRY. Thank you very much, Mr. Wilkinson, I appre-
ciate it.
Mr. Crawford.

STATEMENT OF CHRIS CRAWFORD, EXECUTIVE DIRECTOR,
NATIONAL ASSOCIATION OF DEVELOPMENT COMPANIES,
MCcLEAN, VIRGINIA

Mr. CRAWFORD. Thank you, Mr. Chairman. I will talk only about
the budget and the subsidy right now. I would ask that you review
my written statement.

The SBA has proposed an authorization of $4.5 billion for this
year and we support that level. However, the annual fee they pro-
pose goes from .41 to .425 percent, as you know. Frankly, I am ab-
solutely dumbfounded at that increase in fees and the Administra-
tion’s attempt to get more cash out of our borrowers, far in excess
of the cost of this program.

It is supposed to pay for itself and it does that, and far more.

As you know, we have contributed $400 million in the last 5
years in negative re-estimates back to the U.S. Treasury. I would
suggest that that is on a par, if not at a rate in excess of that being
contributed by the 7(a) program.

These problems on our budget come from two sources. The first
is loan defaults, which you have already addressed in this hearing.
Ours are estimated to be 8.3 percent. I have provided you with
some graphs! and some indications that, in fact, it is far lower than
that.

Even the President’s own budget indicates that our defaults are
only running $60 to $70 million a year and at a $2 billion program
level, that is 3.5 percent, not 8.3 percent.

Second, we have serious problems with their collection rates.
They are forecasting a collection of 58 cents of every dollar in out-
standing loans that default but they are spending 38 cents to col-
lect that 58 cents. Now that is astounding, leaving a net recovery
of only 20 cents of every dollar. I find that amazing.

Our subsidy problems have led to inflated fees that have made
us nothing more than a Treasury cash cow. We are paying, as I in-
dicated, hundreds of millions of dollars in excess fees back into the
Treasury. We strongly object to this situation and we ask this Com-
mittee for your help.

Thank you, Mr. Chairman.

[The prepared statement of Mr. Crawford follows:]

1Please see graphs located on pages 90-92.
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The National Association of Development Companies (NADCO) is pleased to provide a
statement to the Senate Committee on Small Business & Entrepreneurship concerning the SBA
budget proposed by the Administration for FY 2003. NADCO is the trade association for SBA 504
Certified Development Companies (CDCs). We tepresent 250 CDCs and more than 175 affiliate
members, who together provided more than 98% of all SBA 504 financing to small businesses

" during 2000. NADCO's mission is to serve as the key advocate for the 504 program, and to provide
program technical support and professional education to our membership. As the Committee knows,
504’s objective is economic development and specifically job creation by funding the expansion of
small businesses. No other Federal program can claim to have created almost 1,000,000 jobs, as the
504 program has done. This mission is more important today than ever before, with our economy
stuck in neutral at best, and in recession at worst.

NADCO would like to thank Chairman Kerry, Senator Bond, and the entire Committee, for
continued support of the 504 program and the CDC industry. Your Committee has worked closely
with the Congressional leadership, SBA, and our industry to ensure the availability of capital to
small businesses through the 504 program previous to and during this recession,

‘We have three objectives in providing this testimony to the Committee. First, NADCO
would like to comment on the FY 2003 SBA budget. This includes the Administration’s 504
authorization level, as well as the proposed borrower fees and subsidy model assumptions by SBA.

Second, we will comment on several of the management initiatives raised in the
Administration’s budget. Third, we will address the need for continuing vigilance by this
Committee over the fees imposed by the Administration on our borrowers, first mortgage lenders,
and CDCs for use of the 504 program.

PROPOSED SBA FY 2003 BUDGET

504 PROGRAM AUTHORIZATION LEVEL

SBA has proposed that the authorization level for the 504 program be set for FY 2003 at
$4.5 billion. We support this level of authorization for 504. As the program continues to fund itself
through borrower, CDC, and first mortgage lender fees, there is no cost to the Federal government,
nor any Congressional appropriation.

The benefits to the country are numerous. New 504 projects provide new jobs in their
communities by expanding the land, equipment, buildings, and employment levels for our
borrowers. In turn, this expansion leads directly to new tax bases, including:

> City & County real estate taxes from new construction projects

> State & local sales taxes from increased business revenues

» Federal & State income taxes from new and expanding businesses
> Federal & State payroll taxes from new employees.

It is clear that businesses assisted by this no-cost program are contributing to the tax
revenues received by all levels of local, State, and Federal governments. We encourage this
Committee to support this authorization level during this economic recession when every job we
create is putting someone back to work.

2
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504 BORROWER FEE INCREASE

For the first time since the program went to zero subsidy in 1996, SBA and OMB is
increasing the fee borrowers pay to subsidize the 504 program. This comes at a time when SBA’s
own re-estimates reveal that 504 is paying hundreds of millions of dollars into the Treasury in
excessive fees. The fees are derived from the subsidy model, which is in turn based on several
forecasts by SBA and OMB officials. Provided here is a brief review of the major model factors.

1. Loan Default Rate:

The factor with the greatest impact on the subsidy model is the default rate, or loan purchase
rate forecasted by SBA. In 1996, SBA projected this rate to be about 19%, although there was
virtually no history to support this guesstimate. Since that year, SBA has reduced their annual
forecasts by over 50%. Unfortunately, even these large reductions have not led to accurate subsidy
cost re-estimates for each loan cohort during the years following the loan funding.

For FY 2003, the 504 loan default rate improves from 8.4% down to 8.3%. Attached to this
testimony is chart 1 provided by Bank of New York, the 504 program Trustee bank. This chart
reveals two significant items. First, prepayments have recently spiked. More on this below. Second,
loan defaults have actually remained fairly constant for the last ten to twelve years. Monthly
defaults have generally been well below twenty to twenty-five loans per month for many years.
During this time, our annual loan volume has grown from about $400 million to almost $2.5 billion.

Charts 2 and 3 provide a great deal of insight into 504 defaults. Chart 2 plots loan
authorizations and defaults by year. It is clear that, with the exception of three years during and
immediately following the 1989-1990 recession, the rate of increase of defaults was generally less
than the overall increase in loan volume. Even for last year’s recession, the rate of increase from
2000-to 2001 for defaults is less than the loan volume increase. )

Chart 3 shows three factors that further clarify actual 504 defaults. Shown is the dollar
volume of actual loan defauits by calendar year (see left side scale), from 1986 through 2001. Also
shown (see right side scale) is the PERCENTAGE of annual defaults for each year of 504 loans.
This is the portion of authorized loans that default each calendar year, and is somewhat different
from SBA’s data, which is based on fiscal year.

Finally, Chart 3 plots a polynomial equation curve fit for the history of percentage of 504
defaults. This is the mathematical equation that best fits the default percentage data on Chart 3. It is
clear that the average percentage of defaults is at or below 4 — 4.5% since the recession years of
1989 — 1991. Even during and just after that recession, 504 defaults did not exceed 5%.

Further supporting our concern about the accuracy of SBA’s default forecast is the
President’s own budget figures. On page 49 of the SBA Budget Request and Performance Plan is
the following statement: “Defaults amount to about 360 — 70M annually”. This statement agrees
with our chart that 504 loan defaults have been very consistent for a number of years. At a rate of
$2.5 billion in annual loans, this amounts to less than a 5% default rate. We ask the Committee to
request reconciliation of this figure with the budget’s forecasted factor of 8.3%.
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2. 504 Loan Currency Rate:

SBA forecasts that 504’s loan portfolio currency rate will decline from 98.5% to 95.5%.
Given that last year saw the peak of this recession, we should expect the 2003 loans to improve,
rather than decline in their currency rate. With virtually all 504 loans being for real estate, we
cannot identify any reason why loans with such collateral would suffer any decline in their currency
rate while SBA’s forecasts for working capital loans maintain a constant level of currency. Our
experience with business real estate loans is that these are the absolute last debt a business owner
fails to pay. The owner knows that a default on his business property essentially drives his business
to a complete failure when he is thrown out of his property by lenders. Most business owners pay
their business property loans even before their home mortgages. We seek further clarification from
SBA on this unusual forecast.

3. Loan Prepayment Rate:

SBA’s forecast of the loan prepayment rate mysteriously increased following FY 2000 from
33% to 51% for FY 2002, and continues to be about 50% for FY 2003. This appears far too high,
based on actual history of our portfolio. Obviously, when prevailing private rates are low (as now)
there will be some prepayments of older 504 loans that have higher interest rates than available
today. However, the loans that are now prepaying were funded in previous years, and thus not
counted for this prepayment forecast. It is clear that 504 prepayments have spiked during the last
year, as existing borrowers appear to be re-financing and leaving the 504 loans they took out years
ago for lower interest rates in the private markets.

The FY 2003 subsidy model should forecast the EXPECTED rate of prepayments for this
fiscal year of loans. The 504 debentures that fund our loans are being sold at historic low interest
rates. Recent sales have been at rates below 6%. With no expected increase in long term rates for the
near future, we do not believe that small business borrowers will find lower rates from the private
markets, and decide to refinance their 504 loans in the next several years. Therefore, it is not likely
the 2003 loan cohort will see a high level of prepayments. Thus, we disagree with SBA’s
assumption of a prepayment rate of 50% for FY 2003. We ask the Committee to obtain detailed
information about this forecast, and compare it with recent historical trends of our actual portfolio
prepayments as recorded by our Trustee bank.

4. Loan Recovery Rate:

SBA’s forecast of their recoveries on defaulted loan collateral again declines — to an abysmal
20% from last year’s 26.9%. We cannot understand this forecast, given the clear results of two on-
going SBA programs that provide virtually all recoveries for 504 defaults. One program, the
Congressionally-mandated 504 liquidation program, has had very positive results. With virtually all
loans accounted for, the average recovery rate for both CDC and SBA staffed efforts has easily
exceeded 50% of the outstanding 504 loan balance. This recovery level was achieved for both the
CDC-liquidated loans and those liquidated by SBA’s own staff.

The other program, the SBA asset sale program, has resulted in a sale of 872 loans for over
$170 million. Again, the recovery rate has been over 50%. Even the Administration’s own budget
proposal notes that “the Agency implemented a highly successful asset sale program and will
continue to strategically sell our loan portfolio.” Frankly, if a 20% net recovery is the definition

4
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- of highly successful, SBA should seriously consider allowing more private lenders and CDCs to
perform the recovery process. 20% recovery just doesn’t cut it.

The budget shows that the major reasons for continued decline in the net recovery rate are
high collection expenses on the part of the agency. Each of the above initiatives — the CDC
liquidation program and the asset sale program — should see very few direct SBA expenses. CDCs
doing the 504 default recoveries are shouldering their collection costs. The asset sales should reduce
liquidation and recovery costs for SBA, given that few staff are involved in sales and no servicing is
needed for the loans being sold. Yet, it appears from budget assumptions that SBA’s forecast of
collection expenses remains extraordinarily high — almost 40% of the loan balances. It seems that
either SBA’s costs are out of control, or their new accounting system has not figured out which
costs to allocate to the asset sales. Given the apparent successes of these two programs, we cannot
understand how the overall recovery rate would continue its decline. We believe the Committee
should seek detailed and independently verifiable information on the asset sales and the SBA loan
recovery expenditures. :

Additionally, during a recent budget review meeting with SBA, we learned that SBA
collection forecasts do not include proceeds from secondary notes by loan guarantors, or notes from
new buyers of foreclosed 504 assets. SBA did not provide any data on the number or total value of
these notes that they now own. However, we believe that many 504 defaults result in either a sale of
the real estate, with SBA taking back a note, or perhaps one of the original borrowers providing a
new note to SBA based on his personal guaranty of the original 504 note. It would appear that the
program subsidy model is counting as a total loss the payoff by SBA of the 504 debenture, but
giving the program no credit for many recoveries that involve notes receivable. This is clearly
lowering the overall recovery rate and increasing the future borrower fees for no reason. We ask the
Committee to investigate this procedure, and correct it as quickly as possible. This should be done
even for the FY 2003 budget model.

SBA MANAGEMENT INITIATIVES

Strategy #2: Manage Human Capital More Strategically

We support the need for this management strategy. With loan volume growth continuing
even as SBA staff shrinks, SBA must “work smarter, not harder.” There will simply not be enough
field staff to perform all the loan underwriting, authorization, closing, servicing, and liquidation
functions required of a $50 billion loan portfolio. The agency’s existing PLP and PCLP programs
point the way to the future; off-load work better done by others, and allowing SBA staff to perform
quality lender oversight. You don’t see the OCC performing individual loan underwriting and
servicing actions, but everyone certainly thinks the banking industry is well regulated through
OCC’s audit and control functions. Perhaps SBA should emulate the OCC. Additionally, SBA’s
plan to expand centralization of many repetitive actions that require unique expertise is a very
positive move. This has proven to be successful in the two loan servicing centers now in operation.
These specialized staffs are able to increase productivity and reduce costs, while actually providing
improved service to lenders and borrowers.

There is also increased focus on staff training. We endorse this objective, and hope it goes
beyond only generic management or leadership training. With retirements by many senior field
office staff, there appears to be declining expertise in the core lending and servicing skills needed to

5
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oversee SBA’s programs. For a number of years, SBA staff participated in lending industry training,
including NADCO’s, to learn the same skills we teach our own industry members. We are
encouraged that SBA may again focus on staff training, and suggest that the agency work with
lender industry groups who provide cost-effective program training to their members. This method
may be less costly than creating their own training programs on basic finance, credit, and lending.

Strategy #3: Improve Financial Management Information
Strategy #6: Improve Credit Program Management

‘We support the need for these objectives. The Loan Monitoring System actually began
nearly five years ago as a joint review of the 504 program operations by SBA and CDC staffs. As 1
have observed this system development over the years, it has stopped and started several times —
each time with different contractors who knew little or nothing about SBA lending programs, yet
were expected to design systems to automate highly sophisticated lending and servicing procedures.
This project appears to have made little or no progress, while burning through millions of taxpayer
dollars. It should be “reconstituted” as stated by the Administrator, and should take advantage of the
knowledge and skills of the lender industries that it will provide information both to and about. At
this time, it does not appear that the agency has either the data processing or loan portfolio
management skills to plan, design, or develop this system in-house.

We support the implementation of the Congressionally mandated liquidation authority for
qualified CDCs. Long-standing Members of this Committee may recall that the liquidation pilot
was actually our industry’s idea to improve loan recoveries. Further, our member CDCs agreed to
absorb the costs of liquidation and workout efforts due to agency budget shortfalls. The recently
completed liquidation pilot dispelled the notion that numerous experienced CDCs might not be able
to perform adequate loan recoveries. This pilot has been a sterling success through the joint efforts
of talented SBA staff and many CDCs. Given SBA’s forecast that their own recovery efforts may
yield only a paltry 20%, it might be best for everyone if privatization of 504 loan recovery efforts
was accelerated, rather than rely on the loan asset sales.

Increased Use of 504 For Larger Real Estate Loans

In order to stretch the appropriation for the 7(a) loan program, SBA indicates it may
consider a forced shift of some real estate loans now done under 7(a) to the 504 program. We
support efforts to increase awareness and use of the 504 program. We are also committed to
ensuring that the program is being delivered throughout the U. S. through local CDCs. While SBA’s
proposal might appear to be a quick fix, there are a number of reasons why this may not work to the
benefit of SBA’s small business borrowers. Many projects financed under 7(a) simply won’t qualify
under current law or regulations for 504 loans. Among the reasons are:

504 cannot be used to refinance an existing permanent loan.
504 cannot normally be used for projects less than $100,000.

e 504 cannot be used if the borrower needs a term of less than ten years, or if a variable
interest rate is best for the borrower.

® 504 cannot easily be used for a “mixed use” project, where the borrower also needs
financing for working capital, inventory, receivables, or fixtures.

e Most importantly, 504 loans are for economic development, and have a strict job
creation and retention requirement. Many 7(a) projects do not meet this standard.

6
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Surmounting these restrictions would clearly require new legislation to modify
Congressional intent for 504. Further, major regulatory and SOP revisions would be required of the
‘agency. These would likely consume much of this and the next session of Congress, and much of
the Administration’s management time. It would also require substantial discussions with the lender
industries to achieve any consensus on legislation or regulations. It does not appear that this
proposal-could be a short term fix for any 7(a) budget shortfall.

504 SUBSIDY: THE NEED FOR VIGILANCE

SBA’s proposed FY 2003 budget increases the annual fee charged each 504 small business
borrower from 0.410% to 0.425%. We are shocked and dismayed at this increase, in light of our
understanding of the portfolio’s performance and the success of key new liquidation initiatives.

While a relatively small increase in user cost, this change appears to herald a new and totally
unjustified concern by the Administration about the performance of our 504 loan portfolio. We find
this surprising. The most important subsidy model factor is loan defaults. In the SBA model,
defaults actually are forecasted to decline.

As noted above, this is not a true “subsidy” model, but actually a cost model. There is no
Congressional appropriation that provides a 504 subsidy. The fees paid by borrowers, our CDCs,
and even our first mortgage lenders offset completely the program operating expenses and loan
losses. Thus, this is a free program for the taxpayer.

Further, it is, in fact a cash cow, given that it is providing excess fees back to the Treasury.
SBA’s own re-estimates for this year demonstrate that 504 will have returned almost $400 million
in excess borrower fees during the last five years.

We question how the agency can decide to increase the borrower fees when borrowers are
actually providing hundreds of millions of dollars to the Federal government. The borrowers who
use this program, and the CDCs and first mortgage lenders who pay additional fees to support the
program, deserve to understand how the fees are calculated that they are being reqmred by the
agency to pay to the Federal Treasury.

In reviewing SBA’s and OMB’s program re-estimates last year, it was clear that 504 had
gone the same way as the 7(a) program: we are now in “negative subsidy”. That is, we were paying
more into the Federal Treasury in borrower and user fees than the program actually is projected to
cost. We believe this to be nothing less than an unauthorized tax on America’s small businesses.

" Data from SBA’s budget reveals the following re-estimates by year:

FY 1999: $13.032 million paid in excess fees to Treasury
FY 2000: $9.676 million

FY 2001: $105.186 million
FY 2002: $180.143 million "
FY 2003: $88.672 million .
Total 5 years: $396.709 million paid in excess fees to Treasury

. & 0 & ¢ o
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When SBA and OMB overestimate the true cost of our program, this is no longer a
bureaucratic funny-money budget exercise. The result is real fees paid by real borrowers in real
money to the U. S. Treasury. Six year ago, SBA “guesstimated” that the 504 default rate was 19%.
There was absolutely no historical data to support this figure. With no appropriation, this led to our
small business borrowers having to pay new and incredibly expensive program fees. Those
borrowers from 1997 will be paying these fees in every loan payment every year for the entire
twenty years of their 504 loans. While SBA can “re-estimate” its projections to correct future
program forecasts, our existing borrowers will still pay the inflated fees from the old SBA program
cost models. There is no correction provided to loans already in the portfolio.

The SBA-OMB 504 subsidy model results have been very inconsistent with our analysis of
historical portfolio performance. Last year, OMB and SBA provided this Committee with
projections of 504 defaults under a plan to reduce the reliance on very old and generally incomplete
loan data. That is, SBA was considering shortening the “look back” period for our subsidy model.
When finally given access to the results of their forecasts, we were quite surprised to find that they
were very close to historical actual figures. We are puzzled about SBA and OMB’s unwillingness to
move to utilization of model interpretation that so clearly correlates with true history.

For example, the SBA-projected default rate for 504 dropped from about 11% to under 5%
just by going to a shorter look-back period. This appeared to be very close to the 4+% that the
program has achieved since its creation in 1986. We recognize that many of our loans are still
“young” and future defaults can be expected. However, even SBA’s own analysis has shown that
the vast majority of defaults occur in the first four or five years of a loan pool. However, instead of
correcting its model to better reflect the program’s history, SBA is now considering a move to a
totally new model: the Econometric Model, which has been discussed for several years.

Our industry is concerned that changing the model may provide no more accurate subsidy
and borrower fee forecasts than the old model. In fact, we have never argued over the model
structure, which is just a bunch of mathematical formulas set up in a giant financial spreadsheet.
Our concerns center on how SBA and OMB look at our portfolio performance historical data, and
come up with the forecasts they do. Thus, we believe they have a data interpretation issue, not a
financial model structure issue.

We do not understand how changing the model is going to improve their track record of
poor default, recovery, and prepayment forecasting, as demonstrated by the huge “negative subsidy”
generated over the past five years. What this action will do is “re-set the game clock”; that is, they
will now have five more years to demonstrate that they may eventually get a model that might
provide accurate forecasts of our portfolio performance. Until they get it right, or until this
Committee is finally fed up with these moving targets and misinformation, our 504 borrowers will
continue to pay what we believe to be grossly inflated user fees. Assuming our program remains in
“negative subsidy”, these fees will continue to flow to the U. S. Treasury Department. As has been
the case for the 7(a) program for years, these excessive fees will continue to amount to an
unauthorized tax on our borrowers.

Our industry strongly objects to this situation. We ask the Committee get to the bottom of
the Administration’s gyrating program statistics, as Treasury- Postal Appropriations directed OMB
in its Conference Report last year. We ask for a true determination of whether 504 is in “negative
subsidy™ and simply turning over excess fees to the Treasury. If this is the case, we ask this
Committee and the Congress to initiate legislative steps to halt this practice. This may require that
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the Congress legislate our program’s fees or place caps on these fees that are based on true program
historical performance.

SUMMARY

Thank you for allowing NADCO to provide comments on the 504 subsidy model. CDCs are
major stakeholders in the 504 program and want to do everything we can to ensure its long term
viability. Even though we are at zero subsidy with no appropriation, we consider the program cost
model factors to be a very serious matter. Our industry would like to work closely with the
Committee to get to the bottom of the forecasting problems in our subsidy models, as revealed by
the huge re-estimates calculated by SBA’s own staff. We ask that the Committee request further
analysis of our subsidy model by the General Accounting Office as soon as possible.
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