AUTHENTICATED
U.S. GOVERNMENT
INFORMATION

GPO

SUBSIDY RATE CALCULATION: AN UNFAIR TAX ON
SMALL BUSINESS

HEARING

BEFORE THE

COMMITTEE ON SMALL BUSINESS
HOUSE OF REPRESENTATIVES

ONE HUNDRED SEVENTH CONGRESS

SECOND SESSION
WASHINGTON, DC, MARCH 13, 2002

Serial No. 107-47

Printed for the use of the Committee on Small Business

&R

U.S. GOVERNMENT PRINTING OFFICE
78-663 WASHINGTON : 2002

For sale by the Superintendent of Documents, U.S. Government Printing Office
Internet: bookstore.gpo.gov Phone: toll free (866) 512—-1800; DC area (202) 512—-1800
Fax: (202) 512-2250 Mail: Stop SSOP, Washington, DC 20402-0001



COMMITTEE ON SMALL BUSINESS
DONALD MANZULLO, Illinois, Chairman

LARRY COMBEST, Texas

JOEL HEFLEY, Colorado

ROSCOE G. BARTLETT, Maryland
FRANK A. LOBIONDO, New Jersey
SUE W. KELLY, New York

STEVE CHABOT, Ohio

PATRICK J. TOOMEY, Pennsylvania
JIM DEMINT, South Carolina

JOHN R. THUNE, South Dakota
MICHAEL PENCE, Indiana

MIKE FERGUSON, New Jersey
DARRELL E. ISSA, California

SAM GRAVES, Missouri

EDWARD L. SCHROCK, Virginia
FELIX J. GRUCCI, Jr., New York
TODD W. AKIN, Missouri
SHELLEY MOORE CAPITO, West Virginia
BILL SHUSTER, Pennsylvania

NYDIA M. VELAZQUEZ, New York

JUANITA MILLENDER-McDONALD,
California

DANNY K. DAVIS, Illinois

BILL PASCRELL, JRr., New Jersey

DONNA M. CHRISTENSEN, Virgin Islands

ROBERT A. BRADY, Pennsylvania

TOM UDALL, New Mexico

STEPHANIE TUBBS JONES, Ohio

CHARLES A. GONZALEZ, Texas

DAVID D. PHELPS, Illinois

GRACE F. NAPOLITANO, California

BRIAN BAIRD, Washington

MARK UDALL, Colorado

JAMES R. LANGEVIN, Rhode Island

MIKE ROSS, Arkansas

BRAD CARSON, Oklahoma

ANIBAL ACEVEDO-VILA, Puerto Rico

DoucG THOMAS, Staff Director
PHIL ESKELAND, Deputy Staff Director
MicHAEL DAY, Minority Staff Director

1)



CONTENTS

Page
Hearing held on March 13, 2002 ........cccoooiiiiiiiiiieieeiieeieeee et
WITNESSES
Dorn, Hon. Nancy, Deputy Director, Office Of Management and Budget .......... 3
Barreto, Hon. Hector, Administrator, U.S. Small Business Administration ...... 5
Crawford, Christopher, Executive Director, National Association of Develop-
MENE COMPANIES .oeuuiiiiiieiiieiieeiietie et erite et eeiteeteesatesbeessaeebeessbesbeessseenseasssesnseas 8
Wilkinson, Anthony, President & CEO, The National Association of Govern-
ment Guaranteed Lenders ........cccccveeeiiiiiciiieeciieeeeee e 9
APPENDIX
Opening statements:
Manzullo, Hon. Donald .........cccooveeeeiiiieeiiieeeieeeeieeeetee et e 34
Velazquez, Hon. NYAia ......ccccceeeeiiiiiiiiiiinieeiiee ettt eeireeesteeesereeesaeeeenenes 36
Prepared statements:
Dorn, Hon. NANCY ...ccoooiiiiiiiiiiiiiieeeeeteeete ettt 39
Barreto, Hon. Hector ...... 44
Crawford, Christopher ... 51
WiIKINSon, ANTRONY ....cccuiiiiiiiiiiiieieeieee ettt ettt e e 61
Additional Information:
Post hearing submission from Small Business Administration ................... 61

(I1D)






HEARING ON SUBSIDY RATE CALCULATION:
AN UNFAIR TAX ON SMALL BUSINESSES?

WEDNESDAY, MARCH 13, 2002

HOUSE OF REPRESENTATIVES,
COMMITTEE ON SMALL BUSINESS,
Washington, DC.

The Committee met, pursuant to call, at 10:06 a.m. in room
2360, Rayburn House Office Building, Hon. Donald Manzullo
(Chairman of the Committee) presiding.

Chairman MANZULLO. Good morning and welcome to this hearing
of the Committee on Small Business. A special welcome to those
who have come some distance to participate and attend this hear-
ing. A special welcome also to the Administrator. In case he leaves
very, very quickly, which I have noticed, there is a third bambino
on the way and that is where he belongs. If he does not leave
quickly I will usher you out myself, Mr. Barreto, and take you to
the hospital personally to get you there.

We are here today to discuss the subsidy rate calculations for the
7(a) and 504 loan programs. First of all I want to commend the Ad-
ministration for recognizing the importance of this issue and begin-
ning to correct the problem. We have seen more movement on this
issue over the past eight months than over the past eight years.
Thanks, in large part, to the personal involvement of Dr. Lloyd
Blanchard who left OMB to join SBA as its Chief Operating Offi-
cer. Excellent choice and a good move. Good move for the SBA and
for the OMB.

The subsidy rate calculation has weighted loans originated by
the preferred lenders program more heavily than other SBA loans
which dropped the subsidy rate by 20 percent. I appreciate that
change.

The Administration is also committed to developing an econo-
metric model for the next budget cycle which is it hoped will pro-
vide a more accurate forecast for the performance of the SBA loan
portfolios.

I also appreciate the willingness of the SBA to examine other al-
ternatives to make sure that access to the 7(a) program is not cut
in half next year.

I look forward to working with the SBA as a constructive partner
to see what we can do together.

I wish we had an accurate subsidy rate calculation now so that
there would be no question about the availability of the 7(a) pro-
gram in 2003. Fees could also be reduced in the 504 program. Inac-
curate subsidy costs results in overpayment of fees and eliminate
flexibility of program delivery. I trust that we will not be in this
predicament next year.
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Again, I commend the Administration for moving, I believe, very
rapidly on this, staying in constant contact with our office. I look
forward to this issue being resolved.

I now yield for an opening statement by my good friend and col-
league, the Ranking Member, Mrs. Velazquez of New York.

[Chairman Manzullo’s statement may be found in the appendix.]

Ms. VELAZQUEZ. Thank you, Mr. Chairman.

It should come as no surprise to anyone on this committee that
access to capital is access to opportunity. It is the one tenet of busi-
ness development that holds true regardless of time, place or in-
dustry. If entrepreneurs can’t tap into credit, the difficult task of
starting a business can become insurmountable. That is where the
SBA loan program comes to the rescue. With competitive interest
rates and a streamlined application process, these programs have
been responsible for lending over $10 billion annually, providing 40
percent of the long term capital mix for small business.

These lending programs bridge the gap between affordability and
accessibility, creating a partnership with the private sector that is
the government’s best bargain investment for its money.

Unfortunately, a disconnect in both Democratic and Republican
Administrations has limited the reach of these programs. We have
the potential to help many more small businesses. This disconnect
has translated into an over-charge for both lenders and borrowers
of more than $1 billion to date. This is a fact, plain and simple,
and it is the most blunt example of the arrogance of our govern-
ment that I have seen in my service in Congress.

Every year we raise this issue, yet all we hear are excuses. Ei-
ther the model is not right or more data are needed. There is al-
ways an excuse and never a solution. What has been clear is that
the OMB in both Democratic and Republican Administrations have
been cooking the books in an attempt to hide this Stealth Tax from
small businesses, and it taps our nation’s entrepreneurs as a cash
cow for the U.S. Treasury.

Frustration with this complacency and negligence forced a coali-
tion of lawmakers, including myself, to cut the fees for 7(a) lending
in half in order to open up more capital and reduce the cost to
small businesses. This move presented the Administration with a
golden opportunity to do the right thing and finally report an accu-
rate subsidy rate. Unfortunately, the Administration again chose to
play budget games with this year’s budget proposal, jacking up the
subsidy rate for the 7(a) program to almost double the current
level.

The Bush Administration’s excuse for increasing what they
should have lowered this time was our fee reduction. But if the fee
reduction is their excuse, what possible explanation can there be
for the 504 program which also saw its fees increase without any
substantive rate reduction? This is just one example of the incon-
sistencies that have plagued this debate.

Another example is all the phony numbers that are floating
around. In many cases the figures used to calculate the default rate
so critical to the overall subsidy rates are laughable, and are even
contradicted by the Administration’s own budget. This junk math
will taint almost any proposed solution.
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The latest excuse we will hear is that SBA has contracted a firm
to help construct an econometric model to help more accurately
predict true program performance. But given all the phony num-
bers flowing around, no equation will ever actually report the true
cost of the program because if you put garbage in you most cer-
tainly will get garbage out.

This is the time of reckoning. Either OMB and SBA report an ac-
curate subsidy rate or we on the Committee working with other
like-minded Members will do it ourselves, even if it means taking
the money from OMB and SBA to make up the shortfall or making
changes to credit reform or even if we have to legislate the subsidy
rate every year.

Yes, these are drastic actions, but this problem has gone on for
too long to be left unresolved any longer. This change is especially
critical at a time when our country is attempting to climb out of
a recession. Small businesses make a crucial contribution to this ef-
fort. They hauled us out of the last recession into the greatest
peacetime expansion on record. They will do it again with our help.

So the question for this Committee and the Administration is, do
we fix this problem and provide a $5 billion stimulus to this na-
tion’s small businesses to go out and create jobs? Or do we continue
the draconian practice of taxing small businesses and keep them
from providing the boost this economy so desperately needs?

I know which way I am leaning, Mr. Chairman, and I am pretty
sure about you too.

Thank you very much.

[Ms. Velazquez’s statement may be found in the appendix.]

Chairman MANZULLO. Thank you.

We will start with Nancy Dorn who is the Deputy Director of the
Office of Management and Budget. Normally we would start with
the Director, but this is the preference so that your testimony will
sequence into the next, is that correct?

Ms. DorN. That’s correct.

Chairman MANZULLO. I look forward to your testimony.

All the statements of the witnesses and the Members of Congress
will be made part of the record.

Please.

STATEMENT OF THE HONORABLE NANCY DORN, DEPUTY
DIRECTOR, OFFICE OF MANAGEMENT AND BUDGET

Ms. DORN. Thank you, Mr. Chairman, and good morning.

Chairman Manzullo, Congresswoman Velazquez and Members of
the Committee, I am Nancy Dorn, Deputy Director of the Office of
Management and Budget. I am pleased to be here today to discuss
OMB’s role in implementing the Federal Credit Reform Act of
1990. It is in this capacity that OMB worked with SBA on cost esti-
mations for loan programs.

Before I begin let me say that it is unfortunate that the pre-
mature release of preliminary and incomplete estimates for SBA’s
7(a) business loan program may have led to unrealized expecta-
tions. I would like to point out that our efforts to improve the accu-
racy of the subsidy rate calculation, the first such effort in over a
decade, resulted in a 20 percent reduction in cost. The Adminis-
trator will explain in further detail the steps that OMB and SBA
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took to improve the methodology and the progress made in devel-
oping an econometric model for use in the fiscal 2004 budget.

While the Administration recognizes the importance of SBA’s
lending programs, we feel that the best way to address the needs
of small business is through sound tax and regulatory policy. Re-
ductions in individual taxes benefit the approximately 20 million
small businesses who pay taxes at individual income rates. In addi-
tion this Administration is committed to reducing the financial and
administrative burden on small businesses, complying with tax, en-
vironment, health and labor regulations which again benefit the
vast majority of the nation’s 25 million small businesses.

To address the lending needs of small businesses affected by the
September 11th attacks, the Congress passed and the President
signed legislation to temporarily lower fees for SBA lending pro-
grams and transfers from the rest of the government. While the fee
reductions may help those businesses and lenders that participate,
it also means that the subsidy rate and the cost of these programs
rises. Given the additional costs, the budget supports a 7(a) loan
volume that’s lower than the 2002 loan volume even with an in-
crease in appropriations for the basic 7(a) program.

With respect to the fiscal 2003 budget, the increase in the sub-
sidy rate for the 7(a) program is not the result of any Administra-
tion proposal. However, we believe that there may be opportunities
to leverage additional lending in other SBA programs to offset the
decreased loan volume in the 7(a) program.

I would like to speak for just a minute about the Federal Credit
Reform Act since that is one of the main reasons that OMB is in-
volved in this process.

As you know, the Federal Credit Reform Act became effective in
fiscal year 1992 and it required federal agencies to accurately
measure the true cost of lending programs by budgeting up front
for the expected net loss to the government.

Prior to that time the cost of federal loan programs was very un-
certain and in many instances it took years for the costs to become
apparent. Loan defaults and guarantee claim payments were re-
flected in the budget years after loan disbursements and guarantee
commitments had been made.

The cost of interest subsidies was clear only after several years
of experience with market interest rates. The cost of direct loans
was systematically over-estimated and the cost of loan guarantees
systematically under-estimated. Credit reform, federal budgeting,
and accounting for credit programs on an equal footing by requir-
ing that the cost of loan programs be calculated and recorded up
front in the years that the loan is made or guaranteed. It takes the
best information available at a given point in time to measure the
budget impact of federal loan programs. It uses the actual histor-
ical cash transactions of loan programs to compare the net present
value of payments by the government with the net present value
of receipts. This allows policymakers to make more informed deci-
sions about credit programs and to compare more accurately the
budget impact of credit programs with other federal expenditures.

Consistent with the Budget Enforcement Act agencies must also
use the technical assumptions derived at the time of the budget’s
release for budget execution which means that they must use the
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default and recovery rates, the discount rate, and other relevant
assumptions as provided in the budget for that fiscal year. This
protects the integrity of the analysis and protects the loan volumes
provided by Congress by removing or changing the subsidy rate es-
timate during or after the appropriations process.

Credit reform also requires that legislative changes to the sub-
sidy rate be scored accordingly. Under credit reform agencies must
update their subsidy estimates each year to reflect the accurate
performance and experience in loan programs. Programs that expe-
rience higher costs than projected generate upward cost re-esti-
mates and therefore require an additional mandatory appropriation
from the Treasury to cover those losses.

Programs experiencing lower costs and projections generate
downward cost re-estimates and therefore return excess funds to
the Treasury. These re-estimates do not require further action in
the annual appropriations process.

The Federal Credit Reform Act gives OMB the authority to make
subsidy estimates. We have in most cases delegated that authority
to the agencies but have retained the right to review and approve
all estimates submitted by the agencies as part of their budget for-
mulation and execution. We take this role very seriously at OMB.
The staff works to ensure that estimates have been calculated in
accordance with the requirements of the Federal Credit Reform Act
and the applicable guidance issued by OMB, Treasury, the Finan-
cial Accounting Standards Advisory Board and other entities.

A large part of this role is ensuring that consistent standards are
applied. To help agencies meet these requirements OMB’s devel-
oped a number of tools to estimate and re-estimate the cost of cred-
it programs as well as spreadsheets to assist in the end-of-year cal-
culations. We have also provided detailed training on credit budg-
eting concepts and applications.

Chairman MANZULLO. How are you doing on time?

Ms. DORN. I am about out.

Chairman MANZULLO. Can you conclude there, or can you get
to

Ms. DORN. Yes, sir. Let me just say that from our perspective we
have a good working relationship with SBA. We have worked very
closely historically on these subsidy estimates. We understand that
the Congress is concerned about the current situation and we look
forward to working both with the SBA and with the Congress to
look for ways to alleviate the stress on the system.

I look forward to answering any questions you may have.

[Ms. Dorn’s statement may be found in the appendix.]

Chairman MANZULLO. Thank you.

Mr. Barreto.

Mr. BARRETO. Thank you.

STATEMENT OF THE HONORABLE HECTOR V. BARRETO, JR.,
ADMINISTRATOR, U.S. SMALL BUSINESS ADMINISTRATION

Mr. BARRETO. Good morning, Mr. Chairman, Ranking Member
Velazquez and Members of the Committee. Thank you for this op-
portunity to discuss the subsidy rates for the SBA’s credit pro-
grams. I hope that my testimony and our discussion that will fol-
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low will clear up some of the misconceptions regarding the models
and assumptions we use to calculate these rates.

First of all, please allow me to explain——

Chairman MANZULLO. Administrator, excuse me. We just heard
the call for the vote. My preference would be for us to go vote and
then come back right away. Would that be okay with you?

Mr. BARRETO. That would be fine, sir.

Chairman MaNzuLLO. We will be back in about ten minutes.
Thank you.

[Off the record for a vote from 10:26 to 10:34 a.m.]

Chairman MANZULLO. Administrator Barreto, do you just want to
start over?

Mr. BARRETO. Whatever you would like, sir.

Chairman MANzZULLO. We got your name. Why do you not pro-
ceed from there. Thank you.

Mr. BARRETO. Thank you, Mr. Chairman, Ranking Member
Velazquez, and Members of the Committee. Thank you for this op-
portunity to discuss the subsidy rates for the SBA’s credit pro-
grams. I hope that my testimony and our discussion that will fol-
low will clear up some of the misconceptions regarding the models
and assumptions that we use to calculate these rates.

First of all, please allow me to explain what a subsidy rate is.
The subsidy rate represents the amount of appropriations nec-
essary as a percent of total loan volume to cover the projected loan
default for a cohort of loans made in a single fiscal year. It is cal-
culated by finding the net present value of cash flow to and from
government over the life of the loans made in that year.

A simple equation that defines the subsidy rate would set the
subsidy rate equal to cash outflows minus cash inflows. The loan
defaults purchased by SBA represents the cash outflows. The cost
is offset by the cash inflows which include up front fees from the
borrower, ongoing fees from the lender, and whatever we can re-
cover from the purchase default which has amounted to about half
of all defaults.

In general, higher fees and lower defaults reduce the subsidy
rates and lower fees and higher defaults raise the subsidy fees.

I understand your concern why the SBA’s calculation of the sub-
sidy rates for the 7(a) and 504 programs has seemed inconsistent
with actual performance. Nevertheless the subsidy rates reflect
SBA’s average historical performance.

The challenge we face, however, is looking into an uncertain fu-
ture and predicting the average loan performance for the next co-
hort of loans for each year of life for that cohort. Doing so is akin
to predicting the average test score performance for the next class
of kindergartners for each year that they are in school all the way
through high school, 12 years into the future.

One approach is to predict the 13 average annual scores by using
the data from the past year’s average scores in grades K—12. This
approach is essentially the same one we have been using to esti-
mate loan performance. We take past performance from the last 16
years to predict how the next cohort of loans going forward for 15
to 20 years will perform.

To focus more on the 7(a) program, Mr. Chairman, I realize that
for nine of the past ten years we have experienced net downward
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re-estimates in the 7(a) program during what proved to be the most
extraordinary period of economic expansion in our country’s his-
tory. Just as the stock market grew faster than the underlying fun-
damentals warranted, this same phenomenon caused the SBA to
similarly underestimate the performance of its loan portfolio.

The issue in retrospect becomes whether the SBA should have
followed the path of irrational exuberance in forecasting over that
which Chairman Greenspan showed such concern or whether we
should have stayed the course and continued to rely on fundamen-
tals. I believe that the SBA followed the more prudent course by
relying on fundamentals.

From 1993 to the present fiscal year the subsidy rate for the 7(a)
program was successfully reduced from 5.21 percent to 1.07 percent
based on historical experience.

For fiscal year 2003, SBA executed a new interim calculation
method which weights preferred lender loans more favorably than
non-preferred lender loans with improved methodologies based on
SBA’s data to reliably delineate the default experience of the two
programs.

The subsidy rate was consequently lowered by one-fifth, all the
way to .88 percent which at the President’s $85 million request for
7(a) budget authority would have funded $9.7 billion in lending.

The President’s plan was to provide record levels of lending to
small businesses. However, P.L.. 107-100 subsequently reduced the
fees paid by borrowers and lenders for a two year period beginning
in October 2002 causing the subsidy rate to double to 1.76 percent.

Since this legislation doubled the cost of providing 7(a) loans the
President’s request of $85 million can only fund half as much in
7(a) lending. Nevertheless the SBA is continuing to create a more
accurate method of calculating the subsidy rate.

We work closely with the General Accounting Office and the Of-
fice of Management and Budget to determine the best way to incor-
porate historical data in calculating subsidy rates. While GAO ulti-
mately disagreed with the interim method chosen by SBA and
OMB, both GAO and OMB agreed with SBA that the econometric
approach is the best method to use.

We all agreed that a sound methodology adequately addresses
economic fluctuations and programmatic changes while remaining
unbiased, producing subsidy estimates that are just as likely to be
revised upward as they are downward over a long term period of
time. An econometric model is a more sophisticated weighting
method than the PLP weighting model as it creates a way for each
relevant factor and estimates the subsidy rate based on the relative
strength of these weights.

I am confident that our implementation of the econometric model
in fiscal year 2004 will resolve many of the concerns you have. It
is a proven model. As I stated, OMB and GAO both agree that it
is the most appropriate method to use and other federal agencies,
including the Federal Housing Administration and the U.S. De-
partment of Education already use it to calculate the subsidy rates
for their credit programs.

To implement the model the SBA has contracted with the Office
of Federal Housing Enterprise Oversight or OFHEO, an agency
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which uses such a model to monitor the housing credit markets
and the performance of mortgage loans.

Mr. Chairman, Ranking Member and Members of the Com-
mittee, thank you for the opportunity to appear here today. I will
be happy to answer any of your questions.

Thank you.

[Mr. Barreto’s statement may be found in the appendix.]

Chairman MANZULLO. Thank you.

Our next witness is Christopher Crawford who is the Executive
Director of the National Association of Development Companies.
We look forward to your testimony, Mr. Crawford.

STATEMENT OF MR. CHRISTOPHER L. CRAWFORD, EXECUTIVE
DIRECTOR, NATIONAL ASSOCIATION OF DEVELOPMENT
COMPANIES

Mr. CRAWFORD. Good morning. I am pleased to again come before
the Committee to comment on the SBA 2003 budget model and
subsidy assumptions. I would like to thank you Chairman Man-
zullo, Ranking Member Velazquez and the Committee for con-
vening this hearing.

The 2003 budget adds to the injustices of the past budgets by
again forcing our borrowers to pay millions of dollars in fees to the
U.S. Treasury. It appears it will take this Committee’s oversight to
motivate the Administration to stop using these loan programs to
cover deficits.

This budget increases the annual fee charged each 504 small
business borrowers from .410 to .425 percent. The program is sup-
posed to pay for itself through these fees, and it does this and far
more.

Since we went to zero subsidy in 1997 borrowers have paid the
Treasury $400 million in excess fees and interest according to
SBA’s own re-estimates. Even paying fees over and above these in-
flated cost estimates the Administration demands still more from
small business by increasing the fee for 2003. This is truly an un-
warranted tax on our borrowers.

This fee increase is caused by errors we believe SBA and OMB
are making in their assumptions and their forecasts.

First, the estimate of loan defaults is 8.3 percent. Attached to my
statement that you have been provided are charts that show loan
defaults for the past 12 years are nowhere near eight percent.

The President’s own budget supports our estimates, not SBA’s
forecast.

Page 49 of the budget request and performance plan admits the
true defaults are running $60 to $70 million annually, at an annual
volume of $2 billion or more defaults are averaging under five per-
cent.

Second, SBA loan recovery forecasts do not match actual per-
formance through the asset sales or our CDC liquidation program.
They forecast collection of 58 cents of every dollar on defaulted
loans. However, SBA also forecasts they will spend 38 cents to
analt}(e that recovery leaving a net recovery of only 20 cents of each

ollar.

Our CDC liquidation program has averaged 55 percent recovery
since it began some three years ago. At the same time SBA states
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thley are recovering 50 percent for loans sold through their assets
sales.

I have to ask you, where did the money go? It did not go into
the recovery expenses for either the liquidation program or the
asset sales since neither program has substantial operating costs.

Third, we believe SBA is using erroneous forecasts of future loan
prepayments. We are funding 504 loans today at a record low mar-
ket rate, often below six percent. Even with servicing and SBA fees
added on, borrowers will obtain long term rates that they are not
likely to want to pre-pay in future years. I believe pre-payments
will in fact go down, not increase for this cohort.

Finally, even the SBA recognizes that they are not doing a good
job of forecasting our portfolio performance yet their solution is to
change the subsidy models rather than improve their data analysis.
They plan to spend the next five years building and debugging a
new econometric model that was actually created to reflect housing
costs, not commercial lending costs. This process will consume
time, money and resources to get it right and give the Administra-
tion further excuses for continued subsidy errors.

Our subsidy problems have led to inflated fees and has made 504
truly a Treasury cash cow as Ms. Velazquez pointed out. Borrowers
are paying hundreds of millions of dollars in excess fees and are
now told that they are going to pay even more for the 2003 cohorts.

We strongly object to this budget proposal and we need your
help. I ask this Committee to get to the bottom of the Administra-
tion’s questionable assumptions. Without your intervention I fear
that our small business borrowers will continue to pay excessive
fees for years to come.

Thank you for this opportunity to provide comments.

[Mr. Crawford’s statement may be found in the appendix.]

Chairman MANZULLO. Thank you.

Our last witness is Anthony Wilkinson, President and CEO of
The National Association of Government Guaranteed Lenders.

Mr. Wilkinson.

STATEMENT OF MR. ANTHONY R. WILKINSON, PRESIDENT
AND CHIEF EXECUTIVE OFFICER, THE NATIONAL ASSOCIA-
TION OF GOVERNMENT GUARANTEED LENDERS, INC.

Mr. WILKINSON. Thank you, Mr. Chairman, Ms. Velazquez, and
thank you for holding today’s hearing.

As we all know, users of SBA loan programs have been substan-
tially overcharged the last decade. In the case of the 7(a) program
OMB admits through the budget process that the overcharge or the
downward re-estimate in the 7(a) program totals $1.429 billion. I
have listed these downed re-estimate amounts on page one of my
written testimony.

On page two of my written testimony is another page that dis-
closes that OMB has not been forthcoming in the re-estimate proc-
ess. This shows that OMB requires the use of rates in the re-esti-
mate process that are higher than what is statistically expected.
Had OMB used the expected default rates in the re-estimate proc-
ess they would recognize an additional $400 to $600 million in
downward re-estimates in the 7(a) program. This would bring the
total overcharge to approximately $2 billion and it was $2 billion



10

that OMB’s representative admitted to at the Senate Roundtable
discussion that was held last September. That is $2 billion since
the start of credit reform in 1992, or on average a $200 million per
year overcharge.

Now let us take a look at the current year. OMB is estimating
defaults at 12.73 percent, a number that has not been seen over
the last decade. We know from the Senate Roundtable last year
that SBA had recommended using a five year look-back period, a
method that SBA believes would have been more predictive of near
term loan performance. OMB rejected this, and OMB rejected each
of the other six methods that were proposed, deciding to stick with
the method that provided the highest default estimate and hence
the highest costs to 7(a) program users.

In a previous hearing before this Committee SBA testified that
the default rate for the 7(a) program was being managed in the
eight to ten percent range. If OMB were to use a more realistic de-
fault assumption for fiscal 2003 we believe the subsidy rate would
fall by approximately 100 basis points or one percent. That would
leave a 7(a) subsidy rate of approximately .76 for fiscal 2003 and
we would need appropriations of about $91 million to meet the an-
ticipated demand for next year.

Now considering the $2 billion that has been overcharged, users
of the 7(a) program have already sent enough money to the Treas-
ury to fund the next 20 years worth of 7(a) loans. That is just not
reasonable.

Mr. Chairman, NAGGL has repeatedly said that we do not care
what model OMB uses in calculating subsidy rates but we do be-
lieve the resulting calculation should be fair and reasonable. We
have never demanded that it be totally accurate, just reasonable.

We believe that there should be an equal likelihood that the re-
estimates could be revised upward as well as downward.

It is obvious that the calculation to date has not been fair or rea-
sonable. OMB has been levying taxes on 7(a) program users. We
start fiscal 2003 with a default estimate of 12.73 and we know we
are going to have a down re-estimate as soon as the year ends. The
same thing is going to happen for this current fiscal year because
they used a default estimate of 13.87, so we will have a downward
re-estimate.

I direct your attention to the subsidy rate re-estimate for loans
that were originated just in fiscal year 2001. OMB says that the
subsidy rate has already fallen by 40 percent, from 1.17 to .71 dur-
ing the fiscal year. Many of the loans approved in fiscal year 2001
had not even been disbursed by the time they figured out they have
over-estimated the cost of loans made in fiscal 2001.

In Mr. Barreto’s testimony today he cited that all but one of the
years there had been downward re-estimates in the 7(a) program.
The very first re-estimate in 1995 was an upward one. OMB used
this upward re-estimate to pitch the need for higher fees in 1996.
Unfortunately, we had to go along so in 1996 the 7(a) program in-
curred a huge fee increase, one that we know now was not needed.
As a result of the 1996 fee increases many lenders over time exited
the program. Fortunately Congress saw how OMB was taxing 7(a)
program users and you passed fee reduction legislation last year.
That legislation eliminated only about half of the 1996 fee increase
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that was not needed. Hopefully we can consider further cost reduc-
tions and hopefully get the ratio of downward re-estimates to ap-
propriations down to ten years rather than the current 20.

Lastly I would like to share our concerns over the move to the
so-called econometric model. The current model used by SBA is a
simple net present value cash flow model. It is fairly easy to under-
stand. But the 7(a) subsidy calculation is not driven by the model,
it is driven by the assumptions plugged into the model. OMB could
have easily had a subsidy calculation that was fair and reasonable
simply by adjusting assumptions. They had recommendations from
SBA and GAO and they chose to ignore them.

We believe an econometric model will be much harder to under-
stand, one; and two, will have many more factors that will be driv-
en by OMB assumptions.

To put it in simpler terms, we have cracked the old black box
and figured out what OMB was doing. But now they plan to build
a new black box so they can continue to overcharge users of the
program.

Mr. Chairman, OMB has not been held accountable for the deci-
sions they make in the subsidy calculation process and until they
are we fear the overcharges will continue. OMB had every reason
to adjust its assumption in the fiscal year 2003 budget. There were
mandates from both the Senate and House Small Business Com-
mittees, Republicans and Democrats alike. There was report lan-
guage in the fiscal 2002 Treasury Postal Appropriation Bill and I
can go on and on. Let me just say they chose to ignore it all.

Instead OMB tries to shift the focus of the discussion away from
them and talk about how Congress is to blame for the fiscal year
2003 budget shortfall and how we should all wait another year
while they build their new black box.

Mr. Chairman and Members of the Committee, SBA program
users need your help. It is clear they have been taxed by OMB. It
is clear that OMB has not had any desire to fix this problem. They
have made mockery of the Federal Credit Reform Act and as a re-
sult have made the appropriation process very inefficient.

It is time, this fiscal year, right now, for a solution. We believe
OMB accountability has got to be a big part of that solution.

Thank you, Mr. Chairman.

[Mr. Wilkinson’s statement may be found in the appendix.]

Chairman MANZULLO. Thank you all for your testimony.

I have just a couple of questions of Nancy Dorn.

I do not know if I heard this right, but maybe it is reflected on
page two of your statement under, see where it says federal credit
reform about a third of the way down, the heading?

Ms. DORN. Yes, sir.

Chairman MANZULLO. It says the Federal Reform Act—Wait a
second. I'm sorry. I am on the first page.

The first page, second full paragraph. ‘Before I begin’.

Ms. DORN. Right.

Chairman MANZULLO. ‘Before I begin let me say it is unfortunate
that the premature release of preliminary and incomplete esti-
mates for SBA’s 7(a) business loan program may have led to real-
ized expectations.” Unrealized expectations.
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Can you explain what you mean by that? I guess first I have to
read it right, but can you explain what you mean by that?

Ms. DORN. Mr. Chairman, I think there was some confusion in
the last year. This was certainly before I came to OMB, but I think
there was some confusion last year about what the calculations
that SBA and OMB were going to lead to in the subsidy rate. I
think there was some thought that we were going to reduce the
subsidy rates but that the reduction would be greater than what
it turned out to be.

Chairman MANZULLO. What caused that? Mr. Blanchard, were
you familiar with what happened there? Did you want to comment
on that?

Mr. BLANCHARD. Yes, sir.

Chairman MANZULLO. That was before Mrs. Dorn’s tenure.

Mr. BLANCHARD. Yes, sir, Mr. Chairman. I am familiar with
what happened.

The staff members of the House and the Senate Small Business
Committees were eager to learn what the subsidy rate would be
using this new model for 2003 before we actually completed the
budget and the estimation of this rate.

%t the time, sir, I was at OMB working on this particular issue
and——

Chairman MANZULLO. You briefed us in our office on this, too.

Mr. BLANCHARD. Yes, sir.

I resisted providing a point estimate of what that would be be-
cause we simply did not know. We had preliminary analysis. We
had done that to try to see whether this model, this new interim
model would actually perform as well as we think it is performing.
But at the time I was being pushed by staff members to provide
some kind of estimate just so they could have a sense of where it
would be.

In my haste I gave them a range of estimates just to satisfy
them, really trying to be forthcoming with information and to work
closely with our legislative partners in providing that range, sir.
That was then taken as fact. They sort of banked on that, so to
speak. I think that banking led to some preliminary calculations
for the Senate Bill 1196 that——

Chairman MANzULLO. Did that have anything to do with the es-
timated amount of so-called budget surplus?

Mr. BLANCHARD. I am not sure what you are referring to with
regard to the budget surplus.

Chairman MANZULLO. In other words, when the subsidy rate is
set, or calculated, does that have anything to do with the general
gross revenues that come into the government?

Mr. BLANCHARD. The subsidy rate does indeed have something to
do with that—As Administrator Barreto mentioned earlier in his
testimony, the subsidy rate is essentially a prediction of the appro-
priations that are necessary to cover defaults. Without knowing
what those defaults would be, we simply make a prediction. As
time goes on we learn more about that default behavior and then
we adjust what is held in the account to cover those defaults. So
it adjusts upwards and downwards. Unfortunately the adjustments
have been such that it has created this surplus that has gone back
to the Treasury over——
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Chairman MANZULLO. You answered about 80 percent of the
question. Let me follow up and maybe get more particular.

Does the estimated amount of surplus in general revenue of the
government have anything to do with calculating the subsidy rate?

Mr. BLANCHARD. No, sir. Not at all.

Chairman MANZULLO. Totally separate.

Mr. BLANCHARD. Yes, sir.

Chairman MANZULLO. The reference that Ms. Dorn made to the
premature release of preliminary and incomplete estimates for
SBA’s 7(a) business loan programs, that was reference, Dr. Blan-
chard, to a September 5th Roundtable that you had had with the
Senate?

Mr. BLANCHARD. No, sir. Actually that was subsequent to that
Roundtable.

Chairman MANZULLO. Because at that Roundtable, that is where
you had said the history of this program is one that has had an
unfortunate one. ‘The Administration has worked in its first year
to correct this problem and it is one that we inherited that as you
have all mentioned is a serious problem. WE recognize that over
the past 10 to 12 years there is a cumulative $2 billion that has
gone back to the Treasury.’

The last part of that is correct, is it not? The accumulated——

Mr. BLANCHARD. I actually do not think that is correct. I believe
it is $1.4 billion as Mr. Wilkinson referred to in his testimony.

Chairman MANZULLO. $1.4 as opposed to $2 billion.

Mr. BLANCHARD. Correct.

Chairman MANZULLO. Because you did not have the figures in
front of you at the time and I can understand that. That must have
been the case.

Mr. WILKINSON. I would add on to that, there was a sheet in my
testimony called Unweighted Purchase Rates that goes through the
rate they use in the re-estimate process, yet the rate that they ex-
pect in terms of defaults are much lower than they are using in the
re-estimate process.

So while $1.429 billion has been recognized, it is anticipated
there is going to be another $400 to $600 million that will be down-
ward estimated in the future.

Chairman MANZULLO. Thank you.

Let me give you a very simplistic situation here. I am not into
macroeconomics, I am into microeconomics. If you are the one that
loses your job you could care less about whether or not the rest of
the neighborhood is working.

Let us take a look at a loan that goes to A Corporation, and let
us say this loan is $100,000. Figure for me, and you do not have
to give the exact figure, but work through with me how you would
figure the subsidy rate just on this one loan. However you want to
do it. Explain the elements and kind of give me a rough idea.

Mr. BLANCHARD. Okay.

The subsidy rate is calculated before loans are made. What we
are trying to do is estimate for fiscal year 2003, when we make
that $100,000 loan and many more of those loans, what will be the
default rate?

Chairman MANZULLO. You want to set aside a pocket of money
to cover what could be a loss.
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Mr. BLANCHARD. That is right.

Chairman MANZULLO. That is really what the subsidy rate is.
Okay, go ahead.

Mr. BLANCHARD. That is right.

Based on the historical performance of loans of similar sorts, we
estimate in advance what that default would be. Not only in the
first year of that loan, but in the first, second, third, and through-
out the life of the loan.

Chairman MANZULLO. With regard to the 7(a) and the 504 pro-
grams, are there different categories of default? Is it based upon
the nature of a business or is everything lumped together in the
7(a) and the 504?

Mr. BLANCHARD. As it has been calculated in the past up to FY
03, all 7(a) loans have been treated the same in that calculation
and all the 504 loans have been treated the same in that calcula-
tion.

Chairman MANZULLO. Then on the first element, the default
rate, I am trying to find out where there are areas of agreement
and where there are areas of disagreement, and maybe that is
where we can hone in.

Is there disagreement as to the default rate that occurs with
these loans?

Mr. BLANCHARD. Yes.

Chairman MANZULLO. Not a very good start, is there.

Dr. Blanchard or Administrator Barreto, however you want to do
it. Let us take it element by element and let us see——

Mr. BLANCHARD. We disagree in what the default assumption
should be, sir.

Chairman MANZULLO. Okay. Walk me through that.

Mr. BLANCHARD. Our estimate of the default rate is based on the
average performance of all of the loans that have been made from
1986 to the present date, so data up through 2001.

Chairman MANzULLO. Mr. Wilkinson, what is yours based on?

Mr. WILKINSON. The performance of the program since——

Chairman MANZULLO. What do you think it should be based on,
sorry?

Mr. WILKINSON. Since the start of credit reform, when credit re-
form started there were substantial programmatic changes. The
program that existed in 1986 is not the program that exists today.

Chairman MANZULLO. Why is that?

Mr. WILKINSON. Lenders have a much greater investment in the
loans today, the guaranteed percentages have declined, the lenders
have to pay an ongoing fee that was not there in 1986. So there
is a much greater financial interest of the lender in the loan pro-
gram today.

Chairman MANZULLO. Do you agree with that, Dr. Blanchard?

Mr. BLANCHARD. I do agree that the program has changed, which
is precisely why we are weighting the PLP loans differently than
the non-PLP loans for fiscal year 2003.

Mr. WILKINSON. The default rate that they attach to PLP loans
is higher than any default rate we have seen since 1991. They are
using 11 point, it is over 11 percent default for PLP in the
weightings they are using this year and anticipated defaults in the
2000 cohort is 8.1.
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Chairman MANZULLO. So Dr. Blanchard you are going back to
1986 and you are averaging all the loans since that time to come
up with the——

Mr. BLANCHARD. That is correct.

Chairman MANZULLO. You are saying that about 11 percent of
the loans that default or 11 percent of the amount of money loaned
has been in default?

Mr. BLANCHARD. We are saying 11 percent of the SBA’s portion
of the outstanding——

Chairman MaNzULLO. Okay. It is based on money, not the num-
bers of the loans.

Mr. BLANCHARD. That is correct.

Chairman MANZULLO. Mr. Wilkinson, what is wrong with that
average?

Mr. WILKINSON. First of all they do a simple average. There were
some

Chairman MANZULLO. I prefer to keep things simple. That is why
I am going through this step by step. But what is wrong with sim-
ple average?

Mr. WILKINSON. First of all, it is an arbitrary point in time. They
picked in 1986 because that is where they start with their data.

Chairman MANZULLO. Dr. Blanchard, he said that 1986 is an ar-
bitrary date.

Mr. BLANCHARD. Sir, we have a chart that can help illuminate
it a little more easily.

Chairman MANZULLO. That would be fine.

Mr. BLANCHARD. This takes us down into averaging. Let me set
up the chart.

Chairman MANZULLO. Mr. Barreto, I did not mean to ignore you,
I just left it up to you as to who would answer the question.

Mr. BARRETO. I brought my expert this time.

Chairman MANZULLO. That is fine.

Mr. BLANCHARD. Mr. Chairman, we thought that you might want
to know precisely how this model works, so we built a graphic that
walks you through the cash flow model.

Now it is important to recognize, sir, that the projection of the
default rate is something that we do outside of this model. As our
industry partners mentioned earlier, the main assumption is the
default rate.

Without knowing what the default rate will be in the future, the
best evidence we have is that of the past. What we are going to
do in the future with regard to our calculation method, the econo-
metric model will calculate the default rate. What you do is sepa-
rate the estimation of the default from the estimation of the sub-
sidy rate. The default is an assumption that drives the subsidy
rate.

Chairman MANZULLO. The reason I went through that is I
thought I would be a nice guy and try to find certain areas where
people agree on getting to this.

Before you do that, Dr. Blanchard, is it the default rate that is
the most contentious of the four items in here?

Mr. BLANCHARD. Yes, sir.

Chairman MANZULLO. Then I guess I started with the right one.

Mr. BLANCHARD. You sure did.
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Chairman MANZULLO. How do you want to do that?

Mr. BLANCHARD. As you see in front of you there are basically
three components to that. Obviously taxpayers pay taxes into the
Treasury so that is an important component on the back end. But
the outflows, remember that the basic equation here is that the
subsidy rate equals the cash that goes out minus the cash that
comes back in. The cash that goes out, the only cash that goes out
in these loan programs are our purchase of the defaulted loans.

This number says that our expected default rate is 8.2 percent.
This is of all outstanding loans. This number is equivalent to the
12 percent assumption that Tony mentioned that is a proportion of
SBA’s guaranteed portion. I do not want to confuse anybody. But
that sets the outflows.

Then we collect fees from the borrowers, we collect fees from the
lenders, and then we recover some of those defaulted loans. You
see the arrows point to that outflow and inflow. That then tells us
how much money we have to set aside in the form of appropria-
tions to pay for the rest of the program. That is all this model
shows you, sir.

You see that the arrows and the numbers that are attached to
them are also maps to the equation at the bottom of that page.

Chairman MANZULLO. Mr. Wilkinson, do you have a problem
with this chart? Or just with the assumption of the default rate?

Mr. WILKINSON. It is the assumption of the default rate. The ar-
rows are right. That is how the cash flows in and how the cash
flows out.

Chairman MANZULLO. Okay.

Tell me again, why you think that? What Dr. Blanchard is telling
us is that they go back to 1986 and take the average default rate
of the amount of money SBA puts out.

Mr. WILKINSON. It is a simple average going back to 1986. It ig-
nores the program changes that have occurred since 1986.

They have testified that this program is being managed in

Chairman MANZULLO. What are those program changes since
1986 that you think should do away with simple averaging?

Mr. WILKINSON. Fees have gone up, lenders have seen the guar-
antee percentage decline. Remember, there was a point in time
there was 90 percent guarantee. The average guarantee since 1986
has gone down.

So again the lender has more at risk in each of these deals.

Chairman MANZULLO. Let me stop you right there.

Dr. Blanchard, those two elements he just put in, why should
they not be figured into the simple averaging?

Mr. BLANCHARD. Before the calculation for the model in 2003
there was no incorporation of the programmatic changes. He is cor-
rect in that regard. That is why we have gone to this method of
weighting the PLP loans, which is the programmatic change that
he is referring to, it is different than the way we weigh the non-
PLP loans.

Chairman MANZULLO. So are you agreeing on the subsidy rate
for what OMB wants to do for 2004?

Mr. WILKINSON. I do not have a clue what they are doing for
2004. There has been no——

Chairman MANZULLO. 2003, I am sorry.
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Mr. WILKINSON. Am I agreeing to that subsidy rate? Absolutely
not.

Chairman MANzZULLO. Dr. Blanchard just said that before 2003
they did not take into consideration programmatic changes, but
after that date they do take that into consideration.

Mr. WILKINSON. In my opinion the change they made for fiscal
2003 is simple window dressing.

It made a minor change but did not address

Chairman MANZULLO. Yes, but he said that they take it into con-
sideration in 2003. So there has been apparently a major change
in the manner of the calculations. Would you disagree with that?

Mr. WILKINSON. I disagree. There has not been a major change.

Chairman MANzULLO. Dr. Blanchard, is there a document that
has been generated that shows that those elements that Mr.
Wilkinson says are the program changes? Is there a document that
shows that those have been taken into consideration for 2003?

Mr. BLANCHARD. Yes, sir. That document is the President’s budg-
et.

Chairman MANZULLO. Okay.

Do you agree with that, Mr. Wilkinson?

Mr. WILKINSON. I will agree that they made some changes in
2003 as it was from 2002, but the changes are very minor.

Chairman MANZULLO. Can you show us that section from the
budget? Does anybody have it handy there?

Mr. BLANCHARD. What we did, I do not have it handy, sir, but
I can tell you that in fiscal year 2002 the subsidy rate was 1.07
percent. Our calculation in implementing this new method that
weights the PLP loans differently from the non-PLP, reduced that
subsidy rate to .88 percent. That is a one-fifth reduction in the sub-
sidy rate, sir. That is about a 19 basis point reduction in the sub-
sidy rate. That is how significant this model reduced that subsidy
rate.

Chairman MANZzZULLO. Do you agree that it is a reduction, Mr.
Wilkinson?

Mr. WILKINSON. First of all, the 1.07 was too high. A 19 basis
point shift when there has been $1.4 billion

Chairman MANZULLO. He is saying it is going in the right direc-
tion.

Mr. WILKINSON. It has been going in the right direction for a dec-
ade. Very slowly. And we know that if they start the year with a
12.73 percent default rate we are going to have a downward re- es-
timate at the end of the year. WE are going to have one this year.

Chairman MANZULLO. So you are saying that even though it is
a reduction, that the reduction still is not

Mr. WILKINSON. WE would have to have

Chairman MANZULLO [continuing]. Default range.

Mr. WILKINSON [continuing] A major downward turn in the per-
formance of 7(a) loans to come close to the default estimate in the
model. That to me is the real issue.

Chairman MANZULLO. Would you agree with that, Dr. Blan-
chard? This is sort of interesting, going back and forth here,
but
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Mr. BLANCHARD. A hyperbole of that statement I can accept, but
history has shown that we will not have another year like all of
the extraordinary years that we had in the late 1990s.

Chairman MANZULLO. Okay.

Ms. VELAZQUEZ. And even with all those extraordinary years
that you had in the late 1990s you did not do the right thing in
terms of fixing the subsidy rate.

So Mr. Barreto, I believe we need to get one thing straight, and
that is the notion which the Administration keeps saying that
somehow this mess we are in is due to congressional actions aimed
at giving small businesses some relief from being overcharged by
program fees.

So that we are clear, it is our job, Congress’ job, to legislate.

Based on the past record of the programs that participants were
being grossly overcharged, we legislated a program change.

It i1s the Administration’s job to implement that change. So you
knew what the subsidy rate will be and you choose to fund the pro-
gram at half this level.

So if you are looking to place the blame somewhere, look no fur-
ther than the table where you and Ms. Dorn sit, because it lies
right there.

So my question to you is, you have this legislated change for
three months before the budget was released. Why do you choose
not to go back and fix it?

Mr. BARRETO. Thank you, Mrs. Velazquez for the question. I ap-
preciate it.

At no time are we trying to affix blame or point the finger. I
think one of the things we are trying to do is clarify.

There is this misperception out there that the President and the
Administration chose to cut the 7(a) program in half and as we——

Ms. VELAZQUEZ. But that is exactly what you did.

Mr. BARRETO. But as we indicated before, with the subsidy rate
going down to the .88, which we were very happy about being able
to get down to .88, with the current President’s budget, that would
have been able to provide for a $9.7 billion——

4 (li\/Is. VELAZQUEZ. Excuse me. We changed the fee. You did not. We
id it.

Mr. BARRETO. Yes.

Ms. VELAZQUEZ. And then you chose.

Mr. BARRETO. The budget had been completed before the time
this legislation actually went into effect. But again, what we are
trying to do is clarify the record to reflect that our intention was
to have $9.7 billion available for 7(a) lending.

Ms. VELAZQUEZ. Mr. Barreto, you could spend the whole morning
here giving me a nice explanation but you do not answer my ques-
tion.

My question is why you, if you had three months to fix the sub-
sidy rate, you did not.

Ms. Dorn, why did you not?

Ms. DORN. I think the point that we would make is three are sort
of three components to this. One is the establishment of the sub-
sidy rate which is based on criteria. There has been some discus-
sion about the kind of criteria that goes into the calculation. You
look at the history of the program, you look at the actual loans that
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have been defaulted on, and you, as was pointed out, we have actu-
ally taken into account the fact that the preferred lenders’ default
rate has been less. That was cranked into the formulation.

So for over a year we established a subsidy rate, and that is a
separate exercise from either the establishment of the fee, which
you point out Congress changed last year. And then the issue of
the appropriation that we put against the program.

Ms. VELAZQUEZ. Let us move to the next question.

I am sure you have heard the accusations that OMB is using
phony numbers to inflate the loan program subsidy rate. How do
you respond to that?

Ms. DorN. Well Congresswoman, I understand the frustration
that people feel when they see the history of this program, and I
looked at the numbers of the loan subsidy rate and the re-esti-
mates over the last years going back to fiscal year 1992 and I can
say the program is not perfect.

You can see by looking at the re-estimates that over the last sev-
eral years the margins are falling and they are falling rapidly.

For example in 1992 they missed it by $200 million. In fiscal
year 2000 we missed it by $2 million. So there is some refinement
going on in how we calculate the subsidy rate, and I appreciate the
frustration that people fee.

I think we are making some progress.

Ms. VELAZQUEZ. Let me ask this question. Since the late 1990s
SBA has engaged in the practice of selling defaulted 504 loans
through asset sales. The track record for this has been a net recov-
ery rate of approximately 50 percent. However in the Administra-
tion’s recent budget you include in that recovery an assumption of
just 20 percent. Where did the 30 percent go and how do you jus-
tify it?

Ms. DornN. I will have to turn to Hector for that.

Mr. BARRETO. On the asset sales that we do, it includes
many——

Ms. VELAZQUEZ. Excuse me, Ms. Dorn. It was not SBA, it was
OMB that established the 20 percent. The 30 percent. It is not
SBA, it is OMB. Is not OMB the one saying it?

Ms. DorN. Well, OMB is indeed the place where the budget
comes from, but we work very closely with——

Ms. VELAZQUEZ. Mr. Crawford, could you please tell me if this
does not sound like a phony number to you?

Mr. CRAWFORD. Yes, ma’am. I would have to agree with you that
the numbers are certainly strange.

If you look at the growth collection rate it is running downward
from 67 to 58 percent. The expense rates are running nearly 40
percent. They are recovering a net of 20 percent.

If you look at the asset sales, there have been five asset sales to
my understanding. They have sold a total of about 1300 loans that
have gone bad. In our entire program since 1986 they sold nearly
900 notes related to those 1300 loans and their own numbers are
a net recovery of 50 percent.

So I do not understand how you get from 50 percent to 20 per-
cent. What happened to the other 30 percent?
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Ms. VELAZQUEZ. Ms. Dorn, if we were to assume a 50 percent re-
covery rate, maybe he would be able to answer this question when
she finishes.

If we were to assume a 50 percent recovery rate that has been
the historical trend, what would the subsidy rate be?

Ms. DORN. I am sorry, Congresswoman, I do not know the an-
swer to that question.

Ms. VELAZQUEZ. Do you have the answer to that question?

Mr. BARRETO. What I would like to do is give Dr. Blanchard an-
other opportunity to explain that. It is a very important question
in front of us right now about how that is determined and what
happened to that other 30 percent as you mentioned.

Mr. BLANCHARD. Ms. Velazquez, Mr. Crawford’s point about
asset sales, and incorporating our 50 percent return on asset sales
into recovery for the 504 program, we are comparing apples to or-
anges.

He is talking about the recovery for one loan program. The asset
sales program engages in sales of products or assets from many of
our loan programs. So that 50 percent recovery rate is a combined
recovery rate from multiple loans of which 504 loans, defaulted 504
loans are only a small percentage.

Ms. VELAZQUEZ. Can you tell me what the rate would be if you
have a recall rate of 50 percent?

Mr. BLANCHARD. No, I cannot tell you that right off the——

Ms. VELAZQUEZ. Mr. Crawford.

Mr. CRAWFORD. It looks to me like it would probably go, it would
probably cut the borrower fee by probably close to 60 percent which
would lead to a borrower fee probably in the .25 down from .42. So
it would be a pretty substantial cut in the actual fee.

I would like to make a statement regarding Lloyd’s comments
about the asset sales.

It is my understanding that each of the asset sales consisted of
a significant number of pools, each of which had homogeneous as-
sets in those pools. In other words they did not want to sell short
term notes and long term notes because Wall Street is not going
to pay a lot of money for that kind of a pool.

Wall Street is going to look for a pool of loans or notes or collat-
eral that is fairly consistent, and it is my understanding that our
real estate notes as well as the real estate notes of 7(a) were put
into similar pools and a fairly discreet number of pools.

Now the number that I use, the 50 percent, I was told by an SBA
manager that that was in fact the recovery rate, the net recovery
rate for 504 specifically, not for 7(a), not for disaster loans but 504.

Ms. VELAZQUEZ. Thank you.

Ms. Dorn, last year when Mr. Blanchard testified before the Sen-
ate, he stated that once the President’s budget proposal is sub-
mitted to Congress the assumptions contained in the budget cannot
be changed for subsidy rate purposes. Is that your position as well?

Ms. DoORN. Congresswoman, the Federal Credit Reform Act spe-
cifically directs that that is the case.

Ms. VELAZQUEZ. What is the 7(a) default rate assumption used
in determining the program fiscal year 2003 subsidy rate?

Ms. DorN. Congresswoman, as I think we previously testified, we
used the subsidy rate of .88 for the 2003 budget.
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Ms. VELAZQUEZ. It wasn’t 12.73?

Mr. BARRETO. For the default rate?

Ms. VELAZQUEZ. The default rate.

What is the subsidy rate?

Ms. DORN. The subsidy rate is .88. I'm sorry, Congresswoman.

Ms. VELAZQUEZ. So the default rate for the——

Ms. DORN. I am sorry, I have been corrected. The subsidy rate
is 1.76 in 2003 I am told.

Ms. VELAZQUEZ. So the default rate is 12.73. Is that correct?

Ms. DORN. That is correct.

Ms. VELAZQUEZ. That is why I am so puzzled. Because when you
look at the default rate assumption for the 7(a) program containing
Table Six of the credit supplement to the President’s fiscal year
2003 budget it is a default rate of 9.38.

So which is it? 12.73 or 9.38?

Mr. BARRETO. Congresswoman, what I have just been told is that
there was a typo in

Ms. VELAZQUEZ. Oh, a typo.

Mr. BARRETO. There was a typo in that budget.

Ms. VELAZQUEZ. So what is it?

Mr. BARRETO. It is 12.73.

Mr. WILKINSON. I would direct your attention to the chart on the
wall that says 8.19.

Chairman MANZULLO. I have 9.38 on the budget.

Ms. VELAZQUEZ. Tony, would you please explain this type of
phony number here?

Mr. WILKINSON. It is real interesting. The credit supplement does
contain the 9.38 default assumption which we would believe would
be in the correct range of default that this program has been man-
aged to. But it has on occasion been very difficult to get a straight
answer on some of the information.

Again you look at a 9.38 in the credit supplement. They have a
chart up here that says 8.19. The default estimate in the subsidy
models show the 12.73.

Ms. VELAZQUEZ. Ms. Dorn, let us see if we find some more typos.

Let us look at Table Six of the credit supplement. If you look at
the default rate assumptions for 504 it is 8.32 percent. Is that cor-
rect?

Ms. DORN. I do not have that table in front of me.

Mr. BARRETO. That is a correct number.

Ms. DORN. 8.32 is correct according to the Administrator.

Ms. VELAZQUEZ. So we do not have a typo there.

Ms. DoRN. No.

Ms. VELAZQUEZ. Okay, good.

But if you look at page 49 of SBA’s budget request you state for
the 504 program, and quote, “Default amounts to about $60 to $70
million annually.” With 504 loan volume averaging approximately
$2 billion for the last several years this $60 to $70 million in an-
nual defaults would equate to a default rate of approximately three
to four percent, not 8.32 percent.

That cannot be right.

Ms. Dorn, how does OMB get 8.3 percent for a default forecast
given the $60 to $70 million forecast in the budget?
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Ms. DorN. Congresswoman, I would refer back to Dr. Blan-
chard’s testimony about how these loans are calculated using his-
torical data and historical default rates.

th. VELAZQUEZ. Mr. Crawford, maybe you will be able to explain
that.

Mr. CRAWFORD. Yes, ma’am.

I do not have a fancy chart like that because I cannot afford it,
but I have a little chart that I put in the back of my testimony that
has the real historical default rates for our program. These num-
bers are not projections. They are taken from our trustee, the Bank
of New York, so they are real, honest to goodness numbers.

I decided to plot a little curve against those default rates, and
that is that heavy black line. It seems to indicate that the default
rate for the last 12 years has been running anywhere from three,
3.5, four, 4.5 percent.

Ms. VELAZQUEZ. Not eight percent.

Mr. CRAWFORD. Not 8.3 percent. So I have no explanation for
where 8.3 comes from.

Chairman MaNZULLO. Can I go to Ms. Napolitano before we——

Ms. VELAZQUEZ. Let me, just one more question.

Chairman MANzZULLO. Okay.

Ms. VELAZQUEZ. Ms. Dorn, I guess Mr. Crawford that these again
sound like phony numbers.

But Ms. Dorn, you stated earlier that OMB was not using phony
numbers, but how can you say that when you are using incorrect
recovery, incorrect loss levels, and incorrect defaults?

The last company that kept their books like this was a little com-
pany in Texas, Enron. And you know what happened to them.

So how can you sit before this Committee and tell us this gar-
bage with a straight face? Because it does not matter what model
you use. If you put garbage in you will get garbage out, and that
is what we have seen here today.

Thank you, Mr. Chairman.

Chairman MANZULLO. I would like to go to Ms. Napolitano.

Somewhere during the course of this I would like to know if the
SBA ever advised this Committee that there was a typo error in
this budget. Was that ever done?

Mr. BLANCHARD. I am embarrassed to say, Mr. Chairman, that
I just realized it today.

Ms. VELAZQUEZ. Really?

Chairman MANZULLO. Okay.

Ms. Napolitano?

Ms. NAPOLITANO. Thank you, Mr. Chair. I am enjoying the ques-
tioning that our Ranking Member is doing. I hate to interrupt her
as she is on a roll.

But I would like to ask one of the questions that has kind of puz-
zled me, and this is Ms. Dorn’s testimony, on her page, probably
about page four in the OMB’s ruling implementing FCRA. And I
direct you to paragraph two. The second sentence starts off, ‘Staff
worked to ensure the estimates have been calculated in accordance
with the requirements of FCRA and applicable guidance issued by
OMB, Treasury, Financial Accounting Standards Advisory Board
and other entities. A large part of its role is ensuring that con-
sistent standards are applied to similar programs,” and it goes on.
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How do you use the same standards for the SBIC program as you
do for the 7(a) and/or the 504? Is that correct? Do you use the same
standards?

Ms. DoORN. We use similar inputs, Congresswoman.

I think one of the issues here is how we have gotten to the sub-
sidy rate. We had a long discussion about that. One of the issues
that we talked about is the historical performance of loans and the
historical performance of defaults.

Ms. NAPOLITANO. That is not the information we are getting, is
that you do not use the same standards.

Ms. DORN. Well clearly there are some differences between SBIC
and——

Ms. NAPOLITANO. What differences are there? In other words,
what is it that separates one from the other and why are not the
same standards applied to both? SBIC is what we are getting to,
the small business investment program.

Ms. DORN. Congresswoman, I think we have tailored some cri-
teria to deal with the different kinds of—Clearly 7(a) is a different
kind of program than 504 which is a little different than the pro-
gram that you cite.

I think in general we try to use historical data. We have tried
to pump in more current, changes in current law, changes in cur-
rent econometrics

Ms. NAPOLITANO. You are not using the same standards?

Tony, can you explain this?

Mr. WILKINSON. I do not think they do consistently apply the
standards to similar programs. We are active in with the B&I pro-
gram over in Department of Ag, it gets a little different treatment.

I am most concerned about the statement that they calculate the
rates in accordance with the requirements of the Federal Credit
Reform Act. There are no requirements in the Federal Credit Re-
form Act of how they calculate the subsidy rate.

Ms. Dorn says they were required to use all historical cash flows.
Nowhere in the Federal Credit Reform Act does it say they have
to use all historical cash flows. Again, we go back to the Senate
Roundtable where six or seven different types of approaches that
would have been more reflective of the performance of the program
were presented and all of them were rejected, and yet OMB decided
to keep the one that gave the highest default estimates. Even
though they know it is not in a reasonable range.

Ms. NAPOLITANO. Mr. Wilkinson, Tony, would you comment more
about the Ag? You mentioned it and you just skimmed over it. That
is important.

Mr. WILKINSON. We have been working on the Business and In-
dustry loan program and have not has as much luck in learning
all about their subsidy model as we have in the 7(a) program, so
I will not profess to be an expert on their model and should save
that one for another day.

Ms. NAPOLITANO. Okay.

Then Ms. Dorn, given that there is apparently a discrepancy in
how people are looking at how you apply the standards, are you
willing to correct this inequity?

Ms. DORN. Congresswoman, we are working hard on trying to re-
fine the data to go into the econometric model, but——
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Ms. NAPOLITANO. It is not the refining of the data I am con-
cerned with. It is the application of the data that concerns me.

Ms. DORN. We do this on an annual basis, so clearly every year
we review what we have done in the past and we are trying to re-
fine the data which, as I pointed out before you came in, has re-
sulted in a significant improvement on our estimates. In the early
1990s we were overestimating in the $200 million range; in fiscal
2000 we missed it by $2 million.

So there is improvement in this data. It is not a perfect science,
and we welcome your input and the Committee’s input into the dif-
ferent factors that need to be considered. This is not a static cal-
culation that does not change from year to year. We have continued
to try and refine the model.

Ms. NAPOLITANO. I must say that I have a lot of small business
and Mr. Barreto knows that, who really count on these loan pro-
grams, and I am finding out that a lot of them are not qualifying
simply because of the different standards utilized.

So Mr. Chair, I yield back the balance of my time to Ms. Velaz-
quez if Ms. Velazquez wants to finish up.

Chairman MANZULLO. Let me go to Mr. Issa.

Ms. VELAZQUEZ. Okay.

Mr. IssA. Thank you, Mr. Chairman.

I apologize for not being here for the whole time. Unfortunately
I have an amendment on the Floor which is the usual excuse for
rudeness we have here in this body.

But I am very concerned about this and I guess directing to the
left side of the panel, especially to the Administrator and Ms. Dorn,
I came out of the business world. I was both a CEO and on many
boards. What I hear you saying, and for that matter said very elo-
quently in writing, is that there is a historic difference between
what you say is going to happen and what happens.

In business we talk about a quarter—maybe, being an anomaly.
Two quarters is a trend. Three quarters is a question of whether
the CEO is still going to be around.

Now maybe we act too quickly in business, but a decade seems
to be too slow even for government.

What I am sharing the sentiments of my colleagues is, why is it
that this year, not next year, not the year after, can we not have
a substantial, based on historic, and you certainly have the evi-
dence, the data now to do it, why can we not have a halving of the
difference? Why is it that while you are calculating we cannot nar-
row this from eight to seven? Maybe not to four? Maybe not to
what we would like to believe the past performance shows for the
future. But what is it, if there is nothing in the body of law that
we have delivered you that stops you, what stops you from doing
what you can to improve your ability to deliver services? And clear-
ly, based on what I have seen, you have the ability to do it. This
is a decision you are making.

When a CEO makes a decision to continue miscalculating some-
thing historically, I have to ask how long do I want to have people
who miscalculate that way?

I will take either of your answers.

Ms. DorN. Well Congressman, we do not intentionally miscalcu-
late. I think there is a process of refining that we have made some
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significant progress in the last couple of years. I cannot speak very
well to the program over the last ten years in terms of how the pro-
gram was run, but I think we are making a significant effort to try
and narrow the differences here.

The other thing that I would point out is something that you as
a businessman know very well, and that is that the period of time
between 1992 and 2000 was a period of extraordinary growth and
economic prosperity in this country. We have seen over the last
year that that is not necessarily the template for every year for the
rest of all time. We have to take that into account.

There have been experiences where the federal government has
provided loans in response to outside influences and other things
that turned out not to be a great idea. The S&L situation of the
early 1990s is a great example of where the government over-
extended itself.

Mr. IssA. And I am not asking you to change your model for who
you loan to. I am not saying we should change the risk calculation.

What I am saying is you have a past performance, a success if
you will, of having a given default rate and a given cost for it, and
yet we are asked here, with the reluctance of the appropriators, to
over-appropriate if you will based on a historic misjudgment.

I do not agree with you that you have made substantial reforms
because if the facts continue to show this big a disparity, this is
like a four percent loss at the bottom line in your corporation every
year, and I am not even giving you credit for the multiplier effect
to the benefit of your making greater amounts of loans, being able
to do more. Forget about all of that. Forget about what the multi-
plier is.

The bottom line is you are miscalculating by an amount greater
than we tolerate losses in business for a quarter or two and you
have done it and your predecessors have done it for a decade.

My question succinctly back to you is, why is it that you cannot
make a substantive change this year to reduce that disparity? You
do understand that this body, and we are the people, at least are
part of the body that appropriates if necessary.

If we suddenly see a change it is not a huge amount of dollars,
it is not something that Congress is not going to go okay, for one
year we can do a supplemental to make up for some anomaly. The
fact is, you are not exercising, as I see it, the power you have by
every year miscalculating by this huge amount and then coming
back and saying effectively look how well we did. I do not want you
to do that well. I want you to be accurate, or at least much closer.

Chairman MANZULLO. Okay.

Mr. WILKINSON. Can I add on just one statement?

Mr. IssA. Please.

Mr. WILKINSON. That is based on the default assumptions that
are plugged into the model we are going to have to go ask for ap-
propriation dollars for fiscal 2003 in an amount double what we are
going to need. And it is exactly right, this makes the appropriation
process very, very inefficient.

Chairman MANZzZULLO. Before I go on to Congresswoman
Millender-McDonald, let me ask a question, Dr. Blanchard.
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The typo that appears on page 20 of the budget on Table Six at
9.38, you said that is a typographical error. It should be the 8.1 fig-
ure, Doctor?

Mr. BLANCHARD. Mr. Chairman, this is a number that I just saw
this morning before we sat down in front of this committee.

Chairman MANZULLO. You mean the 9.3?

Mr. BLANCHARD. That is right. That number should be 12.73, sir.

Chairman MANZULLO. It should be 12.73?

Mr. BLANCHARD. That is correct.

Chairman MANZULLO. But it is 8.1 on the chart.

Ms. VELAZQUEZ. Mr. Chairman?

Chairman MANZULLO. Just a second.

Mr. BLANCHARD. That number should be 12.73 which is the de-
fault rate that SBA has projected for fiscal year 2003.

Chairman MANZULLO. But that is 8.195 up there.

Mr. BLANCHARD. The 8.19 is equivalent to the 12.73 and let me
explain how.

You are dividing the default in this chart by total loan volume.
But as you know, SBA only guarantees 85 percent of that total loan
volume.

In the budget, the way we produce that number in our 12 per-
cent assumption is defaults divided by the proportion of the out-
standing loans that SBA guarantees.

In a sense, sir, the denominator is smaller driving that number
up. They are equivalent to each other.

Chairman MANZULLO. So where it says 9.38 it should be 12
point——

Mr. BLANCHARD. Seven-three.

Chairman MANzZULLO. The fact that there is a typographical
error that is in this table on Table Six on page 20, does that have
anything to do with the final calculation of the subsidy rate?

Mr. BLANCHARD. No, sir. It does not.

Chairman MANZULLO. Okay.

Ms. Millender-McDonald?

Ms. MILLENDER-McDONALD. Thank you, Mr. Chairman, and
than, you and the Ranking Member for providing us this oppor-
tunity to speak about a very critical issue.

Again, I think the basic question that has been raised here is
whether or not OMB should rely on ten years of data versus more
recent data to produce a default rate that appropriate current re-
ality?

I am sorry that I was not here, but I need to kind of get that
back in front of me, why is it that we are relying on ten years of
data as opposed to something that is more current?

Perhaps you have answered that, but I need to hear it again.

Ms. DORN. No, I am happy to explain our rationale on that front.

Our rationale is simply that for this program and for the other
federal loan programs we rely on the historical data that we have.
In this case it goes back I think to 1986 because economic condi-
tions do play heavily into historical defaults and credits issued. So
we do use the data that we have going back but it is not the only
data that we have plugged into the calculation. And as we have
gone forward we have sought to refine that.
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As we pointed out in the fiscal 2003 calculation we did use the
information that default rates are lower for those loans that go
through preferred lenders and we did crank that into the data
which did reduce the subsidy rate fairly significantly, by about 40
percent?

Mr. BARRETO. Twenty percent.

Ms. DoORN. Twenty percent for fiscal year 2003.

So we are continuing to work to make it more reflective of not
only the historical past but the more recent changes in law and
performance.

Ms. MILLENDER-MCDONALD. Then how many 7(a) loans that
have been made since 1986 are still on the books of the SBA and
what percentage of these loans represent the loans made in those
years and of the loans outstanding today?

Ms. DORN. Can I turn that to SBA? They have a better:

Mr. BARRETO. We have to provide you with an accurate count on
that, Congresswoman, in terms of how many loans are still in the
portfolio. We would be happy to do that. We did not bring that spe-
cific number with us today but we can get it to you very quickly.

Ms. MILLENDER-MCDONALD. How soon can we expect that, Mr.
Administrator?

N Mr. BARRETO. I think we should have it to you in the next 48
ours.

Ms. MILLENDER-MCDONALD. That would be great because I really
do need to review that. This question is for either Mr. Wilkinson
or Mr. Crawford.

Do you have any confidence small businesses and your members
are going to get a better shake from this econometric model than
they do from the present model?

Mr. WILKINSON. I said in my verbal testimony that——

Ms. MILLENDER-MCDONALD. And I am sorry, I had three other
Committees——

Mr. WILKINSON. That’s fine.

We are concerned about a new model. The model that we have
today is really fairly simple to understand. We have issues with
some of the assumptions that are plugged into the model. The econ-
ometric model is going to use many more ‘relevant factors’ all of
which are going to have a weighting that’s going to be determined
by somebody at OMB and we likened it to the fact that we have
broken open the old black box

Ms. MILLENDER-MCDONALD. Is that to your benefit or what?

Mr. WILKINSON. I doubt it.

Ms. MILLENDER-MCDONALD. I see the gentleman in the blue
shirt shaking his head in an adverse way. Dr. Blanchard.

Dr. Blanchard, why are you disagreeing with Mr. Wilkinson?

Mr. BLANCHARD. I do agree with Mr. Wilkinson that the econo-
metric model will in effect weight multiple factors in accordance
with their impact on the subsidy rates. However, those weights are
not set arbitrarily by OMB or SBA. Those weights are determined
by the data itself. The historical data itself.

Mr. BARRETO. Can I also take a stab at it?

Ms. MILLENDER-MCDONALD. Yes.

Mr. BARRETO. We——

Chairman MANZULLO. What does that mean?
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Mr. BARRETO. What I would like to comment on is that the econ-
ometric model is not going to determine the subsidy rate, but one
of the things the Congresswoman said is that we have to be very
careful of what we are putting in.

We believe the econometric model is going to allow us to come
up with more accurate measurements so that what we are putting
in provides us a much more realistic idea of what is actually occur-
ring.

We did that this last year, and I also want to say that we real-
ized that this was a big issue before we came on board. I got on
board in August and we began working on this situation imme-
diately.

It is difficult for us to be able to look back and say all the factors
that people were considering at the time they were developing sub-
sidy rates in the past. But what we do understand and what we
are very clear on is that we need to do a better job, that we need
to be more accurate.

That is why we felt very gratified that we were able to take the
subsidy rate from 1.07 down to .88. In a very short period of time
we were able to make some progress. We are going in the right di-
rection.

Obviously the fees went down because of P.L. 107-100, that
caused the subsidy rate to go back up. But that was never our in-
tention. That was never something that we had anticipated.

If that subsidy rate would have been held at that .88, we would
be looking at a budget authority right now of $9.7 billion for our
7(a) loan program. That was our intention.

We will continue to work with you, we will continue to work with
the organizations that are here because the work is not done. We
think that the econometric model is going to get us to a place
where we are going to have more accurate reflections and we are
not going to have this continued problem because we are concerned
about it as well.

We have to be competitive. We have to think and act like a small
business just as the Congressman said. If our loans become too ex-
pensive, we are going to cease to have the ability to do what our
mission is, which is to touch more small businesses.

At the end of the day we want to do more small business loans.
WE think that our average loan size right now is too large. Inc.
Magazine says that most small businesses are financed with
$50,000. Our average loan size is $239,000.

Ms. MILLENDER-MCDONALD. Mr. Administrator, I want to yield
to the Ranking Member

Chairman MANZULLO. Ms. Millender-McDonald, the time has ex-
pired. Let us let Mrs. Kelly

Ms. MILLENDER-MCDONALD. Oh, my time has expired? I just
wanted to answer the—I wanted to convey

Chairman MANZULLO. Let me get a question in because the bell
is going to go off and I want to make sure everybody has the oppor-
tunity to ask questions.

Mrs. Kelly?

Ms. KELLY. Thank you very much.

Actually, there are two things.
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Mr. Barreto, I know you have not been at the SBA for a very
long period of time, but I have been sitting here year after year
after year listening to the SBA come in and say we want to do a
better job, and yet I know there are people in my area who have
come in and asked for 7(a) loans and they are told we do not want
to process those loans, they are too small. They want to process
loans that are larger because they have to do the same amount of
paperwork.

We need some real change. We need some people who are dedi-
cated to coming here in front of this Small Business Committee
and saying we have changed it. We have reduced the paperwork
and we are responsive to the smaller loan needs of these people
who are trying to get into the program.

We cannot grow small business in this nation unless you address
these problems.

I really hope that this coming fall, perhaps, you will come back
to this Committee and you will come back and say here is what we
have actually done, and you will have done something.

The small businesses of this nation I do not think can any longer
wait.

I want to go also to Mr. Wilkinson.

Mr. Wilkinson, I think you had a response to Ms. Millender-
McDonald’s question. I would like to give you time to respond.

Mr. WILKINSON. Yes, I did have one more comment.

At our annual convention last fall in San Francisco our lobbyist
stood up and made a statement that he believed that OMB created
assumptions so that it would force an answer in the model that
was going to achieve a desired result. That they knew what they
wanted the answer to be so they would plug in assumptions to
match it. This was his speech from the statement.

Two former OMB budget examiners came up after his speech and
said you are exactly correct.

Exactly correct.

Hence why we are a little excited about getting this problem
fixed, and why we would have no more confidence in an econo-
metric model that has even more assumptions that are going to be
plugged into the model.

I hope things work out, but hence our concern.

Thank you for allowing me to respond.

Ms. KeELLY. Thank you, Mr. Chairman. I yield back.

Chairman MANZULLO. I have a question here.

Two weeks ago we had a hearing with the OMB and the Admin-
istrator on why six months had passed and the size standards had
not been changed. What is apparent at this point is that OMB may
be doing its job too well. Their job is to sit there and to make sure
that as little money is spent as possible as they sit there at the
throttle of how the Administration wants to spend money.

But it reaches a point where I think what OMB is doing is not
correct because it is so conservative in the estimates that it is actu-
ally doing a disservice to small business people.

What we are going to do is sit down and we are going to examine
the OMB and how they go about this because I think the starting
point of OMB is to say we are going to take the most conservative
position possible. But in all fairness, if you take a look at what



30

happened in 1996, OMB underestimated the loss by $257 million
so they were short almost a quarter of a million dollars and that
will cause anybody to be very conservative coming out of the box
for the next anticipated years.

The next year, for 1997 they were long by $16 million; for 1998
by $279 million; 1999 by $545 million; 2000 by $235 million; 2001
by $528 million; 2002 by $183 million.

I think what is happening is that OMB is still reacting to what
was an incorrect estimate for the loss during 1996.

There were more questions that people wanted to ask. However
you want to divide it, that is okay with me.

Ms. NAPOLITANO. I want to defer to the Ranking Member.

Ms. VELAZQUEZ. Thank you, Mr. Chairman.

Ms. Dorn, is not the outcome of econometric modeling dependent
upon the assumptions used in the model, just as the present mod-
el’s results depend on the assumptions used in it?

Ms. DORN. Yes, maam. We are

Ms. VELAZQUEZ. I just want a yes or no.

Is it a fact, Mr. Barreto you made reference to it, that you are
moving to an econometric model, an admission that the current
system is broken?

Ms. DoRN. I think we believe an econometric model would pro-
vide more accurate data.

Ms. VELAZQUEZ. So you believe that the present system is broken
is it not? Do you not?

Ms. DORN. Congresswoman, I would——

Ms. VELAZQUEZ. Just say yes or no.

Ms. DORN. I would prefer to use my own words, which is that
this is a process of refinement. I would agree with you that the sys-
tem is not close to perfect. We are making some changes in it even
as we speak that are going to make it more accurate.

Ms. VELAZQUEZ. Mr. Wilkinson?

Mr. WILKINSON. Can I go back to the Chairman’s comment? You
were reading from some sheet that talked about expected default
rates. From the numbers I have in the budget they showed an ex-
pected default rate in 1996 of 17.26 and the expected default rate
of 9.97. They more than doubled the estimate in 1996. The esti-
mate in 1997 was 17.25, they were on pace to do 9.13. I am not
following——

Chairman MANZULLO. This is the actual amount of loss or over-
charge. In 1996 OMB underestimated the loss by $257 million.
Then in subsequent years they overestimated.

I just brought that up to show that the numbers that they are
working with, the reason they are perhaps so conservative is be-
cause they had in 1995, they underestimated the loss by a quarter
of a billion dollars.

Mr. WILKINSON. In 1996——

Chairman MANZULLO. 1996 rather.

Mr. WILKINSON. In 1996 there was a downward re-estimate of
about $100 million.

Chairman MANZzZULLO. These are the re-estimates on it from
OMB.
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Mr. WILKINSON. I guess I would point you to page one of my tes-
timony that lists the re-estimates that have been reflected in the
annual budgets coming forward.

Chairman MANZULLO. I am on page 205 of the budget.

If somebody else has another question here, please go ahead.

Ms. VELAZQUEZ. I have a question, Mr. Chairman.

Ms. Dorn, how is the calculation of the assumptions for the econ-
ometric model going to correct the existing inaccuracies of today’s
method of forecasting defaults, prepayments and recoveries?

Ms. DoORN. Congresswoman, we are looking to incorporate not
only the historical data which we have used and will continue to
use, but also to factor in more current conditions.

Lloyd, do you want to talk about that in any more detail?

Mr. BLANCHARD. Sure.

Ms. DORN. SBA is the agency that does this. OMB has respon-
sibilities under the Federal Credit Reform Act, but OMB does not,
contrary to popular belief, just make up these numbers.

Mr. BLANCHARD. Ms. Dorn is correct, Ms. Velazquez. The econo-
metric model is simply an estimation tool. It estimates the default
rate.

The assumptions that underlie the econometric model are tech-
nical assumptions. They are not the assumptions that Mr.
Wilkinson refers to. That model itself helps us, it takes business
factors, program factors, economic factors and says how do these
factors predict performance of these loans? Performance is the
same thing as the default rate. Then that default rate is plugged
into the cash flow model to predict a subsidy rate.

Ms. VELAZQUEZ. Who is going to decide the assumptions used?
OMB? SBA?

Mr. BLANCHARD. The assumptions used, ma’am, are, those that
come from data. Those come from what the unemployment rate is,
for instance. What the President’s budget publishes as the unem-
ployment rate. If that is a relevant factor, which I believe we all
think it is.

Ms. VELAZQUEZ. Mr. Barreto, you mentioned that you are going
to use OFHEO to implement the model. I have serious concerns
about OFHEO because home loans fit very exact criteria and per-
form in very predictable manners. All loans are underwritten using
maximum guidelines that are established for total installment of
debt including new home loans versus gross monthly income as a
percentage. How statements of gross monthly income as a percent-
age will not amount to a price value.

So due to the very precise underwriting criteria that is followed
by every lender granting home loans, they perform in a very pre-
dictable fashion and are easily securitized.

It is also very easy to predict loss due to the very large volumes
of loans that are guaranteed on a regular basis, making subsidy
rate models very simple to implement.

These loans all fit in the round hole or square hole, depending
on the market they are serving.

Business loan underwriting is not done using that criteria but
lenders apply different standards as it relates to cash flow cov-
erage, debt to wealth and so forth. Therefore these loans do not fit
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square holes and/or round holes. This makes it much more difficult
to predict how these loans will behave or perform over their life.

At liquidation time, values of equipment will vary greatly due to
present economy and the health or sickness of a certain type of
business.

Based on that, how can an oversight agency who’s primary func-
tion is to oversee a very predictable industry now adapt a similar
model to an industry that has no hard and fast underwriting guide-
lines?

Mr. BARRETO. Great question. Thank you, Congresswoman.

We chose OFHEO for a couple of different reasons. First of all
as we stated earlier, GAO and OMB when we were talking about
what an effective approach would be, believed that the econometric
modeling approach would help us in the short term and would defi-
nitely help us in the long term.

One of the reasons that we chose OFHEO is because they have
a lot of expertise in statistical analysis and working with econo-
metric models. I agree with you though, and that is that you can-
not take another industry that is dissimilar and try to overlay a
system that works there over here. We are very mindful of that.
Yet they do have the oversight responsibility for Fannie Mae and
Freddie Mac, but also we were very intrigued by the fact that they
hired Dr. Robert Dunsky.

Dr. Robert Dunsky was formerly with PriceWaterhouseCoopers
and he is very very familiar with the SBA asset sales program, and
with our loan programs. We are very excited about is his under-
standing of the agency, his expertise, the fact that he has this ex-
pertise coming from the private sector. And I believe that working
together with him, since he is already familiar with us, we are
going to be able to come up with a system that is customized to
the SBA.

At the end of the day, a lot of larger agencies are able to do this.
They have teams of economists that work for them, et cetera, but
we needed to find a solution that was definitely going to be cost-
effective and definitely be efficient.

We think that OFHEO offers

Ms. VELAZQUEZ. Mr. Barreto, do you know why you do not, Con-
gress allow Freddie Mac and Fannie Mae do business loans? This
is like compare day and night. And we sit on the Financial Services
Committee. We know the competence of OFHEO in dealing with
Freddie Mac and Fannie Mae.

Mr. BARRETO. OFHEO is not going to be doing our lending pro-
gram but they will be helping us to develop an econometric model.

Chairman MaNzZULLO. Why do we not have these two gentlemen
help you develop the econometric model?

Mr. BARRETO. We share a lot of information already and we are
always open to getting more information and helping.

I know when we worked with NADCO in the past, we actually
developed a pilot program with them, provided them with a lot of
our information because we know that NADCO has said to us in
the past,” we think there is a better way of doing this.”

We are currently working with them and we are hopeful to re-
ceive some of that feedback from the discussions that we had on
ways that we can do it better.




33

Chairman MANZULLO. We have to wind this up.

A very quick question.

Mr. Issa. The question can be responded to in writing, if you
don’t mind. Both from OMB and SBA if possible.

Making an assumption that you have a time horizon that of at
least five years for your reserves, not using a single year, not load-
ing in the up or the down market, but using at least five years. If
you were taking, if you will, the budget and multiplying it times
five, would you arrive at a different number? If so, what would that
reserve number be?

Now you can use ten years, I don’t mind, because I personally
believe that if you look at any horizon five years or longer what you
are going to say is our problem is a one year calculation.

Because we are looking at ten years, but then we are always
loading in a higher number for one year because of the things that
might happen.

If you come back to us with a five year or greater, and I prefer
at least five, but you can do give or ten, and give us the number
you believe if you plugged it in without all those hypotheticals for
any one year, but knowing that over the years those hypotheticals
fade, and give us that number, it may empower this Committee to
recommend to the full Congress some additional discretion for you
to make these calculations to narrow what we perceive as an un-
warranted delta between reality and predictions.

Thank you.

Mr. WILKINSON. Congressman, attached to my testimony is a
GAO report that did a five year look-back——

Chairman MANZULLO. We are running out of time here. I want
to thank everybody. This has been great.

Will Rogers talked about what the country needs is a one-armed
economist because the economists will say on the one hand you get
this, on the other hand you get the other. Everybody gets an A+
here for sincerity and honesty and workmanship and craftsmanship
and everything. It is interesting because the problem here is that
the members of the Small Business Committee are accusing the
Administration of being too conservative in their estimates. You
might want to think about that. But that is your job as a watchdog.

I look forward to working with you very closely. Mr. Barreto, as
soon as he was confirmed came in my office and he said let’s talk
about this subsidy rate. OMB came in and the first thing out of the
box was that this is very difficult, we want to work with you on
it. And we look forward again to a very close working relationship
because I know your heart is—

I would assure these two gentlemen over here that these men are
very sincere and want to work on this and continue the dialogue
because they are listening and I know I am.

Thank you, and good luck on that new baby.

Mr. BARRETO. Thank you very much, Mr. Chairman and Ranking
Member Velazquez.

Chairman MANZULLO. Thank you.

[Whereupon, at 12:02 p.m. the Committee was adjourned.]
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“Subsidy Rate Calculation: An Unfair Tax on Small Businesses?”

Good morning and welcome to this hearing of the Committee on
Small Business. A special welcome to those who have come some
distance to participate and to attend this hearing.

We are here today to discuss the subsidy rate calculations for the
7(a) and 504 loan programs. Let me first commend the
Administration for recognizing the importance of this issue and
beginning to correct the problem. Ihave seen more movement on
this issue over the past eight months than over the past eight years,
thanks in large part to the personal involvement of Dr. Lloyd
Blanchard who left OMB to join SBA as its Chief Operating
Officer.

The subsidy rate calculation has changed to weigh loans originated
by the Preferred Lenders Program (PLP) more heavily than other
SBA loans, which dropped the subsidy rate by 20 percent. I
appreciate that change. The Administration has also committed to
developing an econometric model for the next budget cycle, which
it is hoped will provide a more accurate forecast of the
performance of the SBA loan portfolios.
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T also appreciate the willingness of the SBA to examine other
alternatives to make sure that access to the 7(a) program is not cut
in half next year. Ilook forward to working with the SBA as a
constructive partner to see what we can do together.

I wish we had an accurate subsidy rate calculation now so that
there would be no question about the availability of the 7(a)
program in 2003. Fees could also be reduced in the 504 program.
Inaccurate subsidy costs result in overpayment of fees and
eliminates flexibility in program delivery. I trust that we will not
be in this predicament next year.

1 now yield for an opening statement by my good friend and
colleague, the Ranking Member, Ms. Velazquez of New York.
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It should come as no surprise to anyone on this committee that access to capital is access to
opportunity. It is the one tenet of business development that holds true regardless of the time,
place or industry. If entrepreneurs can’t tap into credit, the difficult task of starting a business
can become insurmountable.

That is where the SBA loan programs come to the rescue. With competitive interest rates and a
streamlined application process, these programs have been responsible for lending over $10
billion dollars annually -~ providing 40 percent of the long-term capital needs for small
business.

These lending programs bridge the gap between affordability and accessibility - creating a
partnership with the private sector that is the government’s best bargain investment for its
money.

Unfortanately, a disconnect in both Democratic and Republican Administrations has limited the
reach of these programs, which have the potential to help many more small businesses.

This disconnect has translated into an over-charge for both lenders and borrowers of more than
$1 billion dollars to date. This is a tax, plain and simple, and it is the most biunt example of the
arrogance of our government that I have seen in my service in Congress.

Every year we raise this issue, yet all we hear are excuses. Either the model is not right or more
data are needed - but always an excuse, and never a solution. What has been clear is that the
OMB in both Democratic and Republican administrations have been cooking the books in an
attempt to hide this stealth tax on small businesses. And it taps our nation’s entrepreneurs as a
cash cow for the U.S. Treasury.
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Frustration with this complacency and negligence forced a coalition of lawmakers, including me,
to cut the fee for 7(a) lending in balf in order to open up more capital and reduce the cost to

small businesses.

This move presented the Administration with a golden opportunity to do the right thing and
finally report an accurate subsidy rate.

Unfortunately, the Administration again chose to play budget games with this year’s Budget
proposal --- jacking up the subsidy rate for the 7a program to almost double the current level!

The Bush Administration’s excuse for increasing what they should have lowered this time was
our fee reduction. But if the fee reduction is their excuse, what possible explanation can there be
for the 504 program -— which also saw its fee increase without any subsidy rate reduction? This
is just one example of the inconsistency that has plagued this debate.

Another example is all the phony numbers that are floating around. Inmany cases the figures
used to calculate the default rates so critical to the overall subsidy rate are laughable —- and are
even contradicted by the Administration’s own budget.

This junk math will taint almost any proposed solution. The latest excuse we will hear is that
SBA has contracted OFHEO to help construct an “econometric model” to help more accourately
predict true program performance. But given all the phony numbers floating around, no equation
will ever accurately report the true cost of the program --- becanse if you put garbage in, you
most certainly will get garbage out.

This is the reckoning time --- either OMB and SBA reports an accurate subsidy rate, or we on the
Committee working with other like-minded members will do it ourselves --- even if it means
taking the money from OMB and SBA to make up the shortfall --- or making changes fo Credit
Reform. Or even if we have to legislate the subsidy rate every year!

Yes --- these are drastic actions. But this problem has gone on for too long to be left unresolved
any longer. -

This change is especially critical at a time when our country is attempting to climb out of a
recession. Small businesses make a crucial contribution to this effort - they hauled us out of
the last recession into the greatest peacetime expansion on record, They will do it again, with
our help. ’

So the question for this committee and the administration is --- do we fix this problem and
provide a $5 billion dollar stimulus to this nation’s small businesses to go out and create jobs ---
or o we continue the Draconian practice of taxing small businesses and keep them from
providing the boost this economy so desperately needs? .

1 know which way I am leaning, Mr. Chairman, and I'm pretty sure about you, too.
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Velazquez Calls on OMB to End Stealth Tax

Subsidy miscalculation leaves 7(a) Program Facing Deep Cuts

WASHINGTON - Congresswoman Nydia Velazquez (D-NY), Ranking Member of the
Committee on Small Business, demanded that OMB fix the subsidy rate for SBA’s most popular
loan program — the 7(a). Subsidy rate miscalculations have cost small businesses an estimated
$1 billion over the last decade.

“This is a tax on small business, plain and simple, and it is the most blunt example of the
arregance of our government that T have seen in my service in Congress,” Veldzquez said.
“What has been clear is that OMB, in both the previous Democratic and Republic
Administrations, has been cooking the books in an attempt to hide this stealth tax on small
businesses. And it taps our nation’s entrepreneurs as a cash cow for the U.S. Treasury.”

Hach year, the Commmitiee has raised this issne, but no action to correct the problem has been
taken. Due to this negligence, Congresswoman Veldzquez and other lawmakers were forced to
cut the fees for the 7{a} Program in half last year to open up more capital and reduce the cost of
the program to small businesses.

This move presented the Administration with an opportunity to finally report an accurate subsidy
Tate, but instead they doubled it, causing lending in the 7(a) Program to drop by almost

$5 billion. Congresswoman Veldzquez announced that if OMB and SBA fail to report an
accurate subsidy rate, Congress will take action to remedy the problem.

“This is reckoning time — either OMB and SBA report an accurate subsidy rate, or we on the
Committee working with other like-minded members will do it ourselves,” Veldzquez said.
“Even if it means taking the money from OMB and SBA to make up the shortfail — or making
changes to Credit Reform. Or even if we have to legislate the subsidy rate each year.”

An accurate subsidy rate calculation is especially critical now as the country attempts to pull
itself out of a recession. Small bust muke the difference in this effort — they were able to
baul the U.S. economy out of the last recession into the greatest peacetime expansion on record.
SBA loan programs have been responsible for lending over $10 billion anmually, providing 40%
of the long-term capital needs for small business.

“Access to capital is access to opportunity,” Velazquez said. “If entreprencurs arc unable to tap
into credit, the difficult task of starting and expanding a business can become insurmountable.”

HitH
2241 Rayburn HOB Washington, 0., 20515 www.house bidd
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Chairman Manzullo, Congresswoman Veldzquez, and members of the committee, I am
Nancy Dorn, Deputy Director of the Office of Management and Budget (OMB). I am
pleased to be here today to discuss OMB’s role in implementing the Federal Credit
Reform Act of 1990 (FCRA). It is in that capacity that OMB continually works with

SBA on the cost estimations for its loan programs.

Before I begin, let me say that it is unfortunate that the premature release of preliminary
and incomplete estimates for SBA’s 7(a) business loan program may have led to
unrealized expectations. 1 would like to point out that our efforts to improve the accuracy
of the subsidy rate calculation, the first such effort in over a decade, resulted in a 20
percent reduction in cost. Administrator Barreto will explain in further detail the steps
OMB and SBA took to improve the methodology and the progress made in developing an

econometric model for use in the fiscal year 2004 Budget.

The FY 2003 Budget

While the Administration recognizes the importance of SBA’s lending programs, we feel
that the best way to address the needs of small business is through sound tax and
regulatory policy. Reductions in individual taxes benefit the approximately 20 million
small businesses who pay taxes at individual income rates. In addition, the
Administration is committed to reducing the financial and administrative burden on small
businesses of complying with tax, environmental, health and labor regulations, which

again benefits the vast majority of the nation’s 25 million small businesses.

To address the lending needs of small businesses affected by the September 11th attacks,
the Congress passed and the President signed legislation that temporarily lowers fees for
SBA lending programs and transfers more risk to the government. While the fee

reductions may help those businesses and lenders that participate in SBA programs, it
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also means that the subsidy rate and cost of these programs rises. Given the additional
cost, the budget supports a 7{a) loan volume that is lower than FY 2002 loan volume
even with an increase in appropriations for the basic 7(a) program. With respect to the FY
2003 budget, the increase in the subsidy rate for the 7(a) program is not the result of any
Administration proposal. However, we believe there may be opportfunities to leverage
additional \lcnding in other SBA programs to offset the decreased loan volume in the 7(a)

program.
Federal Credit Reform .

The Federal Credit Reform Act (FCRA), which became effective in fiscal year 1992,
requires Federal agencies o accurately measure the true costs of lending programs by
budgeting upfront for the expected net loss to the Government. Prior to credit reform, the
cost of Federal loan programs was very uncertain. In many instances, it took years for
costs to be apparent. Loan defaults and guarantee claim payments were reflected in the
Budget years after loan disbursements and guarantee commitments had been made. The
cost of interest subsidies was clear only after several years of experience with market
interest rates. The cost of direct loans was systematically overestimated, and the cost of

loan guarantees systematically under-estimated.

Credit reform put Federal budgeting and accounting for credit programs on an equal
footing by requiring that the cost of loan programs be calculated and recorded up-front in
the year that the loan is made or guaranteed. It takes the best information available at a
given point in time to measure the budget impact of Federal loan programs. It uses the
actual historical cash transactions of loan programs to compare the net present value of
payments by the Governtuent (direct loan disbursements and guoarantee claims, for
example) with the net present value of receipts (such as loan repayments, fees, and
recoveries). This allows policy makers to make more informed decisions about eredit
programs and to compare more accurately the budget impact of credit programs with

other Federal expenditures.
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Consistent with the Budget Enforcement Act, agencies must also use the technical
assumptions derived at the time of the Budget’s release for budget execution, which
means they must use the default and recovery rates, the discount rate, and other relevant
assumptions as provided in the Budget for that fiscal year. This protects the integrity of
the analysis — and protects the loan volume provided by Congress — by removing
incentives to change the subsidy rate estimate during or after the appropriations process.
Credit reform also requires that legislated changes to the subsidy rate be scored

accordingly.

Under credit reform, agencies must update their subsidy estimates each year to reflect the
actual performance experienced in loan programs. Programs that experience higher costs
than projected generate upward cost reestimates, and therefore require an additional
mandatory appropriation from the Treasury to cover these losses. Programs experiencing
lower costs than projected generate downward cost reestimates, and therefore return
excess funds to the Treasury. These reestimates do not require further action in the

annual appropriations process.

OMB’s Role in Implementing FCRA

The FCRA gives OMB the authority to make subsidy estimates. We have, in many cases,
delegated that authority to the agencies, but have retained the right to review and approve

all estimates submitted by the agencies as part of their budget formulation and execution.

OMB takes its role very seriously. Staff work to ensure that estimates have been
calculated in accordance with the requirements of the FCRA and applicable guidance
issued by OMB, Treasury, the Financial Accounting Standards Advisory Board, and
other entities. A large part of this role is ensuring that consistent standards are applied to
similar programs. To help agencies meet these requirements, OMB has developed a
number of tools to estimate and reestimate the cost of credit programs, as well as

spreadsheets to assist in end-of-year account calculations. We also provide detailed
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training, both scheduled and on an as-needed basis, on credit budgeting concepts and

applications.

OMB works with agency staff closely throughout the year on issues related to credit
subsidy calculation. For example, we assist in developing models for newly enacted
prograrms, or changes to models for existing programs. Recent examples include
participation in an overhaul of some of Agriculture’s existing cashflow models and
developing a new model for the Air Transportation Stabilization lean guarantee program.
We are committed to working with agencies fo continuaily improve the accuracy of the
subsidy calculations and incorporate new information and modeling theories where

appropriate.

During budget formulation, OMRB collects and analyzes all subsidy estimates and
reestimates to ensure that they have been caleulated in accordance with published
standards, and that they reflect the program’s historical experience. We also ensure that
they properly reflect any changes to cashfiow models that we have approved prior to

budget submission.

SBA and OMB process

SBA and OMB have historically worked together very closely on subsidy estimates.
SBA possesses some of the richest credit program data sets in Government, and as a
result, their subsidy estimates reflect actual historical performance during a variety of
economic conditions. However, as Administrator Barreto will describe in more detail,
SBA, like other agencies, is working on improvements to their models and is making

excellent progress.

SBA is currently moving towards an econometric model, which will incorporate
historical data, programmatic changes, and economic variables. As of now, only two

other agencies incorporate elements of econometric modeling. ‘OMB is, in fact,
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providing staff to assist SBA in developing its econometric model for the 7(a) program

for use in the fiscal year 2004 Budget,

I will now turn the discussion over to my colleague, Administrator Barreto, to discuss the
specifics of SBA’s credit programs. Thank you for the opportunity to appear before you

today and I am happy to answer any of your questions,
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Good afternoon, Mr. Chairman, Ranking Member Velazquez and members of the
Committee. Thank you for this epportunity to discuss the subsidy rates for the SBA’s credit
programs. I hope that my testimony, and our discussion that will follow, will clear up some of

the misconceptions regarding the models and assumptions we use to calculate these rates.

First of all, please allow me to explain what a subsidy rate is. The subsidy rate reflects a
program’s costs to the government. It is determined by the income (which includes fees,
recoveries and prepayment penalties) minus the outflow (i.e., defaults), and the difference is the
cost to the government. In theory, a program with a zero subsidy rate would be entirely funded

through income and would require no taxpayer subsidization.

[ understand your concern about why the SBA’s calculation of the subsidy rates has
seemed inconsistent with actual performance. The answer is that the subsidy rates reflect the
SBA’s actual historical performance. The challenge we face, however, is looking into an
uncertain future and predicting the average loan performance for the next cohort of loans for
each year of life of that cohort. Doing so is akin to predicting the average test score performance
for the next class of kindergartners for each year they are in school, all the way through high
school 12 years in the future. One approach is to predict the 13 average annual scores by using
the data from past years’ average scores in grades K through 12. This approach is essentially the
same one we have been using to estimate loan performance - we take past performance data
from the last 16 years to predict how the next cohort of loans, going forward for 15-20 years, will

perform.
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M. Chairman, [ realize that, for nine of the past 10 years, we have experienced net
downward re-estimates in the 7(a) program during what proved to be the most extraordinary
period of economic expansion in our country’s history. Just as the stock market grew faster than
the underlying "fundamentals" warranted, this same phenomenon caused the SBA to similarly
underestimate the performance of its loan portfolio. The issue in retrospect becomes whether the
SBA should have followed the path of irrational exuberance in forecasting over which Chairman
Greenspan showed such concern or whether we should have stayed the course and continued to
rely on fundamentals. 1believe that the SBA followed the more prudent course by relying on the

fundamentals,

From 1993 to the present fiscal year, the subsidy rate for the 7(a) program was
successively reduced from 5.21 percent to 1.07 percent, based on historical experience. For
fiscal year 2003, SBA executed a new interim calculation method, which weights Preferred
Lender loans more favorably than non-preferred lender loans and with improved methodology
based on SBA’s data that reliably delineates the default experience of the two programs. The
subsidy rate was consequently lowered by one-fifih, all the way to .88 percent, which at the
President’s $85 million request for 7(a) budget authority would have funded $9.7 billion in

lending. The President’s plan was to provide record levels of lending to small businesses.

However, P.L. 107-100 subsequently reduced the fees paid by borrowers and lenders for
a two-year period beginning in October 2002, causing this subsidy rate to double to 1.76 percent.
Since this legislation doubled the cost of providing 7(a) loans, the President’s request of $85

million can only fund half as much in 7(2) in lending.

354
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Nevertheless, the SBA is continuing to create a more accurate method of calculating the
subsidy rate. Before I discuss our particular solutions, let me review the various methods we

considered.

We worked closely with the General Accounting Office (GAO) and the Office of
Management and Budget {OMB) to determine the best way to incorporate historical data in
calculating subsidy rates. While GAQO ultimately disagreed with the interim method chosen by
SBA and OMB, both GAO and OMB agreed that the econometric approach is the best method to
use. We all agreed that a sound methodology adequately addresses economic fluctuations and
programmatic changes while remaining unbiased, producing subsidy estimates that are just as

likely to be revised upward as they are downward over a long-term period of time.

The methodological changes we considered in our review fall into three categories:

averaging, weighting, and econometric analysis.

Averaging

Averaging, which applies a simple historical average default rate based upon all available
data to project the future behavior of all loan coborts, represents the current 7(a) methodology.
This is the method I described at the beginning of my remarks using the test score analogy.

GAQ has indicated that one of the beuefits of the current averaging method is that initial

estimates of the subsidy rate are fairly stable because they include more years of historical data
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that smooth out fluctuations in economic conditions from year to year. However, SBA, OMB
and GAO all agree that the simple averaging methodology has limitations. Averages are slow to
capture the effects of program changes, which, in the case of 7(a), have likely contributed to the

overestimation of defaults.

In our review, we also considered averages based upon shorter look-back periods. We
looked back ten, five, and three years to project subsidy costs. Each of these proposals wonld
eliminate data prior to 1992. OMB and SBA believe that truncating the data at an arbitrary
point in time has no basis in sound methodology and introduces bias into the subsidy
calculation. This bias is particularly acute when the only remaining data represents the greatest
economic expansionary period in the history of this nation. Our choice boiled down to using all
available historical data or a subset of this data that was clearly an outlier in terms of

performance. We made the prudent choice of using all available information.

Weighting

We also considered weighting. By weighting the data by those relevant factors that
influence the subsidy rate, one can more accurately represent performance, The most important
programmatic factor we were able to isolate was the change in the underwriting standards that
resulted from the implementation of the Preferred Lender Program (PLP). Let me explain

further.
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In 2002, the default assumption was 13.87 percent. The present averaging method treats
PLP loans the same as non-PLP loans. However, PLP loans perform better than non-PLP loans,
so we needed to find a method that gave PLP this credit. Consequently, our preferred interim
method is to weight the data based on the proportion of PLP loans in the database. This method

lowered the subsidy rate from 1.07 percent to .88 percent.

However, the weakness of the PLP weighting approach is that if only incorporates one of
the programmatic components that affect performance. We know that economic factors also
influence loan performance, and this method cannot capture those economic factors. This is why
we are moving toward the use of econometric modeling of loan performances. Indeed, this kind

of model was designed to produee forecasted estimates that are influenced by economic factors.

Econometric model

One primary difference between the PLP method and the econometric method is the
number of relevant factors used to project the subsidy rate. The PLP method uses one
programmatic factor, while the econometric model can incorporate a greater number of relevant
factors. An econometric model is therefore a more sophisticated weighting method, as it creates
a weight for each relevant factor and estimates the subsidy rate based on the relative strengths of

these weights.

1 am confident that our implementation of the econometric model in FY 2004 will

resolve many of the concerns you have. Itis a proven model. As I stated, OMB and GAQ both
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agree that it is the most appropriate method to use, and other federal agencies, including the
Federal Housing Administration and the U.S. Department of Agriculture, already use it to
calculate the subsidy rates for theif credit programs. To implement the program, the SBA has
contracted with the Office of Federal Housing Enterprise Oversight (OFHEO), an agency which

uses such a model to monitor the housing credit markets and the performance of mortgage loans.

Mr. Chairman, thank you for the opportunity to appear here today. I will be happy to

answer your questions.
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The National Association of Development Companies (NADCO) is pleased to provide a
statement to the House of Representatives Committee on Small Business concerning the SBA
budget proposed by the Administration for FY 2003. NADCO is the trade association for SBA 504
Certified Development Companies (CDCs). We represent 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 sapport 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 Manzullo, Ranking Member Velazquez, and the
entire Committee, for continued support of the 504 program and the CDC industry. Your support is
especially vital in reviewing the Administration’s cost estimates, subsidy assumptions, and fee
decisions each year to énsure that the program fees implement the Congressional intent of no
program cost to the taxpayer.

We have two objectives in providing this testimony to the Committee. First, NADCO will
comment on the FY 2003 SBA 504 subsidy model. This includes the Administration’s 504 portfolio
performance forecasts.

Second, we will comment on how those forecasts impact user fees, and the resulting impact
on the Federal budget.

SBA 2003 Loan Program
Performance Forecasts

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%, aithough there was
virtuatly 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 Toan 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 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.

2
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Charts 2 and 3 provide a great deal of insight into 504 defauits. Chart 2 plots loan
authorizations and defaults by year. Tt 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 defaults 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 defiult 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: “Defuults amount to about $60 — 70M annually™. This statement agrees
with our chart that 504 loan defanlts 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%.

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 cwrency 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 faiture 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 Prepayvment 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
vear, 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
3
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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 pertfolio.” Frankly, if a 20% net recovery is the definition
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 cither 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

4
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even for the FY 2003 budget model.

504 FEES & BUDGET IMPACT

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 demonsirate 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 required 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:

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

o FY2001: $105.186 million "

o FY2002: $180.143 million "

e FY 2003: $88.672 million "

o Total 5 years: $396.709 million paid in excess fees to Treasury

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

5
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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 foe forceasts 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 bave 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
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
6
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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
Commiitee 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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SBA 7(a) Program

Credit Subsidy Re-estimates

Year Re-estimate $
1995 59
1996 -100
1997 =277
1998 —647
1999 -176
2000 -117
2001 =171

Totals -$1.429

$ in millions



63

‘pejoadxe 9q PINOUS SINEIEP MBU JO SJUNDWE [BUAUI Yersmoy iwelfioxd ey jo Aunjew obeisae ay) peyoeas sBY LOYOO 9861 SUL (¥

"UoisuaXa {gofrulstyiell pazZiuoIsns

e 1 1 "Aljepuassy "spoyos (e Joj ebesear sy jo sdojs ayy Buisn Aq ajif SHOU0D U} J0j PEPUSIXS SlBp O SHNSal 8y & jBI0 L pejeadxa syl (g

“aj1] Buiuiewsd $1040o sU JO} SHOYGD g 1o} 8AIno aseyoind ebeseae syl snid ejep o} sENsel [Bnjoe o) sesn slewss-oy sul (7
(pazifenuuy) 100z sunp o 8jeY 8seyaINd [BnoY (1

%4570}
%01°8
%Ve'8
%€8'6
%EL'8
%166
%046
%¥6"L
%S¢'8
%y 0L
%6L'Gl
%60°LE
%1¥0°0¢
%ELCC
%0661
%6E°0C

fejol,
pejoadxy
{e)

%eLel
%viel
%G6° 11
%L
%06°6

%0€0}
%8Y'6

%¥e'8

%LE°8

%1501
%8LG
%80° L
%¥0'02
%8L'GE
%10°0C
%6202

SlRWINSe-a)
ul sjey

(2)

%¥00
%86°0
%8¢
%G9S
%6¥'9
%le'8
%828
%19°L
%C6L
%ve ol
%1961
%SG6°0¢
%6661
%80'2¢
%66°61
%6¢°0¢

9jeq ol (8101
()

(e)L

1002 HoyoH
0002 Hoyo)
6661 HoYyoD
8661 Hoyo)
1661 HOUoH
9661 MoyoD
G664 HoUo)
7661 HoyoD
£661 Hoyod
266} Hoyo)
L1661 HoUoD
0661 HoyoD
686} Hoyo)
92861 HoYoH
L8661 Moo
{¥) 9961 HoyoD
{pasingsip sleys-ygs Jo jussled se)

saey aseysind psybiemun



64

0%

“{85] B} PajERLD YN Oy WICJSH YRS JUSEMS 41 70 USNTEUD Ju B12p oul) £661 Y ISNERY BB 10 UG poarboe Sem ueo) aYy) Jey) pepiaoid 'spioy sej anres eyl wesbord 344 By sapun

peaueIenl )0 "patrisul ‘epuis Uso) yonn Jo unalie edisupd e Jo uadred g 0 (enb junowre ue u AYENULIE palEMoED & 931 SIYL, BINBIS U peioads JUnOWe 93] ¥ Uoyeanng |0 jusunirdaq au) sked OB oleS o
‘wisoiad © (0. Bt 15eeaY Gl o) dn papUNO) ‘pejepLOSLGY SueO; au 10 ejR palyBem ww. 12 199 912 Sajey ,

sapuste Aesenb of wieorad g6 puz S)apuay aapd o wwdiound jo Wweed pg swaerent olbeAsD BYL ¢

“I5S10YU] BPHRLY EANEA00RY 5

“poad a0EI6 LUOUS XIS © SPARUL SUZ0) PIOYEIS PRZIPISQRSUN IUE POZIPISING »
usnsed 2 0] Woomd | woy; abues 599] ‘siviane poybion B SiooEY ¢

‘syjvejap ounajy Jo sbejueoiad B Se SEHGA00RY ¢
“sjuawosigsip Jo ebeuaued e se synepp slunejl 4

LRI SIL 10} SHUN LD PASEG ‘0I92 0] SPUNOF UNOWR 0IAZUOR ,

0oL WoL T ey prmssrony pe Erosmmy gty prey [T ety pow o T igAG0) SOMNIENgS USD 1901], OISOl
$eNIL oIpISaLd
[ el o 09 v b s [l TV Py PP e s o) 4 GO
-Msy) pue sesiueeng wieg Buol pue ‘waipely Woys
535 PoRUN duy Jo yueg podw-podxy
sapualy Juepuedspuy Jauio
00001 SURNGY DI arst s ouler) SMCEA SR HEN 0IBS
G000t 121 9L 058G~ 80T~ e SepRaag Guedigied OES
ey AN P [ i o 19— s § gie 426 018
00001 G B 113 199 g Auerang Ueojoly (W)L, vonoes
00001 150 999 (13 862 880 Y-
-usgeqy sewedinery wowdoRARg POYISD pOg toIag
w00 [ o [ s & o PReTURN e e sau
-uBge seeduor) usudolaNsd BEIIAD pO§ LUoIDaS
SLEL e LGER isd TR GEG 123 i &g~ T g oFZ "y SURY SSEUENG (IO (Bl
arer [ b 282 A 01 1) n 800~ 8- e 12y 921 om0 SSBUISAR 1I0URE) {8)/
sswesfioly ueo| ssourng ereusg)
UOHENSIUWIPY SSauISAg et
Q00 0005 0058 e i) 4 i R £ Al (2l DG
sMORRIGION JUALIISIA] SiBNL] SEISIIAG
0008 wlgpay | o | grg 050 P o ) TR P o e . oy Yol uendoEreg
sjuawidojanaq Jedofieusau] Lo} Asuaby
swefford SUBISISSY EUoBISI]
000t o068 06 N T 889 o €09 s SORNIST SEG UBU] POSILEIERY
6%y j86EY 6504 Wow /AR THNS S 73 0§ A Fiigl " ~ wesliald wauag Husnol suBejes
. ORENSIMUIPY FIIUAE SUBEA
SibYY SUBINRA 10 Juspedag
20°08 0002 08’68 E2A 962 QIULIEND UEOT| PIROR UOTBIIIGRIS LogedsuRl) Iy
A191B339g S 5O SUHO
Amseary jouampedag
peey -, (s8] [ (ssmah) SALRAODY)
-ugienf rm\wmwc __“,Mmha _ww.ﬂ_v _mw_w_m_.“ ___%_u I poue sone | Rnew | ewo fy 5034 Jsauu 10 jau am
R ¥ BuBIL) ~10g UBOT ‘segeq %,m_mim Aiofeie) sy pue welord Teang foveby

SONSHEIIBYD tieoy

Apisang jo viysaduog

{BSHARID POV S54jEN “SebRuaNIaY 1

PanUIUOG—SALVINILSA ATISENS €002 Ad SHL DNIATHIANN SNOILINNSSY ‘SHALNYHYND NYOT—9 2igeL



65

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(a)
guaranteed loans. The SBA’s 7(a) guaranteed loan program bas proven to be an excellent public/private partmership.
Over the last decade, the SBA has approved more than 424,000 loans for over $90 billion. We thank the Committee for
the 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 p:o{grams provide approximately 40% of all long-term loans (loans with maturities of three years or
Jonger) to small 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 oaly 1% of annual small business lending.

o SBA and the Bureau of Labor Statistics reviewed 1998 7(a) loans and determined that 200,000 net jobs were
created by this cohort of loans, This means 1 new job for every $53,895 in disbursed 7(a) lending.

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

The Administration proposes to reduce the 7{a) program by more than half at a time when these kinds of loans are
especially needed. The Administration also continues fo use an overly conservative, unjustifiable defauit 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 Committee hearing, a
representative of SBA’s CFO’s (Chief Financial Officer) office testified that the default rate for the SBA 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 30
basis points, or .30. If the highest SBA default estimate of 10% (per the House testimony in 2000) were used, the
projected current services subsidy rate of 1.76% for FY 2003 would be reduced by approximately 90 basis points. This
would 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(a) Loan Guaranty Program

On September 5, 2001, the Senate Small Bust C ittee held a roundtable discussion on the subsidy calculation of
the SBA 7{a} program. Prior to the hearing, the GAC (General Accounting Office) issued a report indicating that OMB
had overestimated defaults in the 7{a) program by more than $2 billion. GAC also said that SBA had submitied a
proposal to OMB that would change the basis for the 7(x) program default estimate “in order to more closely track with
actual loan performance in the future. The SBA recommended using a “five year 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 8BA CFO
testimony), and a subsidy rate of —0,409% for FY 2002. OMB rejected the SBA proposal, OMB required a 1.07% subsidy
estimate for FY 2002,

GAQ also provided other default estimate scenarios. One was to look at al] 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 wanscript of the proceedings, from the September 5, 2001 roundtable, provides some interesting information. Dr.
Lloyd 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
you all have mentioned, is & serious problem...We recognize that over the past 10-12
years 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, repirchased loans would have to increase by 30% to
50%.

Dr, Blanchard also said, in response to a comment from Senator Bennett {R-UT) who likencd the subsidy calevlation t6 &
@mx:

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

Tt 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 “measure accurately the costs of Federal credit programs.
According to the Act, the cost of a loan guarantee “shall be the net present value, at the time when the guaranteed loan is
disbursed, of the (i) payments by the Government to cover defaults and delinquencies, jnterest subsidies, or other
payments; and (i) 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 “SELE-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 unieasonable 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 APPROFRIATIONS
PROVISIONS AND USED THE MONEY FOR OTHER PURPOSES,
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“Smoke and Mirrors” Accounting

Auached to this testimony are several charts. The first chart (page 1 of the testimony) details the re-estimates for the SBA
7(za) program since 1995. The number totals $1.429 billion! NAGGL has been complaining for years that the basic
subsidy 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 ¢stimates 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 $400-3600 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
September 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 CFQ’s office testified 1o 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% default rate would reduce the FY 2003 7(a) subsidy rate by over 100 basis points, leading to 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 Joans out of the SBA 7{(a) program and
into the SBA 504 program. Yet SBA 7(a) loans pay higher fees to the govemment 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
the program — or this is a punitive budget request for the SBA 7(2) legislative efforts made over the last year. Whichever
it is, it is 2 bad budget for small businesses that need access to capital!

Treasury-Postal Appropriations

In the Treasury-Postal appropriztion bill for the FY 2002, the conferees 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 conferees 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 19907s.”

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 CMB 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 Request

Small businesses continue to need access to long-term capital. NAGGL requests your support of sufficient appropriations
to furd a $12 billion 7(a) program for FY 2003. We believe loan volume will increase next year for a variety of reasons,
including the passage of S. 1196, that reduces fees for 7(a) program participants effective October 1, 2002, The
Administration’s proposed program leve! 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
to the Pederal Credit Reform Act to have the subsidy calculated by an independent third party. Perbaps we should try a
“pilot” revolving fund for the SBA 7a) program. It is clear to us at NAGGL that, until 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 returmned to the Treasury. This is not right. This is not fain  OMB IS LEVYING AN
UNAUTHORIZED TAX. IT IS TIME FOR A SOLUTION!
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Enclosure

Briefing Before the Staffs of the Senate and House
Committees on Small Business

i

& Acgountabllity « Iowgrity - Reflabillly

Briefing to Staff of the Senate and House
Committees on Small Business

Small Business Administration
Section 7(a) General Business Loans Credit Subsidy
Estimates

July 30, 2001

Page 4 GAO-01-1095R SBA's 7(a) Credit Subsidy Estimates
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Assumptions for the SBA 7(a) Subsidy Model

{There are 13 vanables cumently racked in tha 7{a) cash flow model. There are approximataly 100 SUpparting forscast and techmical assumptons, These
~sumptions are provided in the table below. Approximately 450 formulae are usad o calculate the impact of these assumptons over time which arg in tum
>ported by approximately 4.000 formulae used to calculate historical data on each cohort of loans captured in the SBA database. The database covers all
\a) ioan activity since 1989 and consists of 13 million ransactions for approximately 500,000 loans. The figures below represent nansdiscounted daliar totals
Fs they currently appear In the agency cash flaw medai, and do ot reflect any addftional or subsequent analysis. The OMB model discounts these

ash flows in calculating subsidy rate.

FY 1999

FY1996 | FY 1997 | FY 1598 FY2000 | FYZ001 | FY 2002 FY 2003
Exer. Exec. Exec. Exec. Exec. Exec. | Curr.Sve. | Request
Discount Rate! - .
|=Year 60% 5.84% .35%) .03% 01%] ) /2 wal
|=Year .60%| 7.01%| 01%) wa wal - wa
Year .60% 5.18%] 01%| /2] o/l Wl
Year .60%] ___5.10%| 01% | wal wa
Guaranty Percentage
|=Average Guarantee Percenmage TSTS%|  75.75%| __76.05%|  7T337%|  72.88%|  74.98%) 73.74%] 73.75%
[average Maturity* 12years| 13years| 12years| 12yesrs| ldyears| 14yesrs 1syears| 14 years
Loan Manirity Composition (As Percent of Approvals)
<1year WA NA[ 100% 1%  38%) 5.81%] 6.30%! 541%
11<8 years N/A| WA .00%: .47% .79%) /| ufa) wa)
{8<12 years N/A] NA[ 19.00% . 79%) 17.10% Wal a wa
2<18 years N/A| WA 00%| __ 14.04%]  15.38%) w3 w4l /2
8<72 years Nia WAl 13.00%] 40%) 89%) wa wal Wl
22< years NA| WA]__ 2500%|  23.99%| 4% Wl w3 i
Ic Rate 500%|  1000%|  12.00%] 13.00%| 1250%| 1250% 1329%| 13.44%)
'pi Rates
Yearl 68.42%| 55 55.00%] 55.00%
—Year2 31.58%| __ 45.00%]

45.00% 45.00%! 45.00%)|

Weighted Average Upfront Fes Rate 2.97%| 2.97%: 2.74% 237%!
Fee Structure (Effective 12/22/2000]
Gross Loan amount less than or cqual ta $150.000 (with bank retention) 1.50% 150% 1.50%
Gross Loan amount greater than $150,000 and less than or equal to $700,000 3.00%: 3.00% 2.50%
Gross Toan amount greater than §700.000 3.50% 3.50% 3.50%
Loan Mix Projection (oans over one vear):
'Gross Loan arnount less than or equal to $150,000 19.08% 17.44%} 18.70%|
‘10 amount greater than $150.000 and less than o equal 1o $700,000 53.52% 41.36% 43.76%)
n amount greater than $700,000 23.64% 34.40%) 32.13%
|Average Loan Sizes (for calculating weighted avg, fee):*
|Gross Loan amount less than or equal t> $150.000 74370 [ S 66107 |5 37,684

Gross Lozn amount than $150,000 and less than or equal © $700.000

s
$ X

| 5 2999921S 29999215 306,719 |

ross Loan amount greater than §700,000 5.660.000 | S 660.000 {§ 804,312
=Under 530,000 NiA N/A| NALS 241718 43511
[—$80,000 - $150,000 13,109
—-$150,000 - §250.000 NIA] N/A] N/A[S 149,727 | § 195,187
,—=$250,000 - $500,000 N/A N/A N/a|$ 348250 47,084
—Over 5500.000 N/ A N/A| 5655447 | S 652,755
Di Distribution (for caloulating weighted avg. fee):
{—Loans with 2 Maturity under | Year N/A| NA N/A| 2.75%] .57%|
\—Under 580,000 N/A 0.00%| __ 18.00%] _ 19.61%| _ 22.49%
580,000 - $150,000 17.36%]
—5150,000 - $250.000 NA[___35.00%|  24.00%| _ 28.85%  68%
-$250,000 - $500.000 WA 3000%] _ 26.00%|  25.86%| _ 17.55%
Over $500,000 NA[35.00%]  3200%|  22.93%|  2895%
Fee Stuctare (for calculating weighted avg, fee):”
~Under 1 Year N/A] .25% 0.35% 0.35%| 0.25%) 0.25%

nder $80.000 Loans NIA 00% 2.00%

Loan Portion 580,000-250.000 N/A 3.00%
{—Loan Portion $250,000-5500,000 N/ 50%
!_Loan Portion over $500,000 N/A .38%|
|{Annuai Interest Pass Thraugh Fee Rate
|Gross approvai less thea or equal to $150,000 0.50% 0.50% 0.50% 0.50%)
Gross approval more than 5150,000 0.50% [) 0.50%
Secondary Market Preminm N/A S %| 3
Tncome on Loans Soid in Secondary Market as % of D NiA 0.05%| _0.0025%

Interest Rate to Borrower, Base (Prime)
“Ycar 1 /A 7.00% 7.50% 50 3.50%) 8.50% 8.50%
[~Year2 NA 7.00% 7.25%) 30%) 350% 8.50% 8.50%]
{Average Premium Above Prime Rate N7A 2.50%) 3.00% 2.00% 2.00%] 171% 1.70% 1.71%
=nt Rate (As a percent of Outstanding Balance)®

N/A| A 335% 4.65% 4.33%] 4.34%)
et A N/A] 964%| _10.07% 9.12% 46%
[=Year3 N/A| /A 11.00%; 13.91% 13 13.95%!

Page 1
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3a% 1 12%)
3% |
5%
'
Year
ar
{=Yeur
e 350%] 14
xpected Defaalt Paymet (Purchuse) Rate 42%] _1439%) 3.87% 2.73%
f Default Paytments a5
car
{=Year
1= ear
Year
Fear,
car
ear
ear
Year
oYear
ear
£ar
Xear
Year
}=¥ear
Ixpacted Recovery Rate S646%| 5100%|  5170%)  60.95%|  t0.53%|  60.64% 602
2Jstrution of Net Recoverirs op Defils
|vear % 90%% 92% 01% O1%___ 0.20%]
88%] 087 )77 X %
3% 507% 5% .
35%|  682%) . 70% ¥
2% 653% .
.59%)___ 350%
35%]
19%]
36%)
42%|
.25%]
57%)
.24%
.67%
41%)
.39%]
38%
37544
.58%)
.28%]
Near 2%
Ser 133
|Year 05%]
{=Year .05%
ear 04% |
ear .01%] [

In FY 2001, a single discount rate was seplaced by OME's "Basket of Zeros” resulting in 3 weighted average discoust rae.
A5 of 1242000, The averags Joan Size varizbie was coliapsed into 3 categories to match new foo ubles created by legislstion,
This includes the effecs of BL 107-100 passed i Devember, 2001

The loan maturity composition was replaced by Weighted Average Maturity

Tae Prepayments are not whled since they are divided by outstanding principal balance atthe end of each year.

Page2 Assumptions
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NOVEMBER 22, 2
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Baconrs

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 11.5, Small Business Administration’s 7(a) loan program
for some time now, but says there is nothing it carr do
before fiscal 2003. .

The problem }ugh fees associated with the 773} pra-
gram have made
rowers allke. Hundreds of sanks arcund the country have
dropped out of the program, and loan volume for the pro-
gram 'was down 6 percent in the last fiscal year alone.

~The fees are intended to guard against defaults but are
calculated based on default rates from the late 1980s, dur-
ing the S&L crisis. This, even though default rates have
declined sharply in recent years.

Worse, the 7(a) f2es — $958 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 emerging 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 deserve
better from our government.

.'.‘;'.u.. 1255wl ddiIve T DAmre ans nere

B DALLAS BUSINESS JOURNAL
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AFRIGAN BANKER,

In Bush Plan,
A Hidden Cut
For SBA Loans

MBY NICOLE DURAN

WASKINGTON — Defenders of the
Small Business Administration’s
principal loan guarantee program
are girding for battle — again —
as President Bush’s budget pro-
poses scaling back the flagship
program,

Lenders won last year when
Congress reduced 7{(a) program
fees for the 72002 fiscal vear 02
rejected the President’s proposal
to finance the program complete-
ly with thaose fees.

‘When President Bush released
his budget plan for fiscal 2003 last
week, his SBA proposal looked
innocuous enough: $798. million
to run the agemcy, a 3.8%
increase. But a closer look shows
that if lawmakers approve it as
written, the amount of small-
business loans the agency could
back next year would be halved, to
$4.85 billion.

. “The President’s budget request
for the SBA has some strong
points, but cutting the 7(a) guar-
antéed business loan program at
the same time the Federal Reserve
Board is reporting that banks have
tightened business loan credit
standards- makes no sense” Sen.
Christopher S, “Kit” Bond, said in
a release Friday. The Missourian is
the ranking Republican on the
Senate Small Business Committee.

The cut was hard to find
because one has to look at the sub-~
sidy rate — what the government
projects that it costs to adming:
the program and cover losses per
$100 lent.

“Is not there in black-and-
white,” szid committee spokesman
J. Craig Orfield.

80

How that mate 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 to come up dunsy + House
Small Business Commitree 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
needed for reserves to cover losses
and for administrative overhead.
THHICS Sy 28 GYE SOk ormwnncs
and forces lenders and borrowers
to pay too much in fees — some af
which end up in the general Trea-
sury for use on non-SBA items.

The General Accounting © sice
agreed in a report issued I - sum-
mer, saying that the SBA and the
Office of Managemert and Budget
have overestimated the cost of the

7{a) program by 3558 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 government sets aside
$L07 for every $100 in loans it
giarantees, This year the agency
bas set aside $107 million to back
$10 billion of loans. C

The subsidy rate would have
been 0.88 for.2003 had Congress
rot -reduced fees. That curtailed
the income to the program and
forced the OMB to raise the rate to
1.76 to cover the difference, an
SBA official said.

J/}?—-[ot.
v\

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

So, even though the propesed
budget would increase the pro-
gram’s direct appropriation by 9%,
to $85 million, the agency can col-
lect far fewer fees than in ~.J2
Fees and the appropriati- , com-
bined represent al' ,ne SBA
income.

Mz Wikire . said that the sub-
sidy farre L requires lenders and
tare L ito overpay 5o much that
zvers  ollar 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
appropriated funds for other pur-
poses,” he said. .

According to the SBA, it has
contracted with outside econo-
mists 1o develep an “economet-
rics” system to calculate the sub-
sidy rate, The new system should
solve the argument in time for the

fiscal 2004 budget, the agency said.
_ Some on the Hill are skeptica,
however. .

Paul Cooksey, a staff member
on the Senate Small Business
Committee, sald a similar
promise made in 1998 remains

ed. 4
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Insertl

Effect of Asset Sales on Subsidy Rate Calculation

The U. Small Business Administration’s (SBA) Asset Sale Program portfolio has
included 7(a), 504, Disaster business, home and many pre-credit reform direct loans from
the pre-credit reform and credit reform portfolios. The data from these sales was
incorporated into the estimates and re-estimates where possible. At this time, however,
the data has not led to any significant conclusions as to the long-term effect of asset sales.
Therefore, in preparing the budget we assumed that asset sales would have essentially a
neutral effect on the subsidy rate.
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Insert 2

7(a) Loans #Loans $ Loans # Loans " "$Lloans| %#Lloans| % $ Loans
by Approval | Approved Approved | QOutstanding Qutstanding | Outstanding | Outstanding
Year

[ FY 1987 13,139 | $2,464,769,221 | 543 | $63,857,614 | 4.13% 2.59%
FY 1988 13,497 | 2,678,038,051 685 92627832  508% 3.46%
FY 1989 14,260 | 3,019,131,731 857 | 137,825,166 6.01% ~ 457%
FY 1990 15,835 | 3,549,366,436 1,291 246,522,950 8.15% + 6.95% |
FY 1991 16.511 | 3,835.283,660 1533 | 303975265 9728% 7.93%
FY 1992 21156 | 5229097655 2,816 494,796,391 T 13.31% 9.46%
FY 1993 23375 | 5.933,546207 3,799 | 691,372,950 16 25% | 1165%
FY 1994 32,742 | 7,197,306,991 6,065 | 1,045,706,960 18.87% 14.53% |

| 504 # Loans S Loans # Loans $ Loans % # Loans % $ Loans
Debentures | Approved Approved | Outstanding Outstanding | Outstanding | Outstanding
by Approval
Year:

| FY 1987 798 | $168,011,000 163 | $14,465414 20.43% 8.61%

[ FY 1988 1,063 247,918,000 192 20,933,408 18.06% 8.44%
FY 1989 9,49 242,233,000 177 24,167,098 18.65% 9.98%
FY 1990 1155 317,403,000 328 56,127,303 28.40% 17.68% |
FY 1991 1,352 392,676,000 485 88,742,224 3587% 22.60%
FY 1992 1512 439,721,000 852 | 168,352,196 56.35% 38.29%
FY 1993 1,813 555,400,000 1,251 | 263,838,882 69.00% 47.50%
FY 1994 2,608 840,317,000 | 1.884 | 437,980,408 72.24% 52.12% |
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What is the Administration willing to do to change the assumptions / methodology / subsidy
rate for 7(a) and 504 prior to the enactment of the FY 2003 Budget?

o The Federal Credit Reform Act of 1990 (FCRA) requires agencies to use the “current”
assumptions for budget execution, which are defined in the Budget Enforcement Act' as
those assumptions included in the most recent President’s Budget. Therefore, agencies
cannot change their economic or technical assumptions (i.e., default and recovery rates)
underlying the subsidy cost estimate after submission of the President’s Budget to Congress.

¢ This prohibition is supported by sound rationale. Prohibiting changes to the current
assumptions:

Reduces volatility in subsidy estimates, which could make it difficult for the
President and the Congress to provide sufficient budgetary resources for credit and
other Federal programs.

Protects the integrity of the technical analysis by removing incentives to lower the
subsidy estimate during the appropriations process and budget execution.

Establishes uniform rules for all Federal credit programs.

s The FCRA does provide a mechanism to reestimate subsidy costs each year.

To reestimate the cost of the loan portfolio, agencies must update their subsidy
models in accordance with the actual performance experienced in the loan programs
each year. Upward adjustments are funded from permanent, indefinite budget
authority, which does not require appropriations. These upward adjustments do not
affect agencies’ discretionary appropriations. Downward adjustments are returned to
the general fund of the Treasury.

In addition to incorporating actual loan performance, agencies apply the actual annual
discount rate to reestimate the subsidy cost of prior year loans.

The 7(a) General Business Loan Program has experienced a trend in downward
reestimates, which is likely due to the unprecedented economic expansion over the
last several years. However, the expectation is that over the life of a loan portfolio,
upward and downward re-estimates will be even.

e The mandate is included in the following FCRA sections:

! The Budget Enforcement Act of 1990 amended the Balanced Budget and Emergency Deficit Control Act of 1985
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§ 502(5)(F): When funds are obligated for a direct loan or loan guarantee, the
estimated cost shall be based on the current assumptions, adjusted to incorporate
the terms of the loan contract, for the fiscal year in which the funds are obligated.

§ 502(10): The term "current” has the same meaning as in section 250(c}(9) of
the Balanced Budget and Emergency Deficit Control Act of 1985.
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& Implications of Proposed Changes

ﬁl “Azcouniabiity * Intagriry * FelbiYy

* The following table contrasts the impact of using the current

approach, a b year lookback, and a 3 year lookback to
estimate the subsidy cost of the fiscal year 2002 cohort.

Estimation Altematives® Effect on Subsidy Rate and Appropriation
for the Fiscal Year 2002 Cohort

Default Rate Subsidy Rate  Appropriation

Current Approach 13.87% 1.07%  $114,490,000
5 Year Lookback 9.74% -0.40%  -$42,800,000
3 Year Lookback 8.97% -0.61%  -$65,270,000

Source: GAD analysis based on SBEA data.
Note: Estimated approprialion assumes that all other assumptions remain unchanged.

32
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