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COMPTROLLER GENERAL'S
HEPORT TO THE CONGRESS

DIGEST

WHY THE REVIEW WAS MADE

The Small Business Administration
(SBA) and the Office of Minority
Business Enterprise (OMBE), Depart-
ment of Commerce, have been 1nvolved
1n the Federal Government's emphasis
on assisting minority businessmen.

Neiilher SBA nor OMBE had ever
examined the factors which con-
tributed to the success or failure
of minority businesses assisted by
SBA loan programs. (See p. 68.)

GAO wanted to determine the degree
of success or failure of such busi-
nesses  Accordingly, an examina-
tion was made of the minority busi-
nesses that received loans from
SBA offices 1n Washington, D.C.,
Chicago, and Los Angeles. (See

pp. 26 and 76.)

Background

Minorities make up about 17 per-
cent of the Nation's population,
but own only about 4 percent of
the Nation's businesses. (See

p. 5.)

Recognizing the need to 1ncrease
the number of minority businesses,
the Federal Government has expanded
existing programs and has 1nitiated
new programs  SBA and OMBE have
been primarily i1nvolved in this
effort.

Tear Sheet Upon removal the report
cover date should be noted hereon

LIMITED SUCCESS OF FEDERALLY FINANCED
MINORITY BUSINESSES IN THREE CITIES
Small Business Administration

0ffice of Minority Business Enterprise
Department of Commerce B-149685

SBA Toans to minorities have in-
creased from $104.6 mi111on 1n fiscal
year 1969 to $334.0 mi111on 1n fiscal
year 1973. SBA emphasized providing
management assistance to minority
businessmen beginning 1n fiscal year
1969. (See p. 16 )

OMBE received a supplemental appro-
priation of $40 m1111on 1n fiscal
year 1972 and a total appropriation
of $63.9 m111on 1n fiscal year 1973
to expand 1ts technical and manage-
ment assistance to minority business-
men. (Seep 7.)

The scope of_Eﬁe review 1s shown on
page 76.

FINDINGS AND CONCLUSIONS

Minority businesses have had
limited success

0f the 845 minority-owned businesses
receiving SBA loans disbursed by the
Chicago, Los Angeles, and Washington
district offices during fiscal years
1969 and 1970, GAO classified about
27 percent as failures, about 25 per-
cent as probable failures, about 31
percent as probable successes, and
about 17 percent as undeterminable.
These results were based on GAQ's
analysis of 443 businesses randomly
selected from the 845. Businesses
were classi1fied on the basis of



toan repayment status and business-
operating results.
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minority businesses or for small
businesses 1n general. (See p. 18.)

A lack of managerial capability of
the owner was the sole reason for
the failure of about 30 percent of
the businesses classified as fail-
ures or probable failures and a
contributing reason for the fail-
ure or probable failure of an
additional 39 percent. (See p 57.)

The h1gh percentage of fa11ures
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effort.

More attenlion should be given to
reducing this high rate because
negative effects of business
failures offset 1n some degree

the benefits of business successes.
(See p 23)

The rate of growth in the number of
SBA Toans made each year to minor-
1t1es has been slowing (See

p. 22.)

Because of this slowing growth
rate, the high rate of failures

and probable failures, and the fact
that any attempt to reduce this
high rate should 1ncrease the num-
ber of disapproved loan applica-
tions, GAO questions whether Fed-
eral efforts will result i1n signif-
1cant 1ncreases 1n the number of
successful minority-owned bust-
nesses 1n the Nation. (See p 24 )

Factors wnfluencing success
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--Borrowers using loan funds to pur-
chase existing businesses were more
successful than borrowers using
funds to expand their existing
businesses or to start new busi-
nesses.

--Unfavorable business locations
usually resulted 1n failure

--Businesses with bank loans were
more successfu] than businesses
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Management assistance has had little
wmpact on businesses’ success

Management assistance was not pro-
vided to about 50 percent of the
businesses 1n GAQ's sample which had
1denti1fied needs for management as-
sistance. (See p. 39.) When man-
agement assistance was provided to
solve business problems, 1t gener-
ally did not 1mprove the business
status or reverse a trend toward
failure Of the businesses that
received assistance, 25 percent were
classi1fied as faiiures, 37 percent
as probable failures, and 22 per-
cent as probable successes (See

p. 49.)

Ineffectiveness of management as-
sistance provided appears to be due
primarily to the fact that timely
assistance 1s not provided because
of 1nadequate loan-servicing ac-
tivities

Also certain business problems, such
as vandalism or owner 11lness, do not
appear to be susceptible to solution
through management assistance (See

p 51.)



During fiscal year 1972 OMBE 1n1-
tiated an expanded program of
technical and management assistance
for minority businessmen Under
the program OMBE funds local busi-
ness development organizations
wh1c? §r0v1de the assistance. (See
p. 61.

GAO questions whether the additional
resources from this expanded program
will have a significant 1mpact 1n
resolving the business problems of
minority businesses. According to
OMBE, much of the resources of local
business development organizations
will be used 1n preloan activity
rather than in providing manage-
ment assistance to solve business
problems. Also, OMBE 1nitiated

the expanded program without ade-
quately evaluating the past effec-
tiveness of similar organizations
(See p 65 )

Beginning 1n June 1972, however,
OMBE wmplemented a planning, evalu-
ation, and information system to
provide data necessary to evaluate
the local business development
organizations.

Evaluations by the agencies

SBA measures the success of 1ts pro-
gram primarily by the number and
amount of Toans made to minority
businessmen rather than the number
of successful minority businesses
established SBA has never estab-
T1shed goals 1n terms of the num-
ber of successful businesses to

be established or an acceptable
failure rate for minority busi-
nesses 1t financed.

SBA apparently has emphasized 1in-
creasing the quantity of minor-
1ty loans rather than 1mproving
the rate of success of busi-
nesses financially assisted by
SBA. (See p 68 )

Tear Sheet

Recently SBA made a study of owner
and business characteristics re-
lated to the success or failure of
minority businesses assisted by 1t,
1ts final report had not been 1s-
sued as of September 12, 1973

(See p 73 )

Although OMBE has implemented a
system to measure the success of

1ts program, OMBE has not estab-
Tished long-range goals for the Fed-
eral minority enterprise effort in
terms of the number of successful
minority businesses to be estab-
T1shed. (See p 69 )

RECOMMENDATIONS

GAO recommends that

--SBA develop loan approval criteria
based on an assessment of owner
and business characteristics re-
lating to business success and
failure

This 1s to provide greater assur-
ance that loans are made to minority
businessmen with reasonable pros-
pects for success and thus reduce
the rate of failure and probable
fa1lure (See p 37.)

--SBA 1mprove the effectiveness of
management assistance provided to
minority businessmen This re-
lates to earlier resolution of
managerial deficiencies, 1mprove-
ments 1n SBA and bank loan servic-
1ng, an evaluation of the effec-
tiveness of assistance provided by
paid contractors, and 1mprovements
1n the methods of employing retired
and active businessmen who volun-
teer their services (Seep 59 )

--OMBE use 1ts new planning, evalu-
ation, and 1nformation system to
evaluate the effectiveness of
local business development



organizations 1n terms of num-
bers of successful businesses
established.

--OMBE coordinate 1ts management
assistance activities with those
of SBA to provide maximum benefit
to minority businessmen. (See
p. 66.)

--0MBE establish long-range goals
1n terms of numbers of success-
ful minority businesses to be
established by the Federal
minority enterprise effort.
(See p. 74.)

--SBA establish goals, 1n conjunc-
tion with OMBE, 1n terms of the
number of successful minority-
owned businesses to be estab-
Tished through SBA's programs and
establish an acceptable failure
rate for minority loans

--SBA develop an information system

which would enable measurement of
accomplishments 1n terms of suc-
cessful minority businesses
established (See p. 74.)

AGENCY ACTIONS AND UNRESOLVED ISSUES

In general, the Administrator and
Director expressed agreement with
the facts contained 1n thi1s report
and with GAO recommendations

See pages 24, 38, 59, and 74 for
their specific comments concerning
each recommendation.

MATTERS FOR CONSIDERATION
BY THE CONGRESS

GAO 1s reporting to the Congress

the results of 1ts review of Fed-
eral assistance to minority business
enterprise because of expressed
Interest 1n this national 1ssue by

a number of committees and by Mem-
bers of Congress.



CHAPTER 1

INTRODUCTION

In recent years the Federal Government has emphasized
assisting minorities to become business entrepreneurs, because
of 1its concern about the proportionately small number of
businesses owned by minorities in the United States and the
problems which have to be overcome to correct this imbalance.

Blacks, Americans of Puerto Rican and Mexican descent,
Indians, and other minority groups make up about 17 percent
of the population of the United States, yet minority-owned
businesses 1n 1969 (about 322,000) represented only 4 percent
of the Nation's businesses.! Further, the minority-owned
businesses are generally small--accounting for less than
1 percent of total business receipts in the United States.

Such factors as the lack of a business traditron, 1inade-
quate financial and management resources, language barriers,
and racial discrimination are generally recognized as limit-
ing the opportunities for minority ownership of businesses,
The Secretary of Commerce 1in his "Report to the President
on Minority Business Enterprise'" dated June 30, 1970, pointed
out that

"Most minority-owned businesses function in rundown
neighborhoods which are unattractive to potential
customers. Vandalism, pilferage, robbery, and
other crimes are daily hazards which add to costs
of doing business. The surrounding community 1is
normally a poor source of consumer dollars and of
skilled personnel. Credit and collection costs
are high. Suppliers, unions, and lenders may

face the enterprise with subtle discriminatory
policies. Insurance may be unobtainable In

this setting, mere survival 1s a grueling and
all-consuming task for most minority businessmen."

"Minority-Owned Businesses 1969," U.S. Department of Com-
merce, Bureau of the Census, August 1971.



OFFICE OF MINORITY BUSINESS ENTERPRISE

The Office of Minority Business Enterprise (OMBE),
established within the Department of Commerce under Executive
Order 11458 dated March 5, 1969, 1s the focal point of the
Federal Government's efforts to assist in establishing and
expanding minority enterprise. OMBE 1s responsible for

coordinating the plans, programs, and operations of the

Federal Government that affect minority businesses, stimulat-
1ng State and local governments and private 1nstitutions to
undertake activities to facilitate the growth of minority
businesses, and developing and disseminating information
helpful to those who would assist or engage 1n minority busi-
ness development.

To coordinate and stimulate minority enterprise at the
local level, OMBE, as of June 30, 1972, had fostered the
establishment of Minority Business Opportunity Committees 1n
29 cities. These committees are composed of top-level Federal
personnel who have responsibilities relating to the minority
enterprise effort and persons from State and local governments,
minority communities, and the private sector

OMBE also entered 1into working arrangements with local
business development organizations 1n a number of cities.
These organizations provide technical and management assist-
ance to minority businessmen. Until fiscal year 1972 these
organizations were called OMBE affiliates and were funded, 1n
whole or 1n part, by such Federal agencies as the Economic
Development Administration and the Small Business Administra-
tion (SBA) Activities of OMBE affiliates included 1dentifying
potential minority businessmen and aiding and advising the
minority businessmen in developing their business plans and
preparing their loan applications

Through the first half of fiscal year 1972, OMBE's role
was primarily that of coordinating the activities of the
various Federal agencies and stimulating activity in the pri-
vate sector. OMBE had not directly conducted programs of
financial and management assistance for minority enterprise.

In line with this role, OMBE spent about $2 million for
salaries and administrative expenses 1in fiscal year 1971 and
1nitially estimated that 1t would spend $3.5 million for
salaries and administrative expenses 1in fiscal year 1972



However, during fiscal year 1972, OMBE initiated an expanded
program of technical and management assistance for minority
businessmen. The program 1s essentially an enlarged version

of the "OMBE affiliate' concept, except that OMBE now furnishes
funds to the local business development organizations which

are no longer referred to as OMBE affiliates. For this program
OMBE received a supplemental appropriation of $40 million for
the remainder of fiscal year 1972 and an appropriation of

$63.9 million for fiscal year 1973.

As of June 30, 1972, OMBE had placed 19 field representa-
tives 1n major cities to coordinate and monitor the activities
of Minority Business Opportunity Committees, local business
development organizations, and other local organizations.

OMBE has cited the following as some of the more important
results of 1ts efforts to coordinate Federal Government pro-
grams and stimulate private sector activity.

1. Federal grants, loans, and guarantees to minority
businesses totaled $472.6 million 1in fiscal year
1972 compared with $434 million in fiscal year 1971.

2. Direct Federal procurements from minority businesses
totaled $242.3 million in fiscal year 1972, an
increase of $164.5 mi1llion over fiscal year 1971.

3. As of June 30, 1972, 51 minority enterprise small
business investment companies (MESBICs) had been
establish., Through April 1972 MESBICs had made
442 financings (loans or stock purchases) to minority
businesses using $7.6 million of MESBIC capital
which generated $35.9 million in capital from other
private sources.

4, Additional Federal and praivate funds of over
$200 mi1llion were deposited 1n minority banks
through June 30, 1972.

5. The number of minority-owned franchised businesses
increased from 1,184 to 1,470 during fiscal year
1972.

6. In fiscal year 1972 local business development orga-
nizations aided 1,540 minority businesses obtain
funding totaling about $83 million



SMALL BUSINESS ADMINISTRATION

Because SBA 1s the principal source of Federal financial
and management assistance to minority businessmen, we pri-
marily emphasized evaluating SBA's minority enterprise ac-
tivities. The Small Business Act of 1953 established SBA
as an independent agency under the general direction and
supervision of the President. The Administrator of SBA 1s
appointed by the President, with the advice and consent of
the Senate. SBA was established primarily to aid small
businesses, which are defined in the act as those which are
independently owned and operated and which are not dominant
in their field of operation.

In addition to 1ts headquarters office in Washington,
D.C., SBA has 10 regional offices, 53 district offices, and
14 branch offices throughout the United States.

Operation Business Mainstream

SBA has given the name Operation Business Mainstream
to 1ts effort to increase the number of minority-owned busi-
nesses 1n the Nation. Operation Business Mainstream con-
sists of elements of almost all SBA programs, including the
section 7(a) business loan program, the economic opportunity
loan (EOL) program, the section 8(a) procurement program,
the management assistance program authorized by section 406
of the Economic Opportunity Act of 1964, and the MESBIC
program.

The Office of the Assistant Administrator for Minority
Enterprise coordinates SBA activities relating to minority
enterprise. His office includes

--The Office of Program Planning and Control which 1s
responsible for developing plans, operating proce-
dures, and criteria applicable to SBA's minority en-
terprise efforts and for monitoring the performance
of field offaices,

--The Office of Government and Industry Relations
which promotes the involvement of industry, trade as-
sociations, local governments, and community action
groups 1n the area of minority enterprise.



--The Office of Program Assistance whose personnel act
in an advocacy role to resolve problems and diffi-
culties encountered by applicants in obtaining SBA
assistance.

As of February 28, 1972, 103 SBA employees designated
as minority enterprise representatives were operating 1in
43 cities under the direction of SBA regional directors.
These employees are responsible for coordinating SBA's mi-
nority enterprise related activities in the geographical
area for which they have responsibility, working with com-
munity organizations to obtain their aid in i1dentifying
potential minority businessmen, assisting applicants pre-
pare loan applications, processing loan applications, and
monitoring the progress of SBA borrowers.

Section 7(a) business loan program

Section 7(a) of the Small Business Act authorizes
SBA to make, participate 1in, or guarantee loans to small
businessmen purchasing new businesses, expanding existing
businesses, or purchasing equipment. The loans are desig-
nated as direct, immediate participation, or guaranty loans.
SBA makes direct loans to the borrower, Either SBA or a
private lending institution makes immediate participation
loans to the borrower, and either the lending institution
or SBA purchases an agreed percentage of each loan amount.
A bank makes a guaranteed loan under an agreement with SBA
whereby SBA purchases the guaranteed portion--up to 90 per-
cent--of the outstanding loan balance from the bank i1n the
event the borrower 1s in default of repayment for 90 days.

Section 7(a) loans may not be made for a period exceed-
ing 10 years except that loans made for constructing facili-
ties may have a maturity of 15 years plus additional time
required to complete such constiuction. The act provides
that no more than §$350,000 can be loaned to one borrower
under the section 7(a) business loan program, but SBA has
established a ceiling of $100,000 for direct loans and
$150,000 for SBA's share of immediate participation loans.
Interest rates on direct loans and on SBA's share of immedi-
ate participation loans can be no more than 5 5 percent



Loans provided to minorities under the section 7(a)
business loan program are shown below,

Fiscal Number of

year loans Amount

(m1llions)

1969 1,460 $ 58,3
1970 1,629 84 4
1971 2,123 121 5
1972 3,049 165.4
1973 3,285 200.9

10



Economic opportunity loan program

Title IV of the Economic Opportunity Act of 1964 estab-
lished a business loan program for persons 1n poverty and
high unemployment areas. Title IV as originally enacted
placed jurisdiction of the program under the Director of the
Office of Economic Opportunity, the Director delegated the
authority to make loans to the Administrator, SBA. Section
401 of the Economic Opportunity Amendments of 1966 transferred
the responsibility for the EOL program to the Administrator,
SBA, 1in November 1966.

Loans under this program were limited to $25,000 untal
June 1972 (when changed to $50,000) and are repayable in not
more than 15 years. As with section 7(a) loans, EOLs may be
either direct, immediate participation, or guaranteed. EOLs
can be guaranteed up to 100 percent. The act provides that
the loans bear interest at a rate not less than a 1ate de-
termined by the Secretary of the Treasury, taking into con-
sideration the average market yield on outstanding Treasury
obligations of comparable maturity plus such additional
charge, 1f any, toward covering other costs of the program

as SBA may determine to be consistent with the program's
purposes

In recent years the interest rate on direct loans and
on SBA's share of immediate participation loans has ranged
from 4.875 percent to 7.75 percent The Economic Opportunity
Act of 1964 does not provide an upper limit on the interest
rates banks may charge on guaranteed loans or on their share
of immediate participation loans, however, each quarter SBA
establishes an 1interest rate ceiling that 1s about 3 percent
above the "prime" rate for guaranteed loans and about 2 percent
above the "'prime" rate for immediate participation loans

The act provides that in making EOLs the SBA Adminis-
trator should emphasize preserving or establishing small
businesses owned by low-income persons or located in areas
with high proportions of unemployed or low-income persons
SBA directives provide that an individual, to be eligible
to receive an EOL, must be either a low-income person or a
person who, due to social or economic disadvantage, has been
denied financing through normal-lending channels on reasonable
terms. SBA includes minorities under the social and economic
disadvantage category

11



Loans provided to minorities under the EOL program are
shown below,

Fiscal year Number of loans Amount
(m1llions)

1969 3,118 $ 38.2

1970 4,505 60.6

1971 5,451 75.7

1972 5,791 74,0

1973 5,557 110.0

Other SBA loan programs

Minority businessmen also may obtain loans under SBA's
local development company and displaced business loan pro-
grams. SBA provides loans to local development companies
to further the economic development of a community. Such
loans can be used to acquire land, construct, convert, or
expand buildings, and purchase machinery and equipment for
1dentifiable small businesses. SBA also makes loans to
enable small businesses which have been physically displaced
by Federal construction projects to relocate. Loan provided
to minorities under these two loan programs are shown below.

Local Development Company Loans

Fiscal year Number of loans Amount
(m1llions)
1969 56 $ 6 8
1970 105 12.5
1971 171 14.9
1972 140 16.4
1973 203 20.5
Displaced Business Loans
Fiscal year Number of loans Amount
(m1llions)
1969 20 $1.3
1970 23 2.9
1971 31 1.7
1972 36 2.4
1973 29 2.5

12



Section 8(a) procurement program

Under section 8(a) of the Small Business Act, SBA
channels Government purchases to minority businesses by con-
tracting to provide supplies or services to a Federal agency
and then subcontracting the performance of the contract to
a minority business. In many instances SBA allows minority
businesses to receive amounts above the competitive market
price. This differential--paid by SBA--covers such things
as added startup, labor, or material costs incurred by the
minority business. A basic aim of the program 1s to develop
businesses that will become self-sustaining in a normal com-
petitive environment,

Section 8(a) contracts awarded to minorities are shown
below.

Fiscal year Number Amount
1968 8 $ 10,493,524
1969 28 8,857,771
1970 199 22,520,209
1971 811 65,391,498
1972 1,706 151,598,150

The Federal departments or agencies making most of the
procurements under this program during fiscal year 1972 were
the Department of Defense and the General Services Adminis-
tration with procurements totaling $73.7 million and
$34.2 million, respectively

Minority enterprise small business
investment companies

Under the Small Business Investment Act of 1958, SBA
licenses, regulates, and provides supplemental financing to
privately owned and publicly owned small business 1investment
companies. Small business 1nvestment companies provide small
business with long-term investment capital and management
assistance.

In 1969 SBA initiated a program to establish MESBICs,

which would specialize 1in providing long-term investment
capital and management assistance to minority businessmen.

13



According to SBA, as of December 31, 1972, 53 MESBICs
had been establaished with total private funds of about
$18.4 million and, as of March 31, 1972, MESBICs had provided
331 financings totaling $4.6 million to minority businesses.

Management assistance

SBA considers the provision of management assistance to
be an important element in developing successful minority-
owned businesses. Management assistance as used in this
report 1s not a specific, structured program but 1s all the
management and technical assistance needed or available to
minority-owned businesses regardless of which organizational
segment of SBA or other source provides 1t. In addition to
the assistance that may be provided by SBA employees, manage-
ment assistance 1s provided to minority businessmen by the
Service Corps of Retired Executives (SCORE), the Active Corps
of Executives (ACE), and contractors funded by SBA under
section 406 of the Economic Opportunity Act. Before fiscal
year 1973, grantees, also funded under section 406, provided
management assistance to minority businessmen. (The grantees
and contractors funded under section 406 are hereinafter
referred to as section 406 grantees and contractors.)

SCORE 1s composed of retired business executives who
have volunteered their services to help small businessmen
solve their problems. SCORE was established specifically to
help the small businessman (minority and nonminority) who
normally cannot afford a professional consultant. SCORE
volunteers provide their services free of charge. ACE was
formed 1n 1969 for essentially the same purpose as SCORE,
the difference being that ACE personnel are active 1in a
business career. As of May 30, 1972, about 4,100 volunteers
were SCORE members and 2,500 volunteers were ACE members.

An SBA report shows that during fiscal year 1972 SCORE
and ACE volunteers held 6,915 interviews with small business-
men, counseled small businessmen on 19,545 occasions, made
2,613 management ability evaluations, and prepared 493 man-
agement assistance plans for small businessmen. SBA reports
do not indicate how many of these cases involved minority
businessmen.

Section 406 of the Economic Opportunity Act authorizes

the SBA Administrator to award grants or contracts to public
or private organizations to pay the costs of providing

14



technical and management assistance to businessmen or po-
tential businessmen who are eligible under the act. (See

p. 11.) Section 406 contractors provide various types of
management assistance, including accounting, merchandising
and advertising, and planning and organization The con-
tractors generally provide their services within one SBA
region, but they can serve businesses i1n any section of the
Nation 1f called upon by SBA. A total of 16 and 12 contrac-
tors were active in the Nation in fiscal years 1971 and 1972,
respectively, the contract amounts totaled $1.8 million 1n
fiscal year 1971 and $1.3 million in fiscal year 1972.

Before fiscal year 1973, section 406 grantees assisted
minorities 1in obtaining financing to start or expand their
businesses and provided management and technical assistance
to minority businessmen. Unlike section 406 contractors who
provide assistance to minority businessmen only after as-
signment by SBA, section 406 grantees provided assistance
without being contacted by SBA. Section 406 grantees did
not need to be directed to businessmen who needed assistance
because the grantees usually kept in touch with the business-
men whom they had helped obtain financing and thus were often
aware of their problems. Twenty-one organizations received
grants totaling $2.8 million in fiscal year 1971, 26 organiza-
tions received grants totaling $1.4 million in fiscal year
1972. Because OMBE, under 1ts expanded technical and manage-
ment assistance program, now provides grants to local business
development organizations, SBA dropped 1ts section 406 grantee
program after fiscal year 1972 and 1s now using 1ts section
406 funds for 1ts contractor progran.
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HISTORY OF SBA MINORITY ENTERPRISE EFFORTS

SBA's efforts to promote minority enterprise began in
1964 with a program known as "6x6.'" According to SBA of-
ficials the program operated only in Philadelphia, Washing-
ton, D.C., and New York City. The objective was to help
very small retail and service enterprises owned by the dis-
advantaged who had no opportunity to borrow through normal
channels. Loans up to $6,000 were made for a 6-year period.
Less importance was placed on collateral than in other SBA
programs and the borrower was not required (as with regular
SBA business loans) to have a letter showing that a bank had
denied his request for a loan. The program was funded under
SBA's section 7(a) business loan program.

After title IV of the Economic Opportunity Act of 1964
provided new authority to make loans, SBA was able to expand
1ts minority enterprise loan program Loans up to $25,000
could be made for a 15-year period

In 1968 SBA's minority enterprise effort was named
"Project OWN." No statutory changes were made, but several
cnanges were made to SBA's lending criteria to facilitate
the making of loans to minorities. The changes included
(1) relaxing restrictions on using loans to purchase existing
businesses, (2) reducing equity investment requirement, (3)
relaxing debt to net worth requirement, (4) eliminating col-
lateral requirement under certain circumstances, (5) using
flexible repayment provisions, and (6) removing restriction
on loans for liquor stores. During the time of Project OWN,
SBA placed increased emphasis on guaranteed bank loans for
minorities and nonminorities.

Fiscal year 1968 marked the beginning of the section
8(a) procurement program.

In 1969 SBA changed the name of 1ts minority enterprise
effort from Project OWN to Operation Business Mainstream
Many of the activities remained the same, but some changes
were made SBA established the position of Assistant Ad-
ministrator for Minority Enterprise to coordinate all SBA
activities relating to minority enterprise. In additon,

SBA emphasized providing management and technical assistance
to minority businessmen. The MESBIC program was also 1ini-
tiated in 1969
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When 1ts minority enterprise effort was known as
Project OWN, SBA's goal was to achieve a loan approval rate
of 10,000 a year by June 30, 1969, and 20,000 a year by
June 30, 1970. SBA loans to minorities are shown below.

Fiscal year Number of loans Amount
(m1llions)

1969 4,654 $104.6

1970 6,262 160.4

1971 7,776 213.8

1972 9,016 258.2

1973 9,074 334.0
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CHAPTER 2

FEDERAL EFFORTS TO ASSIST MINORITY BUSINESSES

Businesses financed through Operation Business

Mainstream have had limited success., Our study of 845 minor-
1ty businesses in 3 selected SBA districts showed that

52 7 percent of businesses were failures or probable failures.
The negative effects of these failures or probable failures
offset 1n some degree the benefits of successes. Greater
attention should be given to reducing the high rate of fail-
ures and probable failures.

SBA and bank officials' analyses of why businesses had
failed or were failing revealed that the most common reason
was the owner's lack of managerial capability as evidenced
by certain conditions of the business, such as inadequate
sales, heavy operating expenses, and difficulties with in-
ventories or receivables,

Because the rate of growth for SBA's minority loans has
been slowing, because of the high failure rate of SBA's loans,
and because the number of loan applications disapproved
should increase 1f attempts are made to reduce the hiagh
failure-probable failure rate, we question whether Federal
efforts will result in significant increases in the number
of successful minority-owned businesses 1in the Nation.

DEGREE TO WHICH BUSINESSES FINANCED
THROUGH OPERATION BUSINESS MAINSTREAM
HAVE BLEN SUCCESSFUL

Of the 845 minority-owned businesses receiving SBA loans
disbursed by the Chicago, Los Angeles, and Washington, D.C.,
district offices during fiscal years 1969 and 1970, we classi-
fied

--232, or 27.5 percent, as failures,

--213, or 25 2 percent, having serious problems as
probable failures,

--260, or 30 7 percent, as probable successes, and

--140, or 16.6 percent, as undeterminable.

18



We were unable--for purposes of comparison with the
failure rate developed by our analysis--to locate published
statistics which show failure rates for minority businesses
or for small businesses in general,

SBA's Assistant Administrator for Minority Enterprise
said the failure-probable failure rate disclosed by our
analysis was higher than he considered desirable. SBA's
district office officials at Los Angeles said the high
failure-probable failure rate we found was unacceptable

The Congress expressed concern about the increasing fail-
ure rates of businesses assisted under the economic opportu-
nity loan (EOL) program. The House Select Committee on Small
Business, 1in 1its report "Organization and Operation of the
Small Business Administration,'" dated April 19, 1972, recom-
mended that SBA review 1ts criteria for evaluating applicants
for EOLs to reduce the loss rate on such loans.

Criteria for classifying businesses

The 443 minority-owned businesses which we analyzed had
loans of about $18.4 million 0f these businesses, 171 had
direct loans, 264 had SBA-guaranteed bank loans, and 8 had
both direct and SBA-guaranteed bank loans. We classified
each of the 443 businesses as either a probable success, a
tailure, a probable failure, or undeterminable from the fol-
lowing criteria.

Probable success

1 Current in loan payments and operating at a profit
as supported by the most recent financial statements
which covered operations for some period after
July 1, 1970.

2. Current 1in loan paynents and having a good payment
record, no indications of problems, and a positive
statement from either SBA or bank officials.

Failure
1 Liquidated or in liquidation and not operating
2. In liquidation and operating at a deficit with no

evidence of being able to reverse the trend as
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supported by either the most recent bank
correspondence or the financial statements which
covered operations for some period after July 1,
1970

3. Original borrower sold or otherwise disposed of his
business because of 1nability to operate success-
fully (even though he may be making loan payments).

Probable failure
1. Delinquent in loan payments (over 60 days past due).

2. Current 1in loan payments and operating with a defi-
cit with no evidence of being able to reverse the
trend as supported by either the most recent bank
correspondence or the financial statements which
covered operations for some period after July 1,
1970.

3 In liquidation and operating without evidence of a
recent payment history.

Undeterminable

1. Current in loan payments, but no financial state-
ments available at SBA (covering operations for
some period after July 1, 1970) or no other evi-
dence of successful operation.

2 Loan payments presently deferred.

3 In liquidation and operating with evidence of a
recent payment history or at a profit as supported
by either the most recent bank correspondence or
the financial statements which covered operations
for some period after July 1, 1970.

4 Any other situation which does not fit the above
criteria, and whose probable status cannot otherwise
be determined.

Before we classified the sample of minority businesses,
both SBA central office and district office officials agreed
that these criteria were a reasonable basis for our classifi-
cation
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Results of classification

The results of our classifications of the 443
businesses 1n our sample and the projection of these results
to the total numbex of minority businesses at the 3 SBA of-
fices are shown below.

Number of businesses

(note a)
Business status Sample Projection Percent
Probable success 137 260 30.7
Failure 116 232 27.5
Probable failure 111 213 25.2
Undeterminable 79 140 16.6
Total 443 845 100.0

3see app. I for the classifications of businesses by office
and for the sampling error in the projections.

Indications of business difficulties were evident for some
of the 79 businesses 1in our sample classified as undeterminable.
For example, of the 79 businesses, 10 had deferred loan pay-
ments and 8 were current in loan payments but showed losses
on their most recent profit and loss statements which covered
operations for some period after July 1, 1970. However, there
was evidence that the eight businesses might be able to re-
verse the loss trend and therefore were not classified as
probable failures. Of the 79 businesses, 39 were current in
loan payments but were classified as undeterminable because
no financial statements were available.

The businesses classified as pirobable successes include
businesses having varying degrees of success. For example,
of 42 businesses classified as probable successes for which
full year profit and loss statements were available, 15 had
net profits of less than $5,000, 13 had net profits between
$5,000 and $10,000, 8 had net profits between $10,000 and
$20,000, and 6 had net profits of over §$20,000.
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REASONS FOR FAILURE

We reviewed SBA and bank records and correspondence to
find evaluative statements or comments bv SBA and bank offi-
cials as to the reasons for the failure or probable failure
of the 227 businesses so classified in our sample We 1den-
tified reasons for 203 of the 227 businesses and classified
them 1nto categories similar to those used in the Dun and
Bradstreet annual reports on comprehensive studies of business
failures The number of times each reason was identified
with a business classified as either a probable failure or
failure 1s shown below. Some of the businesses had more than
one reason for failure or probable failure

Number of
businesses
Reasons affected
Lack of managerial capability (heavy operat-
ing expenses, difficulties with inventor-
ies or receivables, and inadequate sales) 155
Neglect (bad habits and health and personal
problems) 53
Disaster (acts of God, thefts, and labor
problems) 37
Fraud by borrower (irregular disposal of
assets and false financial statements) 25
Miscellaneous (reasons not covered by above
categories, such as downturn in the gen-
eral economy) 54
Unknown 24

We also attempted to 1dentify the reasons for business
success, but usually SBA's records did not provide such in-
formation because SBA personnel normally directed their at-
tention to those businesses 1in difficulty

RATE OF GROWTH IN THE NUMBER
OF MINORITY LOANS SLOWING

The chart below shows that increases from year to year
in the number of loans to minorities have become more diffi-
cult to achieve after the 1nitial years of SBA's minority
enterprise effort The rate of growth i1in the number of SBA
loans has been slowing

22



Increase 1in

Number number of loans Percentage
Fiscal year of loans OVEr previous year 1ncrease
1968 2,335
1969 4,654 2,319 99
1970 6,262 1,608 35
1971 7,776 1,514 24
1972 9,016 1,240 16
1973 9,074 58 1

Also the percent of minority loans in relation to total
SBA loans has been declining annually Minorities received
41 percent of all SBA loans 1in fiscal year 1970, 36.2 per-
cent 1n fiscal year 1971, and 32 2 percent in fiscal year
1972 These figures are exclusive of disaster loans

On March 31, 1972, the SBA Administrator wrote to his
regional directors and expressed his concern at SBA's failure
to maintain 1ts level of minority enterprise loan activity.
The Administrator pointed out that, although the number of
total business loans had increased markedly, the same in-
crease had not been reflected in minority loans. The Admin-
1strator called for greater efforts to increase minority
loans

CONCLUSION

SBA and OMBE cited increases 1in the number of loans to
minorities as a measure of success of the Federal effort to
assist minority businesses Such a measure gives no recogni-
tion to the fact that the Federal effort has a potential
risk as well as a reward The risk 1s that minorities, en-
couraged to go into business, may fail and be left deeply 1in
debt and much worse off than before they received help A
high percentage of failures must necessarily hdave an adverse
effect on the creditability of the Federal minority enter-
prise effort among the minority community, the public, and
the Congress

The negative effects of business failures offset 1in
some degree the benefits of business successes Inasmuch as
our analysis shows that the failure-probable failure rate of
52 7 percent exceeds the success rate, 1t would seem a good
time to give more attention to reducing the high
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failure-probable failure rate. We make a recommendation 1n
chapter 3 regarding the reduction of the failure-probable
failure 1ate

We believe that SBA may find 1t difficult to signifi-
cantly increase the number of loans to minorities because

1. The rate of growth for SBA's minority loans has
been slowing

2 The current high rate of failures and probable
failures could discourage many minorities from re-
questing locans.

3 Attempts to reduce the rate of failures and probable
failures by improving the criteria for approving
loans (see ch 3) should increase the number of loan
applications which are disapproved

For these reasons we question whether Federal efforts
w1ll result in significant increases in the number of suc-
cessful minority-owned businesses in the Nation

AGENCY COMMENTS AND OUR EVALUATION

Both the SBA Administrator and the OMBE Director ex-
pressed concern about the failure rate on minority loans
and noted that providing needed management assistance was
the way to lower the failure rate

The SBA Administrator (see app. II) stated that the
EOL program, under which most of SBA's minority loans are
made, was established by the Congress as a more liberal loan
program than other SBA loan programs and therefore the Con-
gress must have understood that the EOL program would carry
higher risks and would result in a higher failure rate than
other programs

We do not disagree with the Administrator that the
Congress, in granting authority for the EOL program, prob-
ably expected the loss rate to be higher than that for other
SBA programs. The Congress, however, has expressed concern
over the high loss rate of the EOL program. The House Se-
lect Committee on Small Business, 1in 1ts report '"Organization
and Operation of the Small Business Administration," dated
April 19, 1972, stated that
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"k % % the laws governing such [economic oppor-
tunity] loans require reasonable assurance of
repayment With a 30-percent loan loss projec-
tion ratio, * * * a delinquency ratio of 10 4 per-
cent, and a loans 1in liquidation ratio of 11 9 per-
cent * * * there appears to be some question
whether this program 1s being administered by the
Administrator in accordance with the intent of
Congress "

The SBA Administrator noted that the discussion of
failure rates was not complete without comparisons with fail-
ure rates of small businesses 1in general and failure rates
of nonminority businesses assisted by SBA. He also noted
that our report did not consider the particular problems of
a minority small businessman We agree that a comparison
of the results of our analysis of the failure rate for mi-
nority businesses receiving SBA loans with either the failure
rate for small businesses 1in general or the failure rate for
nonminority businesses with SBA loans would have been mean-
ingful, 1f such failure rates had been available.

The Administrator may wish to consider developing 1in-
formation on failure rates for nonminority businesses with
SBA loans and information on particular problems of minority
businessmen to facilitate any future analyses of SBA's loan
programs
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CHAPTER 3

FACTORS INFLUENCING SUCCESS AND
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We analyzed the 443 businesses in our sample to
1dent1fy relationships that might exist between certain
characteristics of the owners, businesses, or type of
financing and the success or failure of the businesses

We found that

--Borrowers using loan funds to purchase existing
businesses were more successful than borrowers using
funds to expand their existing businesses or to start
new businesses
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--Businesses with bank loans were more successful than
businesses with direct SBA loans.

Relationships between business success or failure and
other characteristics, such as the owner's past experience
and equity in the business, were less significant. However,
a more detailed analysis at SBA's Los Angeles district of-
fice showed that the number of years of managerial experi-
ence of the owner had a significant relationship to business
success

Our analysas also showed that management assistance was
provided to only about one-half of the businesses included

1n our sample that needed such assistance Furthermore, the
assistance that was provided to businesses had little effect

on improving the status of the businesses

Of the businesses which received additional loans,
18 percent were classified as probable successes, whereas
56 percent were classified as failures or probable failures
Thus, providing an additional loan to a business appears to
be of limited value 1in improving the chance of business
success
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Few of the businesses i1n our sample received
8(a) procurement assistance

BUSINESSES WITH BANK LOANS MORE SUCCESSFUL
THAN THOSE WITH SBA DIRECT LOANS

The percentage of businesses with SBA-guaranteed bank
loans which were classified as probable successes was more
than twice that of businesses with SBA direct loans. (See
chart on following page )

We spoke with bank and SBA officials about why busi-
nesses with bank loans have a higher probable success rate
than businesses with SBA direct loans. According to a bank
official in Los Angeles, bank branch managers have a better
knowledge of the community than do SBA loan specialists,
which 1s helpful in deciding on the chance for success of a
particular type of business

According to an SBA official in Los Angeles (1) the
loan officers have had to make many high-risk loans, because
SBA has attempted to meet quotas for loans to minorities,
(2) banks have sufficient personnel to check, 1in most cases,
the borrower's background and experience by contacting per-
sonal and business references, whereas SBA only does so on
a limited basis, and (3) banks have enough staff to check
the borrower's credit, whereas SBA relies on credit company
reports which in many cases are not adequate.

SBA officials in Chicago attributed the higher probable
success rate of businesses with bank loans to the closer
proximity and greater rapport between the banks and thear
borrowers They also said that banks could respond much
quicker to the additional financial needs of a borrower

That businesses with bank loans have a higher probable
success rate than businesses with direct loans 1is not un-
expected The Small Business Act, as amended, prohibits the
making of a direct loan 1f the financial assistance applied
for 1s otherwise available on reasonable terms SBA regula-
tions state that the unavailability of financial assistance
must be demonstrated by proof of refusal of the loan appli-
cation by either the applicant's bank of account or, in
cities where the population exceeds 200,000, by not less
than two banks Because SBA does not make a direct loan
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unless a bank has refused to make the loan, the risk
associated with direct loans 1s higher than that associated
with bank loans

We also compared the size of a loan with business
success or failure. As shown in the following table, almost
as many businesses with loans of more than §25,000 were
classified as probable successes as were classified as
failures and probable failures combined For businesses
with loans of $25,000 or less, combined failures and prob-
able failures outnumbered probable successes by more than
2 to 1. These results are probably due, i1n a large part,
to the fact that most of the loans of §25,000 or less are
SBA direct loans, whereas most of the loans over $25,000
are bank loans.

Si1ze of loan
$25,000 or under Over $25,000
Number of Number of
businesses Percent businesses Percent

Probable success 70 25 67 41
Failure 86 31 30 18
Probable failure 67 24 44 27
Undeterminable 55 20 24 14

Total 278 00 16 00
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BORROWERS PURCHASING EXISTING BUSINESSES
MORE SUCCESSFUL THAN THOSE

EXPANDING EXISTING BUSINESSES

OR STARTING NEW BUSINESSES

We classified the businesses included in our sample as
new, expand existing, or purchase of existing. A business
was classified as purchase of existing 1f the borrower used
the loan proceeds to buy a previous owner's business and
carried on the business at the same location, as new 1f the
borrower used the loan proceeds to start a new business, and
as expand existing 1f the borrower was already operating a
business and the loan proceeds were used to expand the busi-

ness.

As shown in the chart on the following page, borrowers
who used the loan proceeds to purchase existing businesses
were more successful than borrowers who used the loan proceeds
to start new businesses or expand existing businesses.

SBA officials told us of two possible reasons why busi-
nesses classified as purchase of existing had the highest
probable success rate First, because a business must have
shown profitability before SBA will make a loan for 1ts pur-
chase, a viable market has already been established Second,
the potential business purchaser often has had managerial
experience 1n the same business he intends to buy or in a
similar business Although SBA would consider these factors--
viable market and managerial experience--1in making a loan to
a borrower expanding his existing business, 1t apparently
does not consider them as critical as in the case of a bor-
rower purchasing an existing business.

BUSINESSES WITH UNFAVORABLE LOCATIONS
USUALLY FAIL

On the basis of SBA's analysis of such factors as market
potential, competition in the area, visibility of the busi-
ness, and extent of crime in the area, we classified the loca-
tions for 392 of the 443 businesses 1in our sample as either
favorable, unfavorable, or unimportant Because of a lack
of information in the files, we were unable to classify the
locations of the other 51 businesses We generally classified
a location as unimportant for manufacturing and construction
businesses and for such businesses as consulting or trash
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removal firms that provide their services where the custom-
ers are located

As shown in the following table, 50 percent of the
businesses with favorable locations were classified as fail-
ures or probable failures, whereas 33 percent were classi-
fied as probable successes Because most of the minority-
owned businesses are in low-income and high crime areas,
these locations may be only relatively favorable Only
14 percent of the unfavorably located businesses were clas-
sified as probable successes, whereas 64 percent were clas-
sified as failures and probable failures  Thus, although a
favorable location did not guarantee business success, un-
favorably located businesses usually were failures or prob-
able failures.

Location

Inadequat.
Favorable Unfavorable Jnimportant information
Number Percent MNumber Percent Number Percent Number Percent

8 14 30
20 34 22
18 30 21
13 22 1
59

109 8s

16 31
25

Probable success 83
Failure 61
Probable failure 61
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25
Undeterminable 17
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RELATIONSHIPS OF OTHER CHARACTERISTICS
LESS SIGNIFICANT

The relationships of other characteristics (prior
experience of owner, amount of owner's equity, industry line,
and working capital) to success and failure were less sig-
nificant and contributed little to explaining why a busi-
ness was a success or a failure.

Prior experience

We classified the prior work experience of the owners
of the businesses into one of four categories--managerial
experience 1n a similar business, managerial experience 1n
another type of business, other experience 1n a similar
business, and all other experience

As the following table shows, businesses whose owners
had previous managerial experience were classified as prob-
able successes at somewhat higher percentages than businesses
whose owners had other than managerial experience
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Type of experience

Managerial Managerial Other experi-
in a simi- in another ence 1n a simi- All other
lar business type of business lar business experience

Number Percent Number Percent Number Percent Number Percent

Probable success 83

35 10 33 - - 28 27 6
Failure 54 23 9 30 35 34 iS gg
Probable failure 67 28 7 23 19 19 18 25
Undeterminable 34 14 4 14 21 20 19 27
Total 238 100 30 100 103 100 71 100

|
|

==

Our analysis of the relationship of managerial experience
to business success at the Los Angeles office indicated that
the number of years of managerial experience of the owner may
be a significant factor in determining whether a business will
succeed or fail As shown below, the success rate of busi-
nesses whose owners had more than 5 years of managerial ex-
perience in similar businesses was more than double the
success rate of businesses whose owners had 5 years or less
of managerial experience 1in similar businesses.

Managerial experience 1in similar business
Specific time
5 years or less Over 5 years undeterminable
Number of Number of Number of
businesses Percent businesses Percent businesses Percent

Probable success

8 16 18 40 4 27

Failure 25 49 7 16 6 40

Probable failure 12 23 14 31 1 6

Undeterminable 6 12 6 13 4 27

Total 51 10 45 100 15 100
Equity

No significant relationship was evident between the
amount of an owner's equity expressed as a percentage of
total business assets and the success or failure of a busi-
ness. However, some relationship was evident as the dollar
amount of equity increased Only 26 percent of the busi-
nesses with owner equity of §11,000 or less were classified
as probable successes, whereas 41 percent of the businesses
with owner equity of over $11,000 were classified as probable
successes

Industry

Of the 443 businesses 1in our sample, 207 were retail
businesses and 164 were service businesses As shown

BEST DOCUMENT AVAILABLE 33



below, the probable success rate for these two types of
businesses was about the same--32 percent for retail and
30 percent for service

Only 12 businesses 1in our sample were construction
companies, and they had a probable success rate of 58 per-
cent  Manufacturing firms, with a probable success rate
of only 19 percent, were the least successiul

Retail Service Manufacturing Wholesale Construction
Number Percent Number Percent Number Percent Number Percent Number Percent
Probable
success 67 32 49 30 8 18 ] 32 7
58
Failure 53 26 45 27 11 7
Probable ; ) a : 2
failure 5 24 37 23 16 39 6
Undeterminable _37 18 _33 20 6 15 3 ﬁ : Y
Total 207 100 164 100 4 100 2 90 i 100

Inadequate working capital

Our ana1y51s did not 1dent1fy any relationship be-
tween 1ndaequdLe wuxnlug LaPLLdL and business success Or
failure To determine whether borrowers may have had
inadequate working capital, we sent questionnaires to 1,252
borrowers who received loans from the Chicago, Los Angeles,
and Washington offices from April 1, 1968, through Decem-
ber 31, 1970, asking them 1f they had received as large a
ioan as they had requested Of the 703 borrowers who
responded, 135, or 19 percent, stated that the amount of
the loan they received was less than the amount they re-
quested At Chicago and Washington, 29 of the 59 borrowers
who stated they received less than they requested owned
businesses included in our sample (no information was de-
veloped on this matter at Los Angeles) Of these busi-

nesses, 9 (31 percent) were classified as probable successes
and 15 (52 nercent) were classified as failures or nrobable

ChLia L2 & poibiiyy cie Lld>111CU 4da» 1 a1 1 tll

failures. These rates are approximately the same as the
overall rates for our sample.

Possible reasons for
insignificant relationships

Two possible reasons for the insignificant relation-
ships between some of the characteristics analyzed and
business success and failure are

BEST DOCUMENT AVAILARLE
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1 The information on a characteristic may not be
specific enough. As shown by our analysis of
managerial experience, more specific information
about a particular characteristic may facilitate a
more meaningful analysis As a further example,
rather than characterizing a business as a retail
business, the important characteristic might be
that the business was a grocery store.

2. Certain characteristics may have no relationship.

A1l possible characteristics were not considered.
Other characteristics identified in the loan file, such
as age and educational experience of the borrower, may be
significantly related to success or failure. To have de-
veloped information on all possible characteristics and
to have developed more specific information on those
characteristics we did analyze would have required a pro-
hibitive amount of effort In addition, the loan files
were occasionally incomplete or the information was in-
sufficient to make additional analyses.

35



APPLICATION OF SBA RESOURCES HAD LITTLE
EFFECT ON IMPROVING CHANCES OF SUCCESS
FOR MINORITY BUSINESSES

A number of resources which can aid borrowers in
developing or maintaining successful businesses are avail-
able under Operation Business Mainstream These resources
include management assistance provided by SCORE, ACE, sec-
tion 406 contractors, and SBA personnel, the section 8(a)
procurement program, and, where required, additional fi-
nancial assistance. Also, before July 1972, management
assistance was available from section 406 grantees. The
extent to which such resources were used for the businesses
included in our sample and the relationship of such activi-
ties to business success are discussed below

Management assistance

Approximately 50 percent of the businesses that needed
management assistance did not receive assistance. When
management assistance was provided, 1t had little effect on
improving business status or reversing a trend toward fail-
ure Management assistance activities are discussed 1in
chapter 4

Procurement assistance

Under the section 8(a) procurement program, SBA enters
into procurement contracts with other Federal agencies and
then subcontracts the performance of the contracts to minor-
1ty businesses. Only 15 of the 443 businesses received
section 8(a) procurement assistance under 49 subcontracts
having a total value of about $7.6 million We classified
four as probable successes, two as failures, five as prob-
able failures, and four as undeterminable

Of the 443 businesses, 207 (47 percent) were retail
businesses None of these retail businesses received sec-
tion 8(a) procurement assistance SBA reports show that
most section 8(a) subcontracts were awarded to construction,
manufacturing, and service businesses. Thus a large number
of minority retail businesses apparently are not being
helped by the section 8(a) procurement program
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Additional financial assistance

Additional loans are available to all borrowers under
SBA programs, subject to the following condition set forth
1n SBA's National Directive 510-1A

"An additional loan or a refunding loan shall not
be made for the primary purpose of protecting an
existing SBA loan. Additional loans and refund-
1ng loans are subject to the same credit standards
as an original loan The loan report on an addi-
tional or refunding loan shall include an expla-
nation of why the first loan did not accomplish
1ts intended purpose, whether an additional or
refunding loan can accomplish 1t, and a penetrat-
1ng examination of the borrower's financial condi-
tion and repayment ability "

0f the 443 businesses, 74 had received two or more
loans as of October 1971. Of the 74 businesses, 13 were
classified as probable successes, 42 as failures or prob-
able failures, and 19 as undeterminable. Because businesses
classified as failures or probable failures outnumber those
classified as probable successes by 3 to 1, providing an
additional loan to a minority business appears to be of
limited value i1n improving the chances of business success

CONCLUSION

Our review has demonstrated that significant relation-
ships exist between certain characteristics of the business-
man and his business and business success and failure The
development of loan approval criteria based on an assessment
of owner and business characteristics relating to business
success and failure could possibly reduce the failure rate,.
The development of such criteria should be based on an
evaluation of businesses receiving SBA loans to identify
those characteristics most often related to success and
failure

RECOMMENDATION TO THE ADMINISTRATOR, SBA

To provide greater assurance that loans are made for
minority businesses with reasonable prospects for success
and thus reduce the current high rate of failure and
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probable failure, we recommend that SBA develop loan
approval criteria based on an assessment of owner and
business characteristics relating to business success and
failure Such criteria could be developed using the re-
sults of our review and analyses made by SBA or other or-
ganizations involved in the minority enterprise effort.

AGENCY COMMENTS

The SBA Administrator agreed that more work ought to be
done to improve loan approval criteria. He noted that SBA's
Office of Planning, Research, and Analysis had made a
relevant study and the results will be 1ssued shortly.

(See p. 73.) The Administrator agreed to continue efforts
to 1dentify the characteristics of businesses and business-
men that are related to business success or failure,
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CHAPTER 4

SBA TANAGEMENT ASSISTANCE HAD LITTLE

IMPACT ON SUCCESS OF MINORITY BUSINESSES

SBA management assistance activities have had little
impact on the success of minority businesses. Management
assistance 1in solving business problems was not provided to
about 50 percent of the businesses in our sample that had an
1dentified need for such assistance. Even when assistance
was provided, 1t had little effect on improving business
status or reversing a trend toward failure.

The 1neffectiveness of management assistance provided
appears to have been caused by the failure to provide timely
assistance and by the possible inferior quality of some of
the assistance Also, because such business problems as
vandalism, owner fraud, or owner 1llness may not be suscep-
tible to solution through management assistance, many busi-
nesses may fail even if management assistance 1s provided
more often and/or more effectively.

IMPORTANCE OF MANAGEMENT ASSISTANCE

SBA officials and others have emphasized the importance
of management assistance 1n establishing and expanding suc-
cessful minority businesses as 1llustrated by the following
statements.

SBA

"SBA's management assistance programs are keyed to
furthering the establishment, growth, and success
of small businesses. The need for this assistance
can be pointed up by failures that occur in the
small business community every year

"It 1s estimated that 9 out of every 10 business
failures are due to managerial deficiencies.
These discontinuances represent a tremendous eco-
nomic loss for the small business economy HMany
of these business failures probably could have
been avoided 1f the small business owner had re-
ceived the necessary management assistance at

the appropriate time.

39



"Therefore, one of the major objectives of the SBA
1s to remedy this situation * % * we work to
strengthen the management capabilities of small
businessmen "

President's Advisory Council on
Minority Business Enterprise

"The need for extensive management and technical
assistance 1s not unique to minority business * * %
However, the health of minority businesses tends to
be more precarious due to the extensive managerial
and technical deficits characteristic of minority
entrepreneurs In general, these deficits stem
from a lack of formal business training. Other
causative factors include the absence of an

enduring entrepreneurial tradition, failure to

find meaningful managerial employment, the typical
undercapitalization of minority businesses, which
leaves less room for error and little or no money
for necessary assistance, as well as the unavail-
ability of self-help aids for the minority business-
man who seeks to develop his business skills."
("Minority Enterprise and Expanded Ownership Blue-
print for the 70's," June 1971, p. 52 )

OMBE

"The plight of the minority entrepreneur 1s espe-
cially desperate because he may not even know
where to turn for technical assistance or may not
feel he can afford 1t It 1s important that he
be directed to sources of assistance not only
wvhile he 1s setting up his business, but also on
a continuing basis so that help will be avail-
able to cope with the problems as they arise "

Both the SBA Administrator and the Assistant Administra-
tor for Minority Enterprise have stated that an increase 1n
management assistance 1s necessary to reduce the high failure
rates for minority businesses.
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SBA MANAGEMENT ASSISTANCE
AVAILABLE TO MINORITIES

Various types of management assistance are available to
minority bu-inessmen through various SBA programs. Business-
men and potential businessmen can learn management tech-
niques by attending SBA-sponsored general management
instruction courses and workshops. A potential borrower can
recelve assistance 1in putting together his loan application
package from minority enterprise representatives or loan
officers.

During loan processing the potential borrower's manage-
ment ability may be evaluated by a SCORE volunteer or an SBA
management assistance officer, An evaluation of management
ability 1s required for each applicant for a direct EOL and
may be made for any minority loan applicant. The purpose of
the evaluation 1s to i1dentify existing or potential defi-
cilencies 1n such functions as recordkeeping or advertisramg,
which indicate a need for management assistance. The loan
officer processing the business loan application may also
i1dentify deficiencies which indicate a need for management
assistance

After a loan 1s made, SBA employees are required to
service the loan so that they may be informed regarding the
borrower's operations and financial status. Business problems
may be 1dentified during visits to the borrower or through a
review of financial statements submitted by the borrower.

SBA also calls on SCORE volunteers and section 406 con-
tractors to identify business problems. A section 406 con-
tractor often spends a few days making a management evaluation
in which he studies the history, problems, and prospects of
a business and then recommends the amount of assistance needed
to resolve the problem identified (for example 3 days of man-
agement assistance 1in merchandising and advertising). SCORE
volunteers follow a similar procedure but generally spend less
time on an evaluation than the section 406 contractors

The primary SBA sources of management assistance to solve
1dentified problems of minority borrowers are section 406 con-
tractors., Borrowers may also obtain assistance from SCORE and
ACE volunteers, community organizations, banks, and other pri-
vate sector sources Before July 1972, assistance was also
available from section 406 grantees
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MANAGEMENT ASSISTANCE PROVIDED TO
ONLY 50 PERCENT OF MINORITY BORROWERS
WITH IDENTIFIED NEEDS

Of the 443 businesses 1in our sample, SBA personnel,
section 406 contractors and grantees, and SCORE volunteers
had 1dentified 224 that needed management assistance. SBA
records showed that management assistance had been provided
to only 111 of these 224 businesses.

We 1dentified the following reasons for the limited
amount of management assistance provided to solve the identi-
fied problems of minority borrowers (1) the amount of sec-
tion 406 management assistance available to borrowers 1is
minimal, (2) SBA frequently calls on 406 contractors to
identify problems, thus leaving the contractors with less
time to assist 1n solving the problems identified, (3) SBA
infrequently calls on volunteer personnel to assist in
solving 1dentified problems, and (4) borrowers are often
reluctant to accept management assistance.
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Minimal section 406 management assistance
available to borrowers

The section 406 management assistance available to
minority borrowers has been minimal. The number of section
406 contractors and grantees available to provide assistance
during fiscal years 1969 through 1972 1in each of the three
SBA offices 1included in our review and the dollar amounts of
the contracts and grants are shown below.

Fiscal year
1969 1970 1971 1972

Number Amount Number Amount Number Amount Number Amount
(000 omitted) (000 omitted) (000 omitted) (000 omitted)
406 contractors
Washington - - $ - 3 § 375 2 $212
Chicage - - 2 250 1 185
Los Angeles - - - 3 325 2 283
National
(note a) 1 250 = - _
Total 1 §_ 250 8 § 950 5 $680
406 grantees
Washington 3 $143 2 § 8z 2 $ 181 4 $119
Chicago 1 79 - - - - -
Los Angeles 1 95 2 84 1 129 2 66
National
(note a) 1 _19 3 897 1 9090 2 189
Total 6 $336 7 $1,063 3 §1,210 8 $374

4These grantees and contra: tors provided services to one or more of the three offices and to other SBA offices
across the country

The section 406 contractors shown above not only pro-
vided assistance to minority businessmen 1in the areas served
by the three offices we reviewed but also assisted minority
businessmen 1n the remainder of each of the three SBA regions
in which the offices are located. For example, Washington
1s 1n SBA region 3 which also includes Delaware, Maryland,
Virginia, West Virginia, and Pennsylvania. (Chicago is 1in
SBA region 5, and Los Angeles 1s in SBA region 9.)

On the basis of an average cost of $186 per man-day
(calculated from the costs of section 406 contract services
in the three cities), the $212,000 available in SBA region 3
for fiscal year 1972 should have provided about 1,120 man-
days of contractor services, the $185,000 available 1n
region 5 should have provided about 1,080 man-days, and the
$283,000 available in region 9 should have provided about
1,320 man-days. As of Apral 30, 1972, about 1,478 minority
loans were outstanding in region 3, 2,469 in region 5, and
2,525 1n region 9. If one-half of the borrowers of these
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loans had 1dentified needs for assistance (as was the case
1n our sample), section 406 contractors could have provided
only an average of slightly more than one man-day of assist-
ance for each borrower with i1dentified needs.

Section 406 grantees spent much of their time doing such
things as 1dentifying opportunities for minority businessmen
and aiding them 1in preparing loan applications rather than
providing management assistance to meet 1dentified needs.

Our review of the activities of these section 406 grant-
ees operating in Los Angeles showed that two were emphasizing
assistance in helping minorities obtain loans, rather than
assistance, after the loans had been received. Our review
of the activities of two section 406 grantees in Chicago
showed that one had limited 1ts activities to helping minor-
1ties obtain loans.

In addition to providing various types of assistance to
minority businessmen with SBA loans, section 406 grantees
and contractors provided assistance to minority businessmen
who did not have SBA loans. This placed further demands on
the minimal resources available.

Section 406 contractors often called on
to 1dentify problems rather than solve them

SBA's Washington office frequently called on these con-
tractors to identify problems of minority businesses, leav-
1ing the contractors with less time to assist 1n solving the
problems 1dentified. During fiscal years 1970 and 1971,
these contractors provided services to 32 borrowers on 48
occasions. Of the services provided on these occasions, 28
were management evaluations to identify problems and only
20 were directed toward furnishing needed assistance. In
Los Angeles and Chicago, however, these contractors were
called on primarily to furnish assistance 1in solving 1den-
tified business problems. Problems were identified mainly
by SBA and volunteer personnel.
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Volunteer personnel infrequently called on
to assist 1n solving identified problems

At each of the three offices included in our review, SBA
had infrequently called on SCORE volunteers for assistance,
and the services that such personnel provided generally did
not i1nvolve solving i1dentified problems of SBA minority
borrowers. Also we found evidence of only two borrowers 1in
our sample who had received management assistance from ACE
volunteers. SBA officials informed us that ACE volunteers
had served as lecturers and instructors at SBA-sponsored
seminars and training courses and that they were reluctant to
call on these volunteers to help resolve 1dentified business
problems because of possible conflicts of interest. For
example, 1f a borrower needed accounting assistance, an ACE
volunteer accountant might recommend continued assistance
from himself on a fee-for-service basis.

As of December 1971, 72 SCORE volunteers served the
Chicago district and 118 SCORE volunteers served the
Los Angeles district. As of March 1972, 40 SCORE volunteers
served the Washington distraict.

SBA officials at each of the three district offices
brought to our attention the infrequency with which SBA calls
upon SCORE volunteers. A Washington district office official
informed us i1in November 1971 that only 6 to 8 of the 40 vol-
unteers were actually providing assistance. A Chicago office
official and a SCORE volunteer pointed out that the SCORE
caseload was not very substantial and that volunteers fre-
quently complained about the lack of work. A Los Angeles
office official told us we would find few instances of SCORE
assistance for minority businessmen.

We found evidence of only 40 postloan contacts by SCORE
volunteers with the minority borrowers in our sample. Of
these contacts, 22 were management evaluations and 18 in-
volved assistance to the borrower in solving problems. Ac-
cording to SBA district office officials, SCORE volunteers
usually do not assist borrowers in solving business problems
and most contacts with borrowers are generally limited to
1 hour of counseling. According to a Washington district
office official, although SCORE volunteers identify problems
and counsel and advise borrowers, such assistance usually 1s
not sufficient, by 1tself, to bring about business success.
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He stated that such success would usually depend on additiona
assistance from section 406 contractors or from consultants
paid by the borrower. A Los Angeles district office official
told us SCORE volunteers did not usually get into the details
1nvolved in solving problems.

Off

tives of several section 406 grantees discussed the charac-
teristics of volunteers which limited their usefulness in
providing assistance to minority borrowers. They stated

that most of the SCORE volunteers were retired nonminorities,
many of whom held positions 1in large companies, rather than
small businesses.

1als at each of the three SBA offices and represent

1c
A S
S

The SBA officials said that SCORE volunteers had been
reluctant to go to the ghetto to visit a borrower at his
place of business. Instead, much of the counseling was done
at the SBA district office. They also stated that SCORE
volunteers had not been able to communicate effectively with
minorities and thus minority businessmen had not been
receptive to SCORE assistance.

These problems relative to volunteer assistance were
discussed 1in the report to the President by the Advisory
Council on Minority Business Enterprise, dated June 1971.
Referring to the need for management assistance, the report
stated

"While 1t 1s generally accepted that assistance
to minority businesses 1s essential, 1t 1s often
maintained that efforts in the past, as a whole,
have not been successful. Either aid has not
been available 1n the quantity or variety to
help business 1n a fully systematic way, or a
specialist in one area finds himself deployed

in an entirely different field. As a rule, gen-
eral business knowledge 1s most common among
volunteer consultants and 1t may not be

adequate to handle specialized problems that

may arise.

"Another weakness 1n current assistance efforts
may be due to a lack of effective communication
between businessmen who look for help and the
1ndividuals who volunteer to give aid A close
continuing relationship between client and
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counselor 1s crucial to the success of their ef-
forts, but such a relationship has been difficult
to maintain in traditional volunteer programs.
The frequent crises of day-to-day operations
afflicting the minority businessmen make quick
access to assistance critical, and yet the vol-
unteer nature of most assistance programs has
made quick access difficult and sometimes im-
possible."

According to the Assistant Administrator for Minority
Enterprise, a volunteer program 1s useful but generally 1is
not adequate to meet the management assistance needs of
minority borrowers.

Borrowers are reluctant to accept
management assistance

Officials at each of the three SBA offices included 1in
our review informed us that the reluctance of minority
borrowers to accept assistance was one of the major problems
in developing adequate management assistance programs. One
factor causing this problem may be the aforementioned dif-
ficulty in establishing rapport between SCORE volunteers
and minority borrowers.

SBA officials 1in Los Angeles told us that few borrowers
were 1nterested 1n management assistance. They said that a
recent district office survey of borrowers revealed that less
than 3 percent would accept management assistance, 1f offered.
A SCORE volunteer in Chicago said the reluctance of borrowers
to request assistance had been a major problem.

To take advantage of SBA management assistance programs,
a borrower must sign release forms which give the volunteer
or contractor access to the borrower's loan file and which
remove volunteer or contractor liability for bad advice.
Peat, Marwick, Mitchell § Co., 1n a report dated April 26,
1971, on the results of 1ts management study of SBA, noted
that many SBA clients refused to sign the form necessary to
secure SCORE volunteer assistance.

According to a Washington district office official

--most borrowers have to be pressured 1nto accepting
management assistance,

47



--most requests for assistance come from nonborrowers,

--potential borrowers sometimes agree to accept manage-
ment assistance, because they think the appearance
of being willing to accept assistance will help them
get a loan,

--borrowers often fail to appear for assistance appoint-
ments after the loan 1s made, and

--borrowers who are delinquent in loan payments and

who need management assistance often fail to appear
for appointments to avoid contact with SBA.
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MANAGEMENT ASSISTANCE INEFFECTIVE

Management assistance provided to minority businesses
to help solve their identified business problems had little
effect on improving business status or reversing a trend
toward business failure. We determined the status of the
111 businesses included in our sample which received manage-
ment assistance and found that only 24 were classified as
probable successes, whereas 69 were classified as failures

and probable failures. The results of our classification
follow.

Businesses which received

Status management assistance
Number of
businesses Percent
Probable success 24 22
Failure 28 25
Probable failure 41 37
Undeterminable 18 16
Total 111 100

|
|

Information on the nature and/or extent of the assist-
ance provided by SCORE volunteers, section 406 grantees, and
other nonsection 406 contractor sources was limited in many
cases. We analyzed the effectiveness of the management
assistance provided by section 406 contractors to 44 busi-
nesses 1n our sample because reports submitted to SBA by
these contractors included more detailed information on the
nature and extent of the assistance provided

As shown below, of the 44 businesses, only 6 (14 per-
cent) were classified as probable successes, a lower probable

success rate than the 22 percent applicable to all businesses
which received management assistance.
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Businesses which received
section 406 contractor

Status assistance
Number of
businesses Percent
Probable success 6 14
Failure 9 20
Probable failure 19 43
Undeterminable 10 23
Total 4 100

We also compared the loan repayment status of busi-
nesses before and after contractor assistance was provided
to determine whether the status had improved after receiving
assistance. The loan status at the time the assistance was
provided was considered to be the '"before" status, the status
at the time of our review was considered to be the '"after"
status. The time lapse between the time assistance was
provided and the start of our review for the 44 businesses
that received assistance 1s shown below.

Time lapse Number of businesses
(nearest month)

0 to 2 months 2
3 to 6 months 21
7 to 12 months 16
over 13 months 5

The results of our analysis of changes 1n loan repayment
status after section 406 contractor assistance are shown be-

1 -~
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Number of
Change 1n loan status businesses Percent

Improvement
Deferred to current
Delinquent to current
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Deterioration
Current to delinquent
Current to liquidation
Deferred to delinquent
Deferred to liquidation
Delinquent to liquidation

Total 36

Total
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0f the four businesses which improved in loan repayment
status, none were classified as probable successes, two were
classified as undeterminable, and two as probable failures.
Of the 24 businesses which showed no change in loan repay-
ment status, 15 were businesses with a "current'" status at
the time of assistance. Of these 15 businesses, 6 were
classified as probable successes, 6 as undeterminable, and
3 as probable failures.

The i1neffectiveness of management assistance provided
appears due to the fact that timely assistance 1s not provided
because of 1inadequate loan-servicing activities Also cer-
tain business problems may not always be susceptible to
solution through management assistance
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Timely assistance not provided

Assistance 1s often provided to a business too late to
have an effect on i1mproving the status of the business or
reversing a trend toward business failure. In many instances
the management assistance provided was not timely because in-
adequate loan servicing prevented the problems from being
identified at an early date

Officials of both of the section 406 contractors with
whom we talked in Los Angeles said many of the businesses
they assisted were too deep in financial trouble to benefit
from assistance This problem was noted by Arthur Young §
Company 1in 1ts study report entitled "An Independent Evalua-
tion of Programs Funded with Fiscal Year 1969 Funds under
Section 406 of the Economic Opportunity Act' dated Novem-
ber 12, 1970 The report stated

"# % * that much of the contract work orders were
placed 1n an effort to 'bail out' a client, fre-
quently an individual or organization already in
default on SBA loans This 1s normally a lost
cause and a contractor who attempts to provide
technical or management assistance under such
circumstances cannot hope to be very successful "

In addition, SBA officials at both Washington and
Chicago have stated that SCORE volunteers provide assistance
to businesses which are in such poor condition that they
cannot benefit from the assistance

SBA cannot provide management assistance until the prob-
lems of a business are identified SBA loan-servicling per-
sonnel have primary responsibility for early identification
of potential and actual business problems of minority busi-
nessmen. Banks also assume partial responsibility for serv-
1cing many of the loans they make.

One of the primary ways to identify a borrower's prob-
lems 1s to visit his business Our analysis of loan-servicing
activities applicable to the 443 businesses through October
1971 showed that SBA personnel made infrequent loan-servicing
visits and that initial visits were often not made within the
required period SBA procedures, 1n effect between the dates
the loans were made and the date our review was made, required
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that 1nitial loan-servicing visits be made to borrowers with
direct section 7(a) business loans at the earliest feasible
date within 6 months of loan disbursement and to borrowers
with direct EOLs within 60 days of disbursement  Businesses
with SBA-guaranteed loans--section 7(a) loans or EOLs--serv-
1ced by banks are to be visited by SBA at least once during
the first year We made our analysis in October 1971--15
months after the latest date (June 30, 1970) that a loan in
our sample was disbursed.

Of 152 businesses with direct EQOLs, 108 were not visited
within 60 days after loan disbursement Of the 108 busi-
nesses, 15 were never visited and 14 were not visited until
more than 1 year after loan disbursement. Of 69 businesses
with SBA-guaranteed EOLs, 20 were never visited. Of the
remaining 49 businesses, 11 were not visited until more than
1 year after loan disbursement.

Of 19 businesses with direct section 7(a) loans, only
7 were visited by SBA within 6 months of loan disbursement,
5 were not visited until more than 1 year after loan dis-
bursement, and 6 were never visited Of 195 businesses with
SBA-guaranteed section 7(a) bank loans, 34 were not visited
until more than 1 year after loan disbursement and 76 were
never visited. We did not analyze the loan-servicing activi-

ties for the eight businesses with both direct and guaranteed
loans.

An additional delay in providing assistance was noted
at the Washington district office where the time lapse be-
tween the date a borrower's need for management assistance
was 1dentified and the date that section 406 contractor as-
sistance was provided was 4 or more months in 11 of 17 in-
stances We could not determine when assistance was provided
in three other instances. During the many months between
the date that a borrower's need for assistance 1s i1dentified
and the date that assistance 1s provided, the position of
his business could deteriorate

Our review of bank records and discussions with bank
officials showed that many banks did not make servicing
visits to minority businessmen with SBA-guaranteed loans.

53



We obtained information from 27 banks in Chicago on
their loan-servicing activities. Officials at three of the
banks told us that no servicing visits had been made to
borrowers' places of business and that servicing had been
done either by telephone or during a borrower's visit to
the bank At 15 banks we were told that the frequency of
visits to borrowers depended upon their needs for assistance,
nine other banks required a certain minimum number of visits
to each borrower

The records at 11 banks for 102 businesses showed that
bank personnel had not made servicing visits to 58 of the
businesses. Bank officials informed us that 46 of the
58 businesses had been visited one or more times but that
information on the visits had not been recorded

The records of Washington banks for 52 businesses showed
that 42 had not been visited by bank personnel Bank offi-
cials informed us that most of the contact they had with the
borrowers occurred at the bank rather than at the borrowers'
places of business They stated also that the costs of

[ ~name averaadad +ha wala+ad At arAac

admlnlster1ng MLuUthY loans exceeded the related interest
income and that public relations was the major consideration
in maklng loans to minorities

The records of Los Angeles banks we visited showed that
few or no visits had been made Officials at some of these
banks said they did not make servicing visits, and officials
at other banks told us they did not keep records of visits
that had been made

In regard to bank servicing, Peat, Marwick, Mitchell
& Co stated

"The quality of loan servicing by banks under

the guarantee program has been extremely variable
* ®* % Many banks 1gnore this function even though
1t 1s a required part of the guarantee contract
Moreover, during periods of 'tight money' there

1s even less inducement to carry out the servicing
function since 1t 1s not associated with further
bank business development activity "

BEST DOCUMENT AVAILABLE
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In April 1969 we reported certain weaknesses 1n loan
servicing and management assistance to the Congress 1 In
that report, we concluded that SBA should pursue a more ac-
tive loan-servicing program to identify borrowers requiring
management assistance In notifying us of corrective action
taken to resolve the problem noted in that report, the SBA
Administrator stated on November 5, 1968, that loan-
servicing visits within 60 days of loan disbursements had
been established as a requirement for direct EOLs. Our
current review showed that the loan-servicing problem had
not been resolved

SBA officials at each of the three district offices in-
formed us that the offices did not have sufficient personnel
to meet the requirements for loan-servicing visits. The
SBA Administrator, in testimony before the Subcommittee on
Small Business of the House Committee on Banking and Cur-
rency on April 19, 1971, acknowledged that some minority
business failures could be related to the fact that SBA did
not have the personnel or money to give the full supportive
services needed during the first 90 days after a loan was
made  He stated that

"When you stop and consider the increase that we
have had in our loan portfolio, the total number
has gone up at an astonishing rate. An 1increase
in our personnel to provide supportive services

* ® * has not occurred and the result 1s a lack
of supportive services to borrowers. During the
critical period, which 1s the first 90 days after
a loan 1s made, * * * we have not been able to
provide service to the degree we would like "

The President's Advisory Council on Minority Business
Enterprise also noted the problem of providing adequate
loan servicing in 1ts report of June 1971 In commenting
on assistance needs of minority businesses 1n general, the
Counc1il pointed out that an effective system for monitoring
potential problems of minority businesses and for encourag-
ing the formulation of preventive safeguards had not been
developed.

'"Survey of Economic Opportunity Loan Program Shows Need for

Improved Administration and Increased Effectiveness"
(B-130515, Apr 23, 1969)
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From June through December 1971, SBA increased from 461
to 565 the total number of professional loan-servicing per-
sonnel 1n 1ts field offices In testimony before the House
Select Committee on Small Business on September 21, 1971,
the SBA Administrator said the increase 1n personnel would
provide early recognition of business problems and would
enable remedial measures to be taken before a borrower 1s
in serious trouble

Before the Subcommittee on Minority Small Business En-
terprise of the House Select Committee on Small Business on
April 26, 1972, the SBA Administrator testified that the
emphasis on loan administration activities had some effect
1n decreasing the 'trouble rate'" of EOLs but that SBA was
st111 weak 1n this area because of a shortage of persomnel.

In May 1972 SBA revised 1ts directives to require that
initial loan-servicing visits to direct EOL borrowers be
made not more than 6 months from the i1nitial disbursement
unless for some reason the visit 1s waived The revised
procedures state that, 1f payments are current and financial
statements indicate a satisfactory condition, subsequent
visits need not be made except as some specific circumstances
might warrant

An SBA official informed us that the requirement that
1nitial loan-servicing visits to borrowers with direct EOLs
be made within 60 days of loan disbursement had been changed
because the district office staffs were having great diffi-
culty in complying with this requirement He stated that
the increase in the number of loans had offset the increase
in the number of loan-servicing personnel

In a May 1973 SBA circular sent to the field offices, 1t
was noted that loan-servicing officers had misinterpreted
the new requirement. The circular stated

"It appears that field visits in direct loan
si1tuations have become rare exceptions and in the
Guaranty Program, are nonexistent. It 1s very
clear that many more are required than are being
made at present "
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Business problems may not be susceptible
to management assistance

Management assistance may not be effective when such
business problems as vandalism, owner fraud, or 1llness of
the owner are causes of business failure. Businesses having
such problems may have failed even 1f the owner was a capable
manager or 1f frequent effective management assistance had
been provided.

As discussed earlier 1in this report (see p 22), we
recorded the reasons 1dentified by SBA or banks for the
failure or probable failure of businesses in our sample and
classified them into five categories’ neglect, fraud, lack
of managerial capability, disaster, and other. We also
analyzed the reasons for business failure and probable fail-
ure to distinguish between situations involving a lack of
managerial capability and situations where other reasons were
involved 1n addition to the lack of managerial capability
or where managerial capability was not a factor. The results
of our analysis are summarized below,.

Reasons relating to failure or Businesses
probable failure Number Percent
Lack of managerial capability only ’ 67 29.5
Lack of managerial capability and other
factors 88 38.8
Other factors only 48 21.1
Unknown factors 24 10.6
Total 227 100 0

Of the 203 businesses 1in our sample for which reasons
could be identified, 136 either had one or more problems in
addition to a lack of managerial capability or the problems
1dentified did not include a lack of managerial capability
Therefore, even 1f management assistance could solve those
business problems related to managerial capability, these
136 businesses would have had other problems which manage-
ment assistance could not solve
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CONCLUSIONS

SBA's management assistance activities have had little
effect 1n preventing a high failure rate for minority busi-

nesses Management assistance has been ineffective partly
becanice many businesses have not receilved needed assistance
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The following factors have contributed to this problem  the
minimal section 406 management assistance available to bor-
rowers, the use of section 406 contractors to identify
problems rather than to assist in solving them, the infre-
quent use of volunteer personnel to assist in solving identi-
fied problems, and the reluctance of many minority borrowers
to accept assistance.

The expanded program of management assistance OMBE
initiated in the latter part of fiscal year 1972 (see ch 5)
may supplement the management assistance resources available
to SBA and 1ts minority borrowers.
assis ance, even when provided, was 1ineffec-
tive Our review disclosed a 69-percent fallure/probable
failure rate after bus1nesses had received management assist-
ance The ineffectiveness of the assistance that was pro-
vided appears to have been due to the failure to provide
timely assistance This failure stems mainly from SBA's
and the banks' 1nadequate loan servicing SBA's extension
of the period during which 1nitial visits to direct EOL bor-
rowers must be made from 60 days to 6 months 1s unlikely
to contribute to more effective loan servicing for minority
borrowers

[

Management as

Because some business problems may not be solved by
management assistance, some businesses may fail even 1f
SBA strengthens 1ts management assistance activities so that
assistance 1s provided more often and/or more effectively
However, 1f SBA improves 1ts loan selection process by
developing loan approval criteria based on an assessment of
the characteristics of businessmen and their businesses that
are related to business success and failure (see recommenda-
tion in ch 3), the frequency that these problems occur may
be reduced For example, 1f more of the businesses with
loans nave favorable locations, then vandalism and theft may
contribute to fewer business failures
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RECOMMENDATIONS TO THE ADMINISTRATOR, SBA

To improve the effectiveness of management assistance
provided to minority businessmen, we recommend that SBA

--Place greater emphasis on i1dentifying managerial
deficiencies before loan approval and on making the
acceptance of needed management assistance a condi-
tion of the loan.

--Require that managerial deficiencies be resolved be-
fore loan disbursement when short-term training can
resolve the problem.

--Use loan servicing, whenever possible, to identify
problems so that section 406 contractors may devote
their time to solving problems.

--Require loan-servicing visits to all minority bor-
rowers within the critical first 90 days after loan
disbursement.

--Establish procedures to insure that the required -
initial loan-servicing visits are made and that sub-
sequent visits are made as needed.

--Monitor and evaluate the adequacy of each participat-
ing bank's servicing of SBA-guaranteed loans to
minorities and, when a bank's servicing 1s inadequate,
assume the responsibility for servicing.

--Identify methods to engage volunteers more frequently
in solving, rather than identifying, problems

--Monitor and evaluate the effectiveness of the assist-
ance provided by each section 406 contractor to re-
move i1neffective contractors from the program

AGENCY COMMENTS

The SBA Administrator did not specifically agree or
disagree with our recommendations regarding management
assistance However, he noted that, within the constraints
of 1ts resources, SBA would make every effort to improve the

efficiency and effectiveness of 1ts management assistance
services
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The Administrator made the following comments on our
recommendations

--SBA 1s using all of 1ts section 406 funds for con-
tracts to provide specific assistance on the spot,
as needed, after the problems have been 1dentified
by SBA employees or volunteers

--SBA 1s 1in the process of restructuring its evaluation
of and 1ts involvement in the loan-servicing techniques
of participating banks

Finally, the Administrator noted that innovative thought
was needed for management assistance and that SBA was con-
sidering improvements within 1ts fiscal constraints He
said that a pilot program had been i1nitiated in which uni-
versity students would counsel small businessmen and would
receive academic credit for their work.
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CHAPTER 5

OMBE's EXPANDED PROGRAM OF
TECHNICAL AND MANAGEMENT ASSISTANCE

During fiscal year 1972 OMBE initiated an expanded
program of technical and management assistance for minority
enterprise. The program is essentially an enlarged version
of the OMBE affiliate concept and involved a supplemental
appropriation of $40 million 1in fiscal year 1972 and a
total appropriation of $63.9 million in fiscal year 1973.
OMBE 1initiated the program without adequately evaluating
the effectiveness of past activities of OMBE affiliates 1in
helping minority businessmen to become successful. Such an
evaluation was particularly important because management
assistance 1s the primary activity under OMBE's expanded
program, and our review of SBA management assistance dis-
closed that such assistance had generally been ineffective.

Beginning in June 1972, however, OMBE implemented a
planning, evaluation, and information system (Performance
Management System) to provide data necessary to evaluate
the performance of organizations funded under 1ts expanded
program. On the basis of our review of the types of informa-
tion to be generated by the new system, we believe that the
information, 1f properly used, should improve OMBE's ability
to evaluate the activities of these organizations.

During the first 2-1/2 years of 1ts existence, OMBE's
role was primarily that of coordinating the minority enter-
prise activities of the various Federal agencies and stimu-
lating activity in the private sector. In this capacity
OMBE worked with various business associations and organiza-
tions and with various Federal agencies to coordinate the
financial, management, and procurement assistance programs
and resources available to minority businessmen. OMBE
entered 1nto working arrangements with 34 local business
development organizations (called OMBE affiliates) through
which assistance was provided to minority businessmen. These
organizations were funded and directed by other Federal
agencies, such as the Economic Development Administration
and SBA. Because OMBE's role was chiefly one of persuasion
and coordination, 1ts staff was small and annual expenditures
were only about $2 million.
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OMBE received a $40 million supplemental appropriation
for fiscal year 1972. The largest part of the $40 million
was used to fund local organizations which provide business
loan packaging and management and technical assistance to
minority businessmen.

The two most important types of local organizations
OMBE funded and directed are local business development or-
ganizations (now referred to as LBDOs rather than OMBE af-
filiates) and business resource centers (BRCs) During
fiscal year 1972, OMBE used $23 8 million to fund 83 LBDOs
and $1 mi1llion to fund 7 BRCs

LBDOs, staffed to a large extent by minorities, serve
as a primary source of assistance to minority businessmen
LBDOs 1dentify potential minority businessmen, aid them in
formulating business 1deas, help them to develop their busi-
ness plans and prepare their loan applications, and counsel
them on a continuing basis. Thus, the primary functions of
the LBDOs, like those of the affiliates, are designed to
assist the minority businessmen 1in starting businesses

According to an OMBE official, the average LBDO has
five or six professional employees and funding of $170,000
compared with the average affiliate which had three profes-
sional employees and funding of $130,000.

A BRC 1s a vehicle for private sector participation 1in
the minority enterprise program and serves as a ready source
of assistance when a client's needs are beyond an LBDO's
capability A BRC (1) helps minority businessmen obtain fi-
nancing, (2) provides full-time management consultants and
technical experts, and (3) develops a skills bank of ex-
perienced volunteers.

In 1ts presentations to congressional committees, OMBE
stated that establishing BRCs, increasing the number of
LBDOs, and increasing the professional staffing at most
LBDOs should significantly increase the available resources
for providing management assistance.

During hearings OMBE also informed the Congress that
the LBDO concept was developed on the basis of experience
acquired through the activities of OMBE affiliates OMBE
stated that the affiliates had been successful and had proven
to be effective sources of assistance for minority businessmen
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OMBE said that the small size of an affiliate's professional
staff had prevented adequate specialization and had resulted
1in less-than-satisfactory service to those clients who needed
more than general technical assistance. In 1ts fiscal year
1971 annual report, OMBE stated that the design for the

LBDO concept was based on 2 years of '"relentless testing

and experimentation.,"

We asked OMBE to provide us with the evaluations, stud-
1es, and analyses which were used i1n arriving at its con-
clusions on the effectiveness of OMBE affiliates. OMBE pre-
sented us with material showing that 1t had obtained data
on the nature and amount of activity engaged in by the af-
filiates. The data included the number of people counseled,
number of loan applications prepared, number of loans made,
number of cases for which management and technical assistance
was provided, and the annual workload per affiliate staff
member,

An OMBE official also told us that OMBE personnel had
visited an affiliate in the Washington, D.C., area to discuss
1ts operations and had telephone discussions with several
affiliates concerning the degree of success being attained
by assisted businesses. No documentation was available on
these contacts. OMBE was unable to provide us with more 1in-
formation concerning 1ts evaluation of the effectiveness of
OMBE affiliates. OMBE officials said that through fiscal
year 1972 OMBE did not have procedures for evaluating the
success of 1ts activities in terms of the number of business-
men helped to become successful.

OMBE affiliates varied in methods of operation, the
number of professional personnel, the types of personnel, the
proportion of staff time spent on preloan and postloan ac-
tivity, and the types of management assistance given. Such
wide variations presented an excellent opportunity for OMBE,
on 1ts own or through SBA and the Economic Development Ad-
ministration, to have identified those staff levels, alloca-
tions of resources, and methods of operations, which produced
the best results 1n terms of the number of businesses helped
to become successful

After completion of our review, OMBE established a

planning, evaluation, and information system to accumulate
certain information on the workload of each LBDO, including
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the number of (1) loans packaged and approved, (2) new
business starts, and (3) businesses assisted. According to
OMBE officials, an LBDO's performance will be evaluated by
comparing actual performance data with estimates submitted
by the LBDO at the time 1t requests funding

In addition, the new system will maintain certain in-
formation--size, industry, and number of employees--on the
businesses assisted and will provide for the monitoring of
certain changes--failure or growth--in the businesses. A
profile with such information as age, education level,
equity, and years of experience will be compiled for each

businessman.
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CONCLUSIONS

The additional resources now available to OMBE should
increase the management assistance being provided to minority
businessmen. We have some question, however, as to whether
these additional resources will aid significantly in resolv-
ing their problems.

OMBE affiliates generally emphasized activities designed
to place a minority 1n business, such as helping the business-
man to formulate his business plans and prepare his loan appli-
cation. Should this emphasis continue, and OMBE has stated
that 1t will, many of the additional personnel in the LBDOs
w1ll be engaged 1in preloan activity. This practice coupled
with the resultant increase 1n the number of minorities going
into business because of the increased preloan activity may
result in the diffusion of management assistance resources.

If so, management assistance may remain inadequate because
the management assistance will not be directed toward solving
business problems which arise after the businessman has re-
ceived his loan and has begun operating.

In addition, we believe that OMBE's failure to adequately
evaluate the activities of OMBE affiliates before initiating
1ts expanded program of technical and management assistance
further compounds the uncertainty as to whether the additional
resources resulting from this expanded program will aid signif-
1cantly in resolving the business problems of minority busi-
nessmen. The affiliates operated with a variety of methods
and procedures, and OMBE had an opportunity to identify those
most conducive to establishing successful minority businesses.
OMBE could have used such knowledge to provide guidance to
LBDOs when they began operations under the expanded program.

On the basis of our review of the types of information
to be generated by OMBE's new Performance Management System,
we believe that the new system, 1f the information 1s properly
used, could be valuable 1n measuring the performance of LBDOs
and thereby identify those methods of operation which will
provide minority businessmen with assistance needed to improve
their chances of success Information reported to OMBE by
these organizations to date concerns minority businesses as-
sisted during fiscal year 1973 Insufficient time has elapsed
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for OMBE to evaluate the effects of such assistance in terms
of the success or failure of the businesses.

RECOMMENDATIONS TO THE SECRETARY OF COMMERCE

To adequately measure the success of LBDOs and to iden-
tify those methods of operation most closely related to the
establishment of successful businesses, we recommend that OMBE
use 1ts new information system to evaluate the effectiveness
of LBDOs 1in terms of numbers of successful businesses estab-
lished. In addition, we 1ecommend that OMBE coordinate 1ts
management assistance activities with those of SBA to provide
maximum benefit to minority businessmen and consider our com-
ments and recommendations 1in chapter 4 in the administration
of 1ts expanded assistance program

AGENCY COMMENTS AND OUR EVALUATION

The OMBE Director stated that OMBE's new Performance

Management System was designed to correct the conditions
noted 1n thiec chantar and +hat mncect 1Ff na+t all of the
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problems cited had been addressed by this system

We reviewed the types of information to be generated
by OMBE's new system and believe the system should provide
OMBE with information which could be used to make changes in
LBDO operations and activities.

The Director stated that OMBE did study the question
of optimum LBDO size and method of operation and had developed
guidelines and standard activities for LBDOs. He said, how-
ever, that the thrust of OMBE's technical and management as-
sistance program was local and that OMBE had encouraged each
LBDO to formulate 1ts own activities according to local needs

We asked an OMBE official to supply us with the studies
made of optimum LBDO size and methods of operation, and he
told us that no studies had been made. He said that, in
drafting the guidelines, OMBE had relied on the knowledge of
1ts own officials who had had experience with OMBE affiliate
operations and on the knowledge of SBA officials who had had
similar experience.
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We do not disagree with the Director that LBDOs may need
to establish programs with differences necessary to meet lo-
cal needs, however, OMBE did not develop information neces-
sary to 1dentify basic methods for the most effective LBDO
operations. As a result, many LBDOs may provide less effec-
tive assistance than 1t could otherwise have been in improv-
ing the chances of minority businesses to succeed.

The SBA Administrator indicated that SBA and OMBE were
coordinating their efforts to insure that the management as-
sistance resources of OMBE-funded private organizations will
be used effectively.
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CHAPTER 6

AGENCIES' EVALUATION OF

FEDERAL MINORITY ENTERPRISE EFFORT

OMBE has recently implemented a Performance Management
System which should give OMBE the ability to measure the suc-
cess of LBDOs i1n terms of successful businesses established.
Although 1terim goals or objectives have been established
for various activities in OMBE's program, we believe that
OMBE should develop long-range goals as to how many success-
ful minority-owned businesses should be established to enable
1t to measure the progress of the total Federal effort.

SBA has measured the success of Operation Business Main-
stream primarily by the annual increase in the number and
dollar amount of loans made rather than by the number of suc-
cessful minority businesses established. SBA has never estab-
lished an acceptable failure rate for minority businesses it
financed. SBA apparently has emphasized increasing the num-
ber of minority loans rather than improving the rate of suc-
cess of businesses financially assisted by SBA.

Until late 1971, SBA had not made any studies or evalua-
tions of Operation Business Mainstream to determine (1) how
successful 1t had been 1in establishing successful businesses
or (2) the factors relating to business success and failure.
In 1971, at the request of the Office of Management and Bud-
get, SBA 1initiated an evaluation of Operation Business Main-
stream.

LACK OF GOALS TO MONITOR
PROGRESS OF THE FEDERAL EFFORT

Before OMBE implemented 1ts Performance Management Sys-
tem, 1t relied on increases in the amount of loans, grants,
section 8(a) contracts, and management assistance provided
to minorities to measure the effectiveness of the Federal
minority enterprise effort.

Under 1ts new system, OMBE receives information on each
minority business assisted by an LBDO. According to OMBE,
each LBDO-assisted minority business will be evaluated semi-
annually by an LBDO and the progress or lack of progress of
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each business will be reported to OMBE. Therefore OMBE
should be able to evaluate an LBDO's success 1n establishing
successful minority businesses.

As a part of 1ts new system, OMBE has established in-
terim goals or objectives for each type of LBDO actavity for
fiscal years 1973 and 1974. For example, OMBE's fiscal year
1973 goal for new minority businesses established by all
LBDOs in fiscal year 1973 was 1,000. The interim gocals OMBE
established relate only to LBDO and other OMBE activities,
OMBE has not established long-range goals in terms of the
number of successful minority businesses to be established
as a result of the total Federal minority enterprise effort.

EVALUATIONS OF OPERATION BUSINESS MAINSTREAM
NOT RELATED TO SUCCESS AND FAILURE

Goals have not been established for Operation Business
Mainstream in terms of the number of successful minority
businesses to be established. The few goals that have been
established have been stated primarily in terms of the num-
ber and dollar amount of loans to be made, accomplishments
are measured 1in terms of the number and dollar amount of
loans made.

SBA presentations to the Congress on the results of
Operation Business Mainstream included information on the
number and dollar amount of loans made, the number of delin-
quent loans, the number of loans in liquidation, and the
actual and estimated losses. We found no evidence that SBA
had presented information to the Congress on the number of
successful minority enterprises or that SBA had established
any goals in terms of success or failure rates of businesses
with SBA 1loans.

Peat, Marwick, Matchell § Co. 1in 1ts April 1971 study
report commented on SBA's failure to establish goals. The re-
port stated that the objectives of Operation Business Main-
stream were not stated in terms of specific results to be
achieved. Regarding SBA's 1inadequacies 1in establishing
objectives, the report made the following statement,

"Tn the absence of well-defined statements on

1ts mission and objectives, SBA has not been able
to develop program plans which relate resource
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requirements to areas of priority and high
return The effect has been to present resource
requirements 1in terms of projections of 7(a)
loans and total fund requirements based on
average figures for loans, and not in terms of
specific objectives SBA hopes to achieve through
1ts loan programs, 1 e , improving the success
rate of 7(a) loans by X percent through an inte-
sista
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Peat, Marwick, !itchell § Co also stated that SBA in
adopting a policy of making more loans to minority individ-
uals had not formulated an acceptable loss rate for such
loans to take into account the higher probability of non-
repayment The report pointed out that SBA relied exclu-
sively on the number of loans being made to measure the
success of 1ts programs without attempting to develop addi-
tional measures.

An increase 1in the number and dollar amount of loans
cannot be an adequate measure of the success of the minority
enterprise effort because only an indirect relationship exists
between the number of loans made and the number of successful
minority-owned businesses. On April 26, 1972, the OMBE
Director 1in a statement before the Minority Small Business
Subcommittee of the House Select Committee on Small Business
stressed the importance of measuring the success of minority
enterprise programs 1in terms of successful businesses, rather
than by the amount of Federal activity--which he referred to
as input. He stated

"These inputs are important, they are the basac
building blocks of our entire effort. They are
worth nothing, however, unless they produce re-
sults which materially increase minority busi-
ness ownership "

"k & % the ultimate pay-off, the only true mea-
sure of success, will be found on that bottom
line of the [profit and loss] statement "

In recent years SBA, either in-house or through con-

tracts with management consultant firms, has studied and
evaluated 1ts activities, These studies have ranged in scope
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from covering all SBA's activities to covering only the
section 406 management assistance program, However, none of
these studies related their findings to the success or fail-
ure of minority businesses. A brief discussion of each of
the studies follows.

Evaluations by consultants

The first study by a consultant was made by Sam Harris
Associates, Ltd., and was completed in May 1969 with the
i1ssuance of a report entitled "Compensatory Capitalism A
Description and Evaluation of Project OWN.'" This report's
major conclusion was that 'given the resources available to
1t, the SBA did an exceptiomnal job relataive to 1ts past per-
formances in programs of Compensatory Capitalism.'" This
conclusion was based on the increase in the number and
dollar amount of minority loans during Project OWN., During
the study the consultant developed information on such char-
acteristics as education and work experience for 57 loan
applicants. However, no attempt was made to relate these
characteristics to an applicant's business success or failure,

A study made in 1970 by Arthur Young § Company measured
the 1mpact of the section 406 management assistance program
in terms of the number of businesses assisted and the num-
ber of employees who would be out of work 1f their businesses
had not received assistance. (See p. 52.) The study report
concluded that

"# % % the lack of definitive records prohibits
the making of valid estimates of changes in busi-
ness 1income, the average profitability of the
assisted business, or of the number of employees
resulting from 406 assistance."

The report also contained several findings and recommendations
concerning the administration and management of the section
406 management assistance program.

The most recent consultant evaluation was a comprehensive
management study of SBA operations by Peat, Marwick, Mitchell
& Co The study i1dentified a number of deficiencies 1in the
minority enterprise effort, including management assistance
activities The study report, dated April 26, 1971, pointed
out that SBA was measuring the success of 1ts efforts by the
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increases in the number of loans, rather than the number of
successful businesses established.

In-house evaluations

SBA 1n-house studies relating to 1ts minority enter-
prise programs have been limited and have been concerned
primarily with management assistance activities

SBA reported to the Congress the results of a 1969
pilot study, "Measuring the Benefits of Management Assist-
ance,'" which showed that a net increase of about $10 1in
small business profits resulted from each dollar SBA spent
for management assistance. An SBA official informed us in
May 1972 that the information was obtained from question-
naires to individual businessmen who had received counsel-
ing or training. The businessmen were asked to report any
increase 1n profits as a result of assistance received. We
question the validity of the reported results because of the
difficulty of relating assistance received to an increase 1n
profits. The official stated that the questionnaire was sent
to both minority and nonminority businessmen He said that
probably not many minority businessmen were included because
the study was completed during fiscal year 1969 and thus
covered businesses that had been established largely before
SBA emphasized minority enterprise.

In September 1970 SBA's Office of Organization and Man-
agement completed a study of the effectiveness of SBA's ad-
ministration of the section 406 management assistance program
The study report recommended certain administrative changes
to increase the efficiency of SBA's administration of the
program and to provide increased services to minority busi-
nessmen.

Other SBA actions to evaluate the effectiveness of assist-
ance programs have been limited. No formal evaluation of the
management assistance provided by each section 406 contractor
or grantee had been made as of April 1972. To develop informa-
tion on the adequacy of assistance provided by SCORE volun-
teers, SBA asks the recipient of the assistance to comment on
tne adequacy of the assistance received. An SBA official 1in
Chicago told us that due to a lack of clerical help the forms
were not being sent out, and an SBA official in Washington
told us that most forms were not returned by the businessmen
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SBA, at the request of the Office of Management and
Budget, made a study of Operation Business Mainstream which
included an in-depth review of 600 SBA-financed minority
businesses at 45 field offices. The study was to determine
the extent to which firms remain in business or fail over a
period of time after receiving loans, how their income and
sales have increased or decreased, the influence of manage-
ment assistance, and the various business and owner char-
acteristics which affected their survival and progress. As
of September 12, 1973, a final report on this study had not
been 1ssued. The results of this study should provide a
basis for taking action to reduce the failure rate of minor-
ity businesses with SBA loans.

CONCLUSIONS

OMBE should establish long-range goals in terms of the
number of successful minority businesses to be established™
to enable 1t to adequately monitor the progress of the total
Federal effort. Also SBA should establish goals in terms of
successful minority businesses to be established by Opera-
tion Business Mainstream. These goals would be a part of
the overall goals for the Federal effort.

SBA measures the success of Operation Business Main-
stream primarily by the increases in the number and dollar
amount of loans made to minorities. In our opinion, in-
creases 1n program activities, by themselves, are not ade-
quate measures of program effectiveness., A more meaningful
measure of effectiveness would be the number of successful
businesses established. With 1ts new Performance Management
System, OMBE should be able to measure the success of LBDOs
in terms of successful businesses established. We believe
that SBA should also establish a system to adequately moni-
tor the success of 1ts efforts in terms of successful minor-
1ty businesses established. SBA has never established an
acceptable failure rate for minority businesses financed
with SBA loans. Because of the adverse effect that high
failure rates may have on the creditability of the Federal
effort among the minority community, the public, and the
Congress, SBA should establish an acceptable percentage
standard for failures.
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RECOMMENDATION TO THE
SECRETARY OF COMMERCE

We recommend that OMBE establish long-range goals 1in
terms of the number of successful minority businesses to be
established by the Federal minority enterprise effort.

RECOMMENDATIONS TO THE
ADMINISTRATOR, SBA

We recommend that SBA

--Establish goals, 1in conjunction with OMBE, in terms
of the number of successful minority-owned businesses
to be established under Operation Business Mainstream,

--Develop a management information system which would
enable measurement of SBA's accomplishments in terms
of successful minority businesses established.

--Establish an acceptable failure rate for Operation
Business Mainstream.

AGENCY COMMENTS AND OUR EVALUATION

The SBA Administrator agreed that different goals and
measurement systems were needed. According to the Administra-
tor, SBA has been working with the Office of Management and
Budget and OMBE to develop a basic data gathering and report-
ing system which will enable SBA to set more meaningful and
realistic goals.

The SBA Administrator questioned whether any specific
figure expressing an acceptable failure rate would be any-
thing but controversial. He indicated that SBA would con-
tinue to attempt to reduce the actual failure rate but that
SBA would also continue to provide minorities with the op-

portunity to enter the mainstream of American business.

We agree that an acceptable failure rate 1s controver-
sial and that attempts to reduce the actual failure rate
should continue. But, we believe, SBA should establish an
acceptable failure rate. By establishing such a rate, SBA
would be stating to the Congress that this rate is the
maximum failure rate SBA would accept for minority businesses
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on the basis of loan eligibility criteria and the level of
resources allocated to assisting minority borrowers. If the
actual failure rate exceeded the acceptable failure rate,

SBA would need to reevaluate 1ts minority enterprise programs
to determine what adjustments should be made to 1ts loan
eligibility criteria and/or to the level of resources allo-
cated to assisting minority borrowers.
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CHAPTER 7

SCOPE OF REVIEW

We conducted our review at SBA and OMBE headquarters
in Washington, D C., and at SBA district offices in Chicago,
Los Angeles, and Washington, D.C

To evaluate the degree of success attained by minori-
ties receiving SBA loans, we selected for examination a
statistically random sample of 443 minority businesses from
the loan portfolios of the Chicago, Los Angeles, and Wash-
ington offices

Our selection was made from businesses for which EOLs
and section 7(a) business loans were disbursed during fiscal
years 1969 and 1970. The number of minority businesses
for which loans were disbursed during the 2 fiscal years and
the number of businesses selected for review at each of the
three SBA offices are shown below

Total fiscal
Fiscal year 1969 Fiscal year 1970 years 1969 and 1970

SBA office Total Selected Total Selected Total Selected
Chicago 125 54 199 96 324 150
Los Angeles 145 61 233 89 378 150
Washington 69 69 74 74 143 143

Few minority-owned businesses received SBA loans before
fiscal year 1969, therefore, we did not select such loans for
review Businesses with loans disbursed after fiscal year
1970 were not selected because sufficient time had not
elapsed since the loans were made to adequately evaluate the
probability of success or failure of the businesses

We examined SBA and bank loan files and other documenta-
tion trelating to the businesses selected for review. Discus-
sions were held with officials at SBA headquarters and the
three district offices and with section 406 grantee and con-
tractor personnel, bank officials, and selected minority bor-
Towers In addition, we reviewed SBA regulations, policies,
and procedures pertaining to Operation Business Mainstreanm
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We also held discussions with OMBE officials and
reviewed pertinent OMBE documents, particularly those per-
taining to the planning for 1ts expanded technical and man-
agement assistance program.

The number and amount of minority loans approved at
each district office under SBA's EOL and section 7(a) busi-
ness loan programs during fiscal years 1969 and 1970 are
shown below.'!

Total fiscal

Fiscal year 1969 Fiscal year 1970 years 1969 and 1970

SBA office Number Amount Number Amount Number Amount
(000 omitted) (000 omitted) (000 omitted)

Chacago 172 $6,540 263 $11,353 435 $17,893

Los Angeles 178 4,971 310 9,461 488 14,432

Washington 77 2,229 92 2,294 169 4,523

-

The number and dollar amount of minority loans approved
by the three offices during fiscal year 1970 was 665 and
$23.1 mi1llion, respectively. Under the EOL and section 7(a)
business loan programs, SBA during fiscal year 1970 approved
6,134 minority loans valued at §$145 million. The three
district offices accounted for 10.8 percent of this number
and 15.9 percent of this dollar amount.

During fiscal year 1970, about 51 percent (3,132 loans)
of the loans made to minority borrowers under the EOL and
section 7(a) business loan programs were bank loans (par-
ticipation or guaranty). The percentages of bank loans ap-
proved during fiscal year 1970 for minority borrowers by the
Chicago, Los Angeles, and Washington offices were 93 2, 45.2,
and 22.8, respectively. Thus, our selection 1included one
office where the mix between direct loans and bank loans
approximated the nationwide average for SBA, another office
with predominantly bank loans, and a third with primarily
direct loans.

1The number of loans shown differs from the number shown on
page 18. One reason for the difference 1s that this table
includes loans by date of approval rather than by date of
disbursement. A second reason for the difference 1s that a
number of approved loans were withdrawn or canceled before
loan funds were disbursed.
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GAO'S CLASSIFICATION OF BUSINESSES
BY SBA DISTRICT OFFICE

Projections to universe

Percent Number
Number Estimated error Estimated error
Business status in sample percent (note a) number (note a)
Chicago businesses (324 1n universe)
Probable success 59 387 + 5.5 126 + 18
Failure 26 18.9 + 4.3 61 + 14
Probable failure 44 28.7 + 5.2 93 + 17
Failure-probable fail-
ure (note b) 70 47.6 + 5.6 154 + 18
Undeterminable 21 13.7 + 3.9 bé + 13
Los Angeles businesses (378 i1n universe).
Probable success 37 24.6 + 5.1 93 + 19
Failure 53 35.5 + 5.8 134 + 22
Probable failure 35 23.3 + 5.3 88 + 20
Failure-probable fail-
ure (note b) 88 58.8 + 5.9 222 + 22
Undeterminable 25 16.6 + 4.6 63 + 17
Washington businesses (143 in universe).
Probable success 41 28.7 (c) 41 (c)
Failure 37 25.9 - 37 -
Probable failure 32 22.4 - 32 -
Failure—probable fail-
ure (note b) 69 48.3 - 69 -
Undeterminable 33 23.1 - 33 -
Total businesses (845 i1n universe)*
Probable success 137 30.7 + 3.1 260 + 26
Failure 116 27.5 + 3.1 232 + 26
Probable failure 111 25 2 + 3.1 213 + 26
Failure-probable fail-
ure (note b) 227 52 7 + 3.4 445 + 29
Undeterminable 79 16.6 + 2.6 . 140 + 22

a

Percent or number error at 95-percent-confidence level.
b

Combined total.

c
All loans 1n universe reviewed, therefore, no percentage error.
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US GOVERNMENT
SMALL BUSINESS ADMINISTRATION
WASHINGTON, D C 20416

OFFICE OF THE ADMINISTRATOR

APR 4 1973

Mr. Donald C Pullen
Assistant Director

General Govermment Division
General Accounting Office
Washington, D. C. 20548

Dear Mr. Pullen

Thank you for the opportunity to comment on the draft report, "Evaluation

of the Success of Federally Financed Minority Businesses " Because our
staffs have already met and discussed technical details concerning

specific sections of the report, including some questions we have concerning
study sample and methodology, I will confine my comments to 1ts overall
aspects.

At the outset, let me say that the report which represents a good deal

of work by your staff i1s well done and contains many incisive conclusions

and recommendations. However, perhaps the title should be changed to ~

a more descriptive one The report is a good summary of the ME effort,

a detailed description of the Small Business Administration and Office

of Minority Business Enterprise programsand statistics and field study of
443 minority businesses that received SBA loans together with recommendations
based on this study It i1s not, however, an "evaluation of the succesg"

of minority enterprises, and in fact does not purport to be, anywhere

other than in the title.

The recommendations in the report fall into four basic categories, viz
(1) development of new loan criteria, (2) providing more and more
effective management and technical assistance, (3) establishing different
goals and measurement systems and (4) failure rates We are pleased
that yourreport singled out these four areas that we, too, believe to

be the most important to ensure conbinuing success for the minority
enterprise effort We have been, and will continue to emphasize these
matters in our forward planning and implementation.

The gquestion of developing new loan approval criteria in minority enter-

prise 1s one with which we have been concerned for some time. As you
know, little research has been done in this area While there are almost
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as many theories as there are self-professed experts in this field, the
empirical support is sadly lacking. Our Office of Planning, Research
and Analysis has conducted a relevant study which should be ready shortly.
In addation, we have contracted with the MeBer Company to do prlot work
1n motivational training in eight different cities. Their final report
should be ready in the next few months. Others, as well, have done

some work on this subject. However, many questions remain unanswered.
There 1s always a danger in abttempting to find formulas for success.
Entrepreneurshap, unfortunately, cannot be standardized and the human
Judgment factor cannot be overlooked. We agree that more work ought to
be done along these lines and we will continue our efforts to identify
the characteristics of the business and the businessman that are related
to business success or failure.

We completely agree with the emphasis that the draft report gives to
appropriate management and technical assistance. Without the requisite
management and technical expertise no business, no matter how well
financed, will succeed. We are constantly attempting to simplify and
streamline our Management and Technical Assistande. For example, within
the last two years we have redirected our management assistance effort

to focus attention on and give priority to our borrowers. Various
components of our Management and Technical Assistance programs were placed
under the Loan Administration Division to provide for more efficient
utilization. We are concentrating all our 406 program funds in call
contracts to provide specific assistance on the spot, as needed, after
the problems have been i1dentified by SBA employees or volunteers. We
have also initiated a pilot program involving university students
counseling small businessmen at the place of business. The students, who
are supported by the college staff and other volunteer sources are
receiving academic credit for their work., This program, known as the
Small Business Institube,will continue during the current academic year
at which time 1t will be evaluated and its effectiveness determined.

Also of major importance in this area 1s the funding of private Srgani-
zations done by OMBE. Many of these groups are to provide mansgement and
techmical assistance to SBA minority borrowers. At the local level,

for delivery purposes, and at the national level for planning purposes we
and OMBE are coordinating our efforts to ensure that this resource will
be used in the most effective manner. Again, this 1s a relatively
unseasoned effort and definitive results are not yet available.
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In connection wath bank loans, as you realize the basic servicing is done
by the bank. Here too, however, we are concerned with the quantity and
quality of servicing actually being performed. We are now in the process
of restructuring our evaluation of and our involvement in the loan
servicing techniques of the participating bank community We plan to
complete the first phase of this work early in Fiscal Year 197k.

Providing proper management and technical assisbance on a timely basis is
one of our major concerns. Within the constraints of our limited per-
sonnel and budget resources we are making every effort to improve the
efficiency and effectiveness of our service in this area. We certainly
share the concern evidenced in this report on this subject and will
continue to expend every effort to alleviate these problems, both through
our action and through encouraging appropriate action by the private
sector., Innovative thought is needed in this area and even now we are
considering additional i1deag to improve our management and technical
assigbance within our fiscal constraints.

The report also recommends that we develop dafferent goals and measurement
systems. We agree with this conclusion and have been working together
with OMB and OMBE for the past six months along these lines, The start
up time of encouraging rapid growth in loans and contracts has about
ended., It 1s now time to consider what our programs have accomplished in
terms of business starts, buyoubs and expansion. The business activity
of 1968, 1969 and 1970 i1s now approaching the point of maturity where
appropriate analysis of our successes and shortcomings can and should be
begun. The basic data gathering and reporting system known as the
Performance Management System (PMS) has been worked out with OMB and OMBE
and will be implemented gradually over the coming months as our current
computer revision and conversion permits. We believe that the PMS wall
prove to be a realistic performance measurement tool and will enable us
to set more meaningful and realistic goals.

And finally, as T am sure you realize, the guestion of failure rates has
continually been in the forefront of our concern., Basically, we consider
any failure rate, other than a minimal one, to be toc high. We are
constantly striving to provide the needed assistance to minority small
businesses to lower the failure rate., In this connection, i1t should be
remembered that the largest failure rates by far are those in the Economic
Opportunity Loan Program (EOL). This program, which handles the bulk

of our minority loans, was authorized by Title IV of the Economic
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Opportunity Act of 1964, That Act and the legislative history clearly
andircate that Congress intended to esteblish a more liberal loan program
then those already in operation under the Small Business Act. Without
doubt Congress understood that a more liberal program would, of necessity,
carry higher risks and result in higher failure rates than those found

in more conservative programs. Notwithstending the higher loss rates,
however, 1t should also be noted that the EOL program i1s one of the few
progrems authorized by the Economic Opportunity Act that provided for

any direct return of funds to the government.,

We question whether any specific figure expressing acceptable failure
rates would be asnything but controversial. It should also be borne in
mind that discussions of failure rates an the area of minority enterprise
are not complete unless comparisons are made with fallure rates of small
businesses in general, failure rates of non-minority businesses assisted
by SBA and the particular problems present in the case of a minority
small businessman, an area which the report does not consider. We will
conbinue our attempts to reduce the failure rate, but we will also
continue our efforts to provide minorities with the opportunity to enter
the mainstream of American business. The rasks of failure alone will
not cause us to restrict the Administration’s efforts to redress the
dzsproportion that exists in minoraty business ownership and development.

T trust that this general discussion demonstrates our recognition of
the problems set forth in the report and our positive approach to the
recommendations made. We are aware of the difficulibies inherent in this
vital effort and will do our best to help resclve them.

Sincerely,

/%—m,!.%fp\

Thomas S. Kleppe
Administrator
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THE ASSISTANT SECRETARY OF COMMERCE
Washington DC 20230

February 15, 1973

Mr. Donald C. Pullen
Assistant Director

General Government Division
General Accounting Office
Washington, D. C. 20548

Dear Mr. Pullen A

This 1s i1n reply to your letter of December 11, 1972,
requesting comments on a draft report entitled '"Evalu-
ation of the Success of Federally-Financed Minority
Business."

We have reviewed the comments of the Office of Minority
Business Enterprise and believe that they are appro-
priately responsive to the matter discussed in the report.

Chamberlin,
¢ Assistant Secretary
Administration

Attachments
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US DEPARTMENT OF COMMERCE

Office of the Secretary
Washingtan DC 20230

15 FEB 1973

Mr, Donald C Pullen

Assistant Director

General Government Division

U. S. General Accounting Office
Washington, D C 20584

Dear Mr Pullen

In response to your letter of December 11, 1972, we have reviewed your

proposed report to the Congress pertaining to the success of Federally-
financed minority businesses.

With regard to the recommendations and conclusions relating to OMBE, we
find the report reflects conditions which have been altered.considerably
since your study was completed The findings of GAO regarding OMBE were
similar to those of internal OMBE evaluations conducted in early 1972,
which led to the design and implementation of a new planning, evaluation
and information system in July 1972

The OMBE system 1s based on the Performance Management System of the
Office of Management and Budget and was developed jointly by OMBE,
Department of Commerce, and OMB staff The system involves definition

of program goals and objectives, establishment of targets, and measure-
ment of the results The OMBE information system was designed to provide
the data needed for PMS, primarily through the tracking of individual
minority businesses from their initial concept to their final development.

It 1s important to note that the goals and objectives of OMBE agree with
the subject report. Both express the need to establish new businesses,
avold failures, assist the growth of existing businesses, and open new
markets for minority business products.

OMBE 1s 1nterested in your analysis of SBA programs We are currently
assisting in the implementation of a PMS within SBA which will hopefully
relate to the problems and solutions outlined in the subject report. As
the coordinator of all Federal efforts relating to minority businesses,
OMBE would be very interested in an overall analysis of the program We
feel, however, that your present report requires some correction and
updating. The major problem areas which we located were
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2

(18]

pp 17-18 Your question as to whether Federal efforts will result in
significant progress i1n this area 1s answered by the fact that you
recognize the dimensions of the problem Ii the problem 1s so
great, 1t must certainly be addressed on the Federal level The
contention would be an argument for increased Federal effort rather
than less

[23]

pp 25 OMBE 1s very much aware of and concerned with the possible
negative effect of high failure rates which you mentioned It 1s
because of this that the program has emphasized the provision of
adequate management services and technical assistance as the best
way, we feel, to reduce failure rates Several systems are
operating in this area--BDOs, BRCs, Contracted Support Services
and Call Contractors, etc

[63-64]

pp 75-76 OMBE did study the question of optimum BDO size, method of
operation, etc , and has developed guidelines and standard
activities which all BDOs should engage in  However, the thrust
of the program 1s local and each BDO has been encouraged by OMBE
to formulate their own program according to the needs of their
locality

Chapters 5 & 6 These chapters need to be substantially rewritten to
include current PMS data  The majority, 1f not all, of the
problems cited have been addressed by this system

To assist 1n revision, we are enclosing the most recent Performance
Management Report (PMR) outlining OMBE goals, objectives, and activity
to date In addition, the report form used by business development
organizations funded by OMBE has been provided, and a copy of the BDO
Handbook  We will be happy to supply any additional information which
you feel would be beneficial

Sincerely,
g ; '
hn enkins
Directot

Office of Minority Business Enterprise

3 enclosures

GAO note Number 1n brackets refer to page numbers 1in this
report,
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PRINCIPAL

RESPONSIBLE FOR

APPEND

OFFICIALS

THE ACTIVITIES

IXV

DISCUSSED IN THIS REPORT
Tenure of office
From To
Smgll Business Administration
ADMINISTRATOR
Thomas S. Klevppe Jan 1971 Present
Hilary Sandoval, Jr Mar 1969 Jan., 1971
Howard J. Samuels Aug. 1968 Feb. 1969
Robert C Moot Aug. 1967 July 1968
ASSOCIATE ADMINISTRATOR FOR
PROCUREMENT AND MANAGEMENT ~ -~
ASSISTANCE"
Marshall J Parker May 1970 Present
Clyde Bothmer (acting) Mar. 1970 May 1970
William Murfin Mar. 1969 Feb. 1970
Irving Maness Feb. 1961 Mar. 1969
ASSOCIATE ADMINISTRATOR FOR
FINANCE AND INVESTMENT (note a)
David A Wollard Feb. 1973 Present
Anthony S. Stasio (acting) Jan. 1973 Feb. 1973
Jack Eachon, Jr Dec 1969 Jan. 1973
Howard Rogerson (acting) Aug. 1969 Dec. 1969
Logan B. Hendricks Aug 1964 July 1969
ASSISTANT ADMINISTRATOR FOR
MINORITY ENTERPRISE (note b)-
Arthur McZier Oct. 1969 Present
Arthur McZier (acting) Aug. 1969  Sept. 1969
Philip Pruitt Mar 1969 July 1969
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Tenure of office

From

Department of Commerce

SECRETARY
Frederick B, Dent
Peter G, Peterson
Maurice H. Stans

DIRECTOR, OFFICE OF MINORITY
BUSINESS ENTERPRISE
Alex M. Armendaris
Walter L Sorg (acting)
John L. Jenkins
Abraham S. Venerable
Thomas S. Roeser

Feb. 1973
Feb 1972
Jan 1969
Apr 1973
Mar. 1973
Aug. 1971
Apr. 1970
Apr. 1969

To
Present
Feb 1973
Feb 1972
Present
Apr 1973
Mar 1973
Aug 1971
Apr. 1970

dBefore February 1973, this position was Associate Admin-

1strator for Financial Assistance.

b

Position created in March 1969
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Copies of this report are avatlable at a cost of $1
from the U S General Accounting Office, Room 6417,
441 G Street, N W, Washington, D C 20548 Orders
should be accompanied by a check or money order
Please do not send cash

When ordering a GAO report please use the B-Number,
Date and Title, if available, to expedite filling your
order

Copies of GAO reports are provided without charge to
Members of Congress, congressional committee staff
members, Government officials, news media, college
libraries, faculty members and students
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