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On Wednesday, June 5, 2013 at 1:00 pm in Room 2360 of the Rayburn House Office
Building, the Committee on Small Business will receive testimony from Inspector
General Gustafson, the Inspector General (IG) of the Small Business Administration
(SBA). The IG will testify on her office’s efforts to improve the operating efficiency of
the SBA through audits, management assessments, and investigations of improper
activities by agency personnel and its private sector partners.'

I. Definition of Government Efficiency

To frame the scope of the IG’s work within the SBA, it is necessary to define the term
“efficiency.” As will be shown, existing definitions do not apply neatly to the work
performed by the SBA.

Courts, when attempting to understand the meaning of a term will often start with a
dictionary.? Efficiency is defined as “the quality of being efficient.”® Efficient is defined
as “producing the desired result with the minimum wasted effort.”* While adequate in
common parlance (after all, that is the ratio decidendi of dictionaries),’ it fails to explain
the nuances needed to assess efficient operation in the context a federal agency’s output.
For that, one must look to more specialized definitions, a tactic endorsed by the Supreme

! For the sake of brevity, ¢f. WILLIAM SHAKESPEARE, HAMLET act 2, sc. 2 (noting importance of brevity as
component of wit), a detailed description of the SBA programs will not be provided in this memorandum.
Anyone seeking an explication of any SBA program should refer to the materials prepared for the hearing
entitled “The Budget Outlook for the Small Business Administration” on April 24, 2013 and accessible at
http://smallbusiness.house.gov/uploadedfiles/revised hearing_memo_4-24-2013.pdf .
* E.g., Muscarello v. United States, 524 U.S. 125, 128 (1998); Samuel Thumma & Jeffrey Kirchmeier, The
Lexicon has become a Fortress: The Supreme Court’s Use of Dictionaries, 47 BUFF. L. REV. 227 passim
(1999) [hereinafter Thumma & Kirchmeier].
i 1 SHORTER OXFORD ENGLISH DICTIONARY 800 (6™ ed. 2007).

ld.
* Thumma & Kirchmeier, supra note 2, at 233-39.




Court.® Scholars in economics and engineering have placed the most practical’ glosses
on the term “efficiency.” It is to those definitions that we now turn.

A. Economic Definitions

Economic theorists address efficiency by examining how resources are allocated to
produce goods sold in markets. A firm will be efficient in an economic sense if its
marginal revenue is equal to its marginal cost.®> Markets will be efficient when the
demand for a good equals its supply.’

The concept of market efficiency was generalized by Vilfredo Pareto (an Italian
economist). Pareto first determined that if there is a way to make some people better off
without making anyone else worse off, the action should be undertaken. This is called
(these economists are so creative) a Pareto improvement. Efficiency of the market is then
determined based on whether there are available Pareto improvements; if there are not,
i.., if no one could be made better off without making someone else worse off, the
market is considered to be efficient.'”

B. Engineering Definitions

To understand how engineers examine efficiency, one must start with a few basic
definitions. Work is defined as the process of achieving motion against an opposing
force.!" Energy is the capacity to perform work.'? To the extent that more energy is lost
through heat, i.e., not applied to moving against the force, more energy is required to
perform the work.'> Engineers then design systems so that the amount of energy used to
perform work is minimized and that constitutes efficiency. '

® Verizon Communications, Inc. v. FCC, 535 U.S. 467, 500-01 (2002) (using specialized dictionaries in
economics and accounting to determine definition of term “cost” in telecommunications regulation).
7 The term “efficient” is often used in philosophy to modify the term “cause.” This stems from Aristotle’s
Physics and four types of causation. The author of this memorandum, mindful of the citation in note 1 to
Polonius’s prescription concerning brevity, will not address the philosophical definition of efficiency.
8 HAL VARIAN, INTERMEDIATE MICROECONOMICS 440 (8" ed. 2010). The terms marginal revenue and
marginal cost have a specific meaning in terms of economics. Marginal revenue is defined as the revenue
obtained from changing output by one unit. /d. at 281. Marginal cost is defined as the cost of increasing
Eroduction by one unit. /d. at 380. These definitions are oversimplifications.

Id. at 392-93. The textual definition represents an oversimplification.
' 1d. at 15. The concepts of Pareto improvements and Pareto efficiencies underpin an entire branch of
economics known as welfare economics which includes the economic theory behind benefit-cost analysis.
'' PETER ATKINS, LORETTA JONES & LEROY LAVERMAN, CHEMICAL PRINCIPLES 261 (6" ed. 2013). A
simple example is jumping in a basketball game because one must overcome gravity (the force keeping the
Player to ground).

>Hd.
3 THEMIS MATSOUKAS, FUNDAMENTALS OF CHEMICAL ENGINEERING THERMODYNAMICS 96-101 (2013).
" E.g., WALLACE HOPP & MARK SPEARMAN, FACTORY PHYSICS 369-70 (3% ed. 2008) (factory layouts
designed to reduce work in process considered efficient); FREDERICK HILLIER & GERALD LIEBERMAN,
INTRODUCTION TO OPERATIONS RESEARCH 380-84 (8" ed. 2005) (industrial engineers design efficient paths
by minimizing work expended to move between points); ROBERT NORTON, DESIGN OF MACHINERY 501-02
(3d ed. 2004) (design of machines efficient when friction minimized and energy to move objects
maximized).



C. Definition of Efficiency in Federal Government Administration

The SBA does not produce goods that are sold in a conventional market so it is very
difficult (if not impossible) to ascertain the marginal revenue or marginal cost incurred by
what the agency does. Nor does the SBA have processes that need to minimize use of
work or the energy that produces such work in the sense that an engineer would
conceptualize. Given the aforementioned analysis, one is constrained to conclude that the
definitions used by economists and engineers for efficiency simply are inapplicable to
federal agencies, including the SBA. Therefore, it is necessary to derive a new paradigm
for the term “efficiency” when examining the federal bureaucracy.

One understanding of efficiency in federal government (or any bureaucracy not operating
in a profit motive) was proffered by the German sociologist, Max Weber. His theory was
that organizations operate most efficiently when they are organized in a manner that
outlines in a hierarchical fashion with established rules for making decisions and dividing
the labor of the organization accordingly.'’

While accountability might be a necessary condition of efficiency in federal government
agencies, it fails to address a more significant issue — whether the agency is spending tax
dollars appropriately. Any definition of government efficiency must incorporate how the
agency spends money. Thus, a government organization that is modeled on Weberian
lines but wastes money will not be considered efficient.'® As a result, the Government
Accountability Office (GAO) defines government efficiency as a ratio of inputs (the cost
of operating the government agency or program) to outcomes (the desired results of the
program).l

One can combine the Weberian thesis of organization accountability with the GAO
definition to derive a new paradigm for assessing efficiency of a government agency.
Under this hybrid, a government agency is efficient if it is properly structured to produce
accountable decisions and desired results of programs use the least amount of federal tax
dollars to achieve desired outcomes, i.e., are cost-effective in ensuring that performance
objectives are achieved.

If the definitions of efficiency used by economists and engineers are inadequate to
explain government efficiency, then their solutions for improving government efficiency
are unlikely to yield useful solutions. Thus, the question exists — how do we make the
government more efficient? It is to this question that we now turn.

15 See DONALD KETTL & JAMES FESLER, THE POLITICS OF THE ADMINISTRATIVE PROCESS 59-60 (3d ed.
2005) [hereinafter Kettl & Fesler]. The Administrative Procedure Act in establishing rules for agencies to
make decisions can be seen as a partial codification of Weber’s theories.

' 1d. at 395.

'7 UNITED STATES GOVERNMENT ACCOUNTABILITY OFFICE, STREAMLINING GOVERNMENT: OPPORTUNITIES
EXIST TO STRENGTHEN OMB’S APPROACH TO IMPROVING EFFICIENCY 3 (2010) (GAO-10-394) [hereinafter
Streamlining Government].



II. Making the Government More Efficient

Ideas for improving the efficiency of federal agencies can come from many sources.
Presidents often have their own concepts about the structure of the executive branch and
the ways to improve it.'!® In other instances, commissions (obtaining advice from experts,
citizens, and government employees) will offer recommendations. Congress also will
have its own ideas on how improving efficiency.

A. Presidential Initiatives’

President Nixon was probably the most active chief executive in addressing the structure
of the government under the Weber efficiency model. Under longstanding congressional
authority, President Nixon moved various subagencies to create the Environmental
Protection Agency.?’ Not satisfied with the reorganization to create one hierarchical
agency with clear lines of authority to manage environmental policy, President Nixon
proposed a significant restructuring of the executive branch in 1971 which would have
included abolishing some departments in their entirety and merging them into a new
Department of Economic Affairs.2' Three other departments would have managed
natural resources, human resources, and community development.?? This grand
reorientation to fit Weber’s model of hierarchical efficiency and accountability was never
enacted by Congress.23

President George W. Bush, a Harvard Business School graduate, initiated his own plans
for improving government efficiency that went beyond the structural changes
contemplated by the Weber organizational model. His five-part plan included: adapt the
federal workforce to its mission; competitively source goods and services purchased by
the government; reduce erroneous payments; expand use of Internet and computer
technology to improve service and reduce costs; and focus more heavily on the GAO
cost-effectiveness model of government efficiency.*

'® Kettl & Fessler, supra note 15, at 157.

% This section is not intended to be an exhaustive examination of presidential efforts at restructuring the
executive branch. For a complete assessment of those efforts, see PERI ARNOLD, MAKING THE
MANAGERIAL PRESIDENCY: COMPREHENSIVE REORGANIZATION PLANNING, 1905-1996 in passim (2d rev.
ed. 1998). Even Dr. Arnold’s book does not cover reorganizations in the 21* century, such as the creation
of the Department of Homeland Security.

% See CQ PRESS, FEDERAL REGULATORY DIRECTORY 57 (15™ ed. 2012) [hereinafter Federal Regulatory
Directory].

21 Kettl & Fessler, supra note 15, at 157.

24,

B Id. President Nixon did not press this matter significantly in his second term as investigation into a
burglary at the Watergate complex began to preoccupy official Washington, DC. President Carter
continued the Weber model restructuring efforts with limited success. /d. at 157-58.

2 Id. at 95. President Bush’s initiatives to increase competitive sourcing and use of computer technology
proved sufficiently successful that those efforts were adopted by President Obama.



B. Commissions

In 1947, President Truman asked former President Hoover to chair the Commission on
Organization in the Executive Branch of the Government.?> President Hoover leaped into
the task with gusto, organizing 23 separate task forces that examined every aspect of the
executive branch from how the Office of the President was managed to the operations of
the Post Office.® The end result was multiple reports focusing on changes to the
administrative hierarchy of agencies to bring them closer to the ideal Weberian model.”’
The executive branch in the second decade of the 21* Century still shows the influence of
the Hoover Commission legacy with centralized purchasing at the General Services
Administration and a unified Department of Defense.”®

When President Clinton was elected, one of his first actions was the creation of a
commission — the National Performance Review (NPR) — to “reinvent government” in
order to improve government efficiency.” Unlike the Hoover Commission, the NPR
focused almost exclusively on the GAQ definition of efficiency — making the government
more cost-effective. Whether the end results reinvented government remains an open
question; nevertheless, numerous recommendations of the NPR were implemented
resulting in a federal workforce reduction of 17 percent, streamlining the procurement
process, and granting managers greater flexibility to make decisions.® The
recommendations of the NPR, like the Hoover Commission, still echo in the operation of
today’s federal government.”'

C. Congressional Legislative Efforts

The efforts by Presidents and commissions to enhance government efficiency were
sporadic and lacked overarching systemic principles. Congress, beginning in the 1970s,
determined to take a more methodical approach to ensuring that the government would
operate more efficiently. These legislative dictates did not focus exclusively on either a
strict Weber model or a pure cost-effective model. Rather, the legislation created
personnel and processes within the agencies to ensure that each agency had an
accountable management structure that would focus on cost-effective provision of
government services, i.e., the new paradigm of efficiency for the federal government.

®1d,

% Christoper McKenna, Agents of Adhocracry: Management Consultants and the Reorganization of the
Executive Branch, 1947-1949, 25 BUS. & ECON. HIST. 101, 101 (1996) [hereinafter McKenna]. At the time
the Post Office was not an independent federal corporation but a Cabinet Department. See Federal
Regulatory Directory, supra note 20, at 414,

27 See Peri Amnold, Reform’s Changing Role, 55 PUB. ADMIN. REV. 407, 411 (1995).

8 McKenna, supra note 26, at 101.

2 Kettl & Fessler, supra note 15, at 87.

Y.

3! From a small business perspective, the NPR recommendations to streamline the federal contracting
process and reduce the federal procurement workforce led to an increased utilization of bundled contracts
that is deleterious to the ability of small businesses to win federal contracts.



1. The Inspector General Act

Despite the lasting impact of the Hoover Commission on the federal bureaucracy, even
that body could not foresee the exponential growth of the federal bureaucracy in the
1960s and 1970s. The growth of the military in conducting both hot and cold wars, the
creation of NASA, and the advent of an ever-increasing regulatory state were a breeding
ground of potential government inefficiency that often revealed itself through the well-
known triumvirate of fraud, waste, and abuse. The limited personnel assigned to reduce
these efficiencies by auditing the federal bureaucracy were scattered throughout the
various departments, lacked sufficient budgets, and often reported to those they were
supposed to audit.*? In short, the internal agency efforts to create a structure for greater
government efficiency were anything but a paragon of the Weber model.

Congress reacted with the passage of the Inspector General Act of 1978.3> The Act and
its amendments established an independent® IG in almost all government agencies.

IGs were granted broad audit and investigatory powers to examine agency activities,
recommend policies to promote economic, efficient, and effective program operation, and
root out fraud, waste and abuse.® In short, Congress expected IGs to provide reports to
both Congress and the agencies that would improve their efficiency under the definitions
developed by Weber and GAO.

2. GPRA and GPRAM

However, the IGs did not focus their attention on whether the agency program operations
were providing the outputs intended by Congress. This result had less to do with the
quality of these individuals and more to do with the fact that agencies did not have any
mechanism in place to assess the effectiveness of their programs. Congress ultimately
changed that with the passage of the Government Performance and Results Act (GPRA)*’
and the Government Peformance and Results Act Modernization Act of 2010
(GPRAM).®

32 Stephen Trodden, The Objectives and Performance of Performance Auditing: The Perspective of a
United States Inspector General, in PERFORMANCE AUDITING AND THE MODERNISATION OF GOVERNMENT
152 (OECD 1996), available at http://78.41.128.130/datacecd/17/55/36144824.pdf.

¥ 5U.S.C. app. 3, §§ 1-12.

* Each IG is appointed by the President, confirmed by the Senate, reports only to the head of each agency,
is not subject to removal by the head of the agency, and is free to investigate actions of an agency without
interference from agency personnel including the head of the agency. See NASA4 v. Federal Labor
Relations Auth., 527 U.S. 229, 238-39 (1999). Thus, each inspector general could be considered
independent of the agency in which the inspector general is located.

%5 At time of passage, only 12 agencies were named. In 1988, Congress amended the 1978 Act to
incorporate almost all federal agencies, including the SBA. Inspector General Act Amendments of 1988,
Pub. L. No. 100-504, § 102(c)(2), 102 Stat. 2515, 2515-16.

36 See NASA, 527 U.S. at 240; Winters Ranch Partnership v. Viadero, 123 F.3d 327, 330 (5‘h Cir. 1997).

*7 Pub. L. No. 103-62, 107 Stat. 285 (1993) (codified at scattered sections of Titles 5 and 31, United States
Code).

* Pub. L. No. 111-352, 124 Stat. 3866 (2011) (codified at scattered sections of Titles 5 and 31, United
States Code).




a. GPRA

Congress enacted GPRA to focus on the one primary aspect of economic efficiency not
addressed through the Inspector General Act of 1978 and its amendments — whether
federal programs actually are effective.’® GPRA achieved this objective by requiring
executive branch agencies to “develop strategic and annual performance plans, and
measure and report on progress towards those goals.”*® Those plans also had to
incorporate cost-effective measures to ensure that goals were achieved without wasting
taxpayer dollars.*!

The Office of Management and Budget (OMB) was tasked with providing guidance on
measuring performance, both agency objectives and cost-effectiveness.*> In 2001, OMB
developed a program assessment rating tool to help agencies measure the performance of
each program and whether such performance was achieved in a cost-effective manner. In
short, GPRA forces the agencies not only to assess how their organizational structures
provide the framework for performance but also whether such performance actually is
carried out in a cost-effective manner. In short, GPRA requires the agencies to establish
plans that will improve their efficiency.

b. GPRAM

GPRAM does not change the basic concepts of efficiency® elucidated in GPRA. The
Act recognized that GPRA performance objectives often led to assessment of a particular
programs in a vacuum without recognition that one program of an agency might affect
another agency program.* Therefore, GPRAM requires agencies to “identify high
priority goals that cut across agency programs.”® Once these high-priority goals are
identified, GPRAM requires the agencies to develog performance measures for assessing
whether the agency has achieved these objectives.*

GPRAM does not overlook the requirements of ensuring that a proper organizational
structure exists to ensure that agencies meet their programmatic and high-priority goals in
a cost-effective manner. GPRAM mandates that agency identify the organization within

% For example, it is one thing to conduct a war in the lowest cost manner possible. Such impecunious
behavior might save taxpayers money but not win the war. Thus, the conduct of the war might not be
considered effective even if considered economical.
“® Streamlining Government, supra note 17, at 5.
" 1d. at 6.
“21d.
* GPRAM also adopts the GAO definition of efficiency. GPRAM, § 3, 124 Stat. at 3870 (codified at
31 U.S.C. § 1115). Despite congressional adoption of this definition, a review of the statute clearly shows
GPRAM ultimately adopted the paradigmatic definition of efficiency set forth in this memorandum.
* See H. REP. NO. 111-504 at 10.
B Id. To analogize (albeit imperfectly), GPRA focuses on economies of scale (how to produce an
individual output in the least-cost manner) while GPRAM focuses on economies of scope (how reducing
Ege cost of one output may reduce the cost of a completely different output).

Id. at 12,



the agency that is responsible for the performance goals and assign an individual
responsible for the achievement of the goal.*’

D. Conclusion

GPRA and GPRAM can be viewed as the framework for providing an efficient
government. The IG Act provides the independent individual to assess whether the
bureaucracy is efficient and offer the recommendations to make an agency more efficient.

II1. The Efforts of the SBA IG to Improve Agency Efficiency

It would be impossible to summarize the efforts of the SBA’s IG over the past 25 years to
improve efficiency of the agency. Instead, the memorandum will highlight a few current

examples of the work done by the IG and how that integrates with framework that GPRA
and GPRAM establish for moving the federal government towards efficient operation.*®

A. Management Challenges

If the performance plans mandated by GPRA are the touchstone of agency internal
planning for efficiency, then the report on the most serious management and performance
challenges is the IG’s equivalent. Some of the challenges identified in the latest report*
include: procurement flaws allowing large firms to obtain small business awards; lack of
quality control program for its loan centers; need for strengthened oversight of lending
partners; and continued failure to update loan management accounting system. The
report also identifies whether the SBA has resolved the challenge or the steps still needed
to remedy the problem.

An example will show how the I1G’s identification of management challenges promotes
efficient government operation. One of the key performance objectives of the SBA is to
ensure small businesses have access to capital.”® The SBA oversees a loan guarantee
portfolio of approximately $100 billion in an effort to meet this performance objective. If
its information technology is inadequate to manage that portfolio, the agency will not
have critical information to address loan payments and defaults. By highlighting this
issue and pressing the agency to complete modernization of the system, the IG is
promoting key aspects of government efficiency laid out in GPRA/GPRAM - proper
management structure, accountability of personnel, and cost-effective provision of capital
to small businesses.

 GPRAM, § 3, 124 Stat. at 3869 (codified at 31 U.S.C. § 1115(b)(5)).

*8 Neither GPRA nor GPRAM requires or even expects the IG to be involved in the development of
performance plans or measures of effectiveness. However, the IG can and often will review compliance
with aspects of these plans.

e OIG, SBA, REPORT ON THE MOST SERIOUS MANAGEMENT AND PERFORMANCE CHALLENGES FACING THE
SMALL BUSINESS ADMINISTRATION IN FISCAL YEAR 2013, in passim (Rep. No. 13-02) (Oct. 2012),
available at
http://www.sba.gov/sites/default/files/FY%202013%20Management%20Challenges%2001G%20Report%
2013-02%20.pdf [hereinafter FY 2013 Management Challenges].

% See 15 U.S.C. § 661.




B. Audits

The annual management challenge report is derived from the IG’s constant audit and
examination of various agency programs. These ongoing audits and examinations are
akin to the GPRA/GPRAM performance goals for individual agency programs.

In developing the recommendation concerning quality control programs in its lending
centers, the IG audited loans closed by the SBA and its lending partners. These audits
found, on an ongoing basis, that loans were not closed in compliance with SBA
procedures.’! Having a mechanism to ensure that proper procedures are followed in
closing loans develops accountability at the agency and ensures that taxpayers are
protected in case of default. As a result, these audits of individual SBA loans and the
IG’s continued insistence on compliance helps move the SBA toward improving its
efficiency.

C. Investigations

In addition to its annual report on management challenges and audits, the IG conducts
investigations pursuant to the authority of the Inspector General Act of 1978. These
investigations (many of them involving criminal activity) are designed to root out fraud,
waste and abuse. As a result, they may improve agency efficiency by preventing criminal
actions that undermine the achievement of SBA performance goals.

For example, the IG, in conjunction with the FBI and other federal law enforcement
offices, conducted an investigation of bribes and kickbacks that were paid to steer
contracts awarded by the Army Corps of Engineers was worth nearly $780 million to
preferred small businesses operating in the SBA’s 8(a) program.’? Although the primary
objective of the investigation was to uncover fraud and eliminate the possibility that the
cost of providing services to the Corps of Engineers was excessive, lessons learned from
the investigation can be applied to make the agency more efficient by increasing the
likelihood that deserving small businesses win 8(a) contracts — not those capable of
paying bribes.

IV. Conclusion

Although many may consider federal government efficiency to be an oxymoron (or
maybe even an enigma wrapped in paradox), there are tools available to promote an
efficient provision of services by the SBA. The tools necessary to build an efficient
government are set out in GPRA/ GPRAM. To ensure erection of an efficient edifice, the
IG acts a supervisor of the agency’s construction effort and will halt construction and
requiring rebuilding when inefficiencies arise.

*' FY 2013 Management Challenges, supra note 49, at 4.
52 OIG, SBA, SEMI-ANNUAL REPORT TO CONGRESS 8 (Fall 2012).



