Size Standard Transformation

Introduction


To carry out its mission of assisting small businesses, Small Business Administration (SBA) must identify which businesses are small and, therefore, eligible for Federal assistance programs intended for small businesses. Congress granted SBA broad discretion in establishing and revising detailed small business definitions, or size standards (15 U.S.C. 632(a)(2)).


Over the years, SBA has reviewed size standards on an ad hoc basis. On March 19, 2004, SBA published a proposed rule (69 FR 13130) to restructure and simplify size standards by determining the size of a small business based only on the number of employees, establishing the new ceiling for small business designation at 150 employees for all industries. 

The proposed rule generated significant levels of interest during the public comment period closing on July 2, 2004 (69 FR 27865). The public raised concerns about SBA's methodology for developing the proposed size standards and about their impact on existing small businesses, many of which would be required to reduce its workforce to remain a small business for government contracting purposes. After consideration of public commentary, the SBA withdrew the rule on July 1, 2004 (69 FR 39874), in large part because the provision to revise the 500 employee size standard for non-manufacturers to 150 employees would have cost many businesses their small business status and eliminated them from the federal government market.   
Once again, SBA is performing a comprehensive review of all current size standards and, having published a first set of new rules for the Retail Trades on October 6, the agency is undertaking size standard revisions for Sector 54, the Professional, Scientific, and Technical Services Sector. The proposed changes will moderately increase size standards, broadening small business eligibility and permitting greater access to the SBA’s assistance, and contracting opportunities.
While the SBA’s general approach is commendable, their revisions remain minor, insufficiently addressing the problem of small businesses’ continued competitive viability in the federal marketplace and leaving small businesses to fend for themselves as soon as they outgrow their NAICS ceiling. More needs to be done to assist mature/second-tier federal contractors, whose situation differs markedly from commercial businesses. 

It is noteworthy that the proposed March 19, 2004 rule’s detriment to existing small businesses was the result of an overly-restrictive cap on the small business designation. However, the SBA’s goal of moving from receipt-based size standards to an employee-based system was appropriate in principle and deserves reconsideration with the goal of providing an environment where similar-sized companies can compete on their way to becoming economically and structurally viable to face larger competition. 

Recommendations for Correcting Restrictive Size-Standards

First, we recommend suspension of the current revenue standards for small business determination in favor of using only an employee size-standard as is already used, for instance, in Engineering, Logistics, SETA and telecommunications, where a business is still considered small if it employs fewer than 1,500 people, regardless of its three-year average sales. In those industries where a size-standard has not been identified, we recommend using a size-standard of 1,500 employees.  Several economists have concluded that average revenue is an inappropriate measurement of business size.  For example, many of the contracts awarded to small businesses are for provision of supplies, and value added reselling.  These contracts provide only a small profit margin, but have the potential to rapidly increase the businesses revenue stream and thereby accelerate its graduation to the unrestricted or “full and open” category.  Similarly, small businesses that serve as prime contractors on supply and value added resale contracts are credited with the total revenue expenditure for that contract.  However, in reality the small business must partner with other small and large businesses to successfully compete on these types of contracts and must disperse a considerable amount of revenue to subcontractors. The amount of monies dispersed to subcontractors can be as much as 80% of the total contract value which only leaves 20% for the prime, but 100% of the revenue gets added to prime contractor revenues used as the basis of size standard designations.   

Second, we recommend a five year pilot program be designed and conducted in which Contracting Officers may elect to use the number of employees to determine small business status.  This pilot should aim to provide an even playing field by building upon the concepts already in place. NAICS codes for Engineering, Logistics, SETA and telecommunications size standards designated small businesses by number of employees, ranging from 500-1,500. It would be beneficial and helpful to establish a tier size according to the number of employees for small businesses. The following tiered size-standard system may serve to more adequately define small businesses in the U.S. economy and allow competition among peers:

	Number of Employees
	Tier

	1-75
	Tier 1

	75-250
	Tier 2

	250-500
	Tier 3

	500-1000
	Tier 4

	1000-1,500
	Tier 5

	1,500-2000
	Tier 6


The pilot program should be designed to ensure businesses performing under current socio-economic programs are not disadvantaged by the Tier system. Using a pilot program also provides the flexibility to make interim adjustments.   

At least one federal agency has recognized the value of the second-tier small business. They have small businesses that have been providing goods and services to their agency for a period of years. During that time, the small businesses have proven their capabilities and developed invaluable knowledge of the agencies’ environment. When the small business contracts end and they have exceeded the NAICS small business standards, the proven small business contractors are no longer eligible to bid and must subcontract to less experienced small businesses. The second-tier firm has done everything they have been asked to do and often more than. Now they are penalized for their successful performance and support to the customer. The result is that the second-tier small business loses at least 50% of its revenue and a large portion of its employees. The agency looses a valuable asset in the prior contractor, and the second-tier small business may no longer have sufficient revenue to sustain its infrastructure. This loss of infrastructure support can lead to business failure. 

Our third recommendation is to have different size standards developed for businesses operating in the public and private sectors.  Of note, the Standard Industrial Classification (SIC) System (predecessor of NAICS) defined different size standards for performance in the private sector versus the public sector. This was changed to reduce the government’s administrative burden of maintaining two classifications. The unintended consequences fell on the government contracting sector, which is dramatically different from the private sector. In a recent meeting with SBA, it was agreed that conceptually, the tiered size-standards approach would be a good step towards helping small businesses transition to full and open competition. 

While discussing the tiered approach to small business definition, several challenges were identified. One challenge would be to ensure that procuring agencies give the first priority to small businesses in the 1st tier before inviting those in the 2nd or higher tier and that they do not bundle the contracts to favor higher tiered small businesses at the expense of those at the lower tiers. Small business concerns should be protected from unfair competition. Under this approach, the SBA will coordinate with the federal department(s) performing the pilot.  The department would be directed to consider other small business programs [8(a), HUBZone, SDVOSB, and traditional SB] before considering the enhanced small business set-aside, thus "protecting" smaller 1st tier firms and paving the way for this program to work on appropriate "medium size" contracts. Also, all 1st tier small businesses may “bid up” for 2nd tier set asides but 2nd tier businesses may not “bid down” for 1st tier set-asides. 

Background

Second-Tier/Mid- Tier Federal Contractors in the Federal Services Sector

By its own admission, the SBA is responsible to the public for ensuring that size standard levels are rational and flexible enough to reflect the competitive market realities of small businesses. The current NAICS classifications do not to take into account the perhaps most important factor shaping small businesses’ competitive reality, which is unlevel and illogical competition.  

Under the current system, the definition of small business in a majority of industries hinges on an entity’s three-year average receipts.  Most small businesses provide services where the NAICS ceiling is set either at $7 million or $25 million (see Appendix, Table 1). The highest annual receipts-based size standard for any service industry for small-business is $35.5 million. 

This system, in effect, fails to address economies of scale when small businesses are forced to compete against significantly larger businesses such as Northrop Grumman, Lockheed Martin, SAIC, EDS-Hewlett Packard, and General Dynamics. Once the dollar threshold of the NAICS definition for small business is reached, any business, even if it only has $8 million per year in sales, is thrust into the unrestricted fully competitive market without the infrastructure and capital to compete successfully against significantly larger businesses such as the top six federal government systems integrators named above, which have average sales of $30 billion per year and 130,000 employees (see Appendix, Table 2). How can an $8 million be expected to compete against a $30 billion giant?   

Consequently, small businesses that outgrow the NAICS limits are in effect punished for achieving the growth goals any business aims to accomplish. Once they become moderately successful in the federal market place, they are thrust into the unrestricted labor market without the infrastructure and capital to compete successfully against significantly larger businesses.  

To make this point even more clearly, let us assume the above sales standards were three times what they currently are: Instead of a $7M ceiling, the NAICS small-business restriction would now be $28M and instead of $25M, the restriction would be capped at $100M. The sales differential between a large corporation and a second-tier small business would still be nearly $ 29.934B and $ 29.862B respectively – almost $30B. In that light, the possibility two such businesses fairly competing against each other cannot be the subject of a credible debate.

For many years, the second-tier of companies in the federal services sector have been regarded as a source of innovation and productivity. Because of their success in establishing themselves beyond the first tier small business threshold level, they have proven infrastructures and management processes, capabilities invaluable to the government and to our economy as a whole, and they have the ability to perform and manage complex contracts with low risk. 
But in recent decades, second-tier firms, by virtue of being neither small enough nor large enough to successfully compete, have consistently and considerably seen their share of the market decline, according to Gregory Sanders et al.’s report Structure and Dynamics of the U.S. Federal Professional Services Industrial Base 1995-2009 (see figure 3-14, Sanders et al., 47).
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The Executive Summary of the report summarizes some of the authors’ findings about market shares of mature/mid-tier/second-tier federal contractors compared to those of their small (as designated by the SBA) and large counterparts (with annual revenue greater than $3 billion). They state: 

“[I]t is clear that those in the middle tier have suffered an erosion of their relative share. In 1995, middle-tier companies captured 40 percent of the total value of federal professional services contracts. By 2009, the middle-tier companies were able to capture only 30 percent of that value. At the same time, (…) [s]mall companies have sustained a 19–22 percent market share in the value of prime contracts. The large companies in this industry have been particularly active via mergers and acquisitions and have been able to increase their market share from 41 percent of the total market in 1995 to 48 percent in 2009. Thus, the middle tier has been squeezed from above by consolidation and from below by the slight growth in small contractors’ share of the market” (Sanders et al. XV).
The report concludes: 

“Traditionally, mid-tier companies have served as a conduit for new ideas and improved business practices. Policymakers must determine whether a robust middle tier of services companies is important or desirable for the federal marketplace. If so, current incentives for companies to enter and remain in this mid-market level must be revisited.” (Sanders et al. 53)
Mature/second-tier small businesses lose all of the contracting incentives provided under the Small Business Programs. It is unfair and unreasonable to equate the competitive viability of second-tier small businesses with that of industry giants like Lockheed Martin, Northrop Grumman and Raytheon. In comparison with those firms, businesses with revenues exceeding $25 million dollars are effectively still small. 

Commercial v. Federal Services Markets

Business in the federal market place operates under different regulations and restraints than the commercial sector. First of all, contract sales for a federal services contractor company are based upon reimbursements or billings for estimated costs plus a fee for its services under various contract forms.  Real costs that contractors must pay include Labor, Fringe benefits, Overhead (OH), General and Administrative Expenses (G&A) and Fee. G&A is the administrative support for the total company, not just operations, and it includes costs to support activities such as Payroll, Accounts Payable, Human Resources, Contract Administration, Business Development and the Office of the President.  G&A supports indirect as well as direct activities of the company and cover’s all growth expenses. OH encompasses indirect operating support such as rent or office supplies or telephone support in a common facility that is allocated among two or more contracts, respectively.  

These costs are covered by G&A budgets, which federal contractors are required to submit to the Defense Contract Audit Agency for approval every year. For example, a business with a 10 percent G&A budget and annual sales of $1million has a $100,000 G&A. To compare, a $25 million firm with a 10 percent G&A budget has $2.5 million to cover the same functions. 
If competitive gross wages for non-billable, qualified employees in the area range from approximately $60,000 up $175,000 annually, not including benefits, a smaller firm suffers a significant competitive disadvantage when compared to a large firm, even if it has a higher G&A budget. According to this model, just the leadership costs for a $25 million business amounts to $1.89M, leaving only about $600,000 (see Appendix Table 3) to cover  the owner, or CEO, to cover support staff in accounting and finance, HR, business development, proposals and other expenses such as parking, postage, facility allocation, computer supplies, dues and subscriptions, insurance, bank fees etc. 
These costs are also the basis for calculating billings or sales. Costs are allocated over the volume of a company’s contracts and used to determine billing rates per hour. Competition holds down billing rates, which, as a result, may not cover all core operating costs.  The volume of contract activity as well as the intensity of the competition determines the affordability of core operating expenses.  In addition, sales may increase by means of billing for reimbursement of Other Direct Costs, Consulting and Subcontracting expenses.  These costs, as they are billed, add to sales but contribute very little to providing reimbursement for core operating expenses but frequently, based upon their volume, make a small company look much larger.  Any size standard determination should exclude Other Direct Costs such as Materials and Equipment from sales before determining a company’s size.  

Underlying Beliefs
Federal agencies’ procurement practices such as bundling favor big companies and create structural impediments to small business tier growth and even survival.  In this environment, large primes all too frequently wipe out or acquire second-tier contractors to the point where only a handful of companies dominate the market. Very often small businesses are forced to sell out or close once they exceed their small business NAICS ceiling because they cannot succeed in competition with huge oligopolies.

   
Against that backdrop, it is our belief that small businesses need the assistance of the SBA until they exceed at least 1,500 employees. This is because business growth is an evolutionary process and the competition from companies with many thousands of employees will always have the power to out-scale, overcome and eradicate very small competitors if given the chance to do so. 

Without carving out contracting opportunities for small businesses of all sizes, it is likely that only large businesses would ever be able to obtain and execute government contracts.  Large businesses are able to exploit economies of scale and the economies of influence while small businesses cannot.

A 600-employee company begins to become competitive but is not yet viable because the company is still unable to retain its anticipated contract fee.  Instead, it has to consume or spend most of its anticipated fee to cover operating costs because it is still not efficient enough to pay for its infrastructure from its provisional cost rates.  A 600-employee company in our example barely breaks even.  That is not viable.

Our further analysis indicates that a 1,500-employee company has the scale necessary to pay for its infrastructure and still be able to retain a competitive fee and pay its interest expense and income taxes as a viable company should. We selected the 1,500 size because that standard already exists but there is no guarantee that even a 1,500-person company will be profitable or even survive but it is much more realistic than the current illogical size standard system.  

Citations
Sanders, Gregory, Joachim Hofbauer, David Morrow, Jesse Elleman, Roy Levy, and Reed Livergood. Structure and Dynamics of the U.S. Federal Professional Services Industrial Base 1995-2009. Rep. Washington, D.C.: Center for Strategic and International Studies, 2010. Print.

U.S. Census Bureau, North American Industry Classification System. http://www.census.gov/eos/www/naics/
SBA, Summary of Size Standards. http://www.sba.gov/contractingopportunities/officials/size/summaryofssi/index.html
U.S. Small Business Administration. Employer Firms, Establishments, Employment, Annual Payroll, and Receipts y Receipts Size of Firm and Major Industry using NAICS, 2002. http://www.sba.gov/advo/research/us_rec_mi.pdf
3

