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Strengthen HUBZone Eligibility Reviews in Puerto
Rico and Programwide

What GAO Found

The Small Business Administration (SBA) adopted criteria and guidance for a
risk-based approach to certifying and recertifying firms for the Historically
Underutilized Business Zone (HUBZone) program in March 2017, but the extent
to which it conducted a risk assessment to inform its approach is unclear. In
2009, in response to GAO’s prior recommendations to address weaknesses in
the HUBZone certification process, SBA increased documentation requirements
for certification, but not recertification (which every 3 years determines continued
program eligibility).

e In March 2017, SBA changed its recertification criteria and guidance to
require firms with $1 million or more in HUBZone contract awards to provide
documentation to support continuing eligibility.

e SBA officials stated they completed a risk assessment of the HUBZone
recertification process, but as of July 2018, had not provided GAO with
documentation on when they performed the risk assessment, which risks were
identified and considered, or what analysis established the $1 million threshold.

e GAO previously found SBA lacked key controls for its recertification process
and recommended in 2015 that SBA assess the process.

GAO continues to believe that an assessment of the recertification process
would help inform a risk-based approach to reviewing and verifying information
from firms that appear to pose the most risk to the program.

Based on GAO'’s review of case files for a non-generalizable sample of 12 firms
in Puerto Rico that received HUBZone certification in March 2017—March 2018,
SBA did not consistently document or follow its policies and procedures for
certification reviews.

e SBA did not have complete documentation in 9 of 12 cases. SBA officials
described alternative procedures they used to determine firms’ eligibility, but
SBA has not updated its internal policy manuals to reflect these procedures
and analysts did not document use of such procedures in the files GAO
reviewed.

e In 4 of 12 cases, SBA did not follow its policy to conduct three levels of
review (by an analyst, a senior analyst, and the program director or deputy)
when determining to approve or deny a firm.

¢ Itis not known to what extent SBA reviewed staff compliance with
certification and recertification review procedures. SBA provided an
assurance letter stating it evaluated the Office of HUBZone’s internal controls
and concluded the controls were effective, but the letter did not specify what
steps SBA took for the evaluation.

Standards for internal control state management should document its control
policies and conduct periodic reviews to ensure controls are effective. Because
SBA has not updated its internal policy manuals or conducted a documented
review of staff compliance with its quality review procedures, it lacks reasonable
assurance that firms are eligible or its review process is effective. In turn, this
increases the risk of ineligible firms participating in the HUBZone program and
receiving contracting preferences to which they are not entitled.
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1 U.S. GOVERNMENT ACCOUNTABILITY OFFICE
441 G St. N.W.
Washington, DC 20548

September 24, 2018

The Honorable James Risch

Chairman

The Honorable Benjamin Cardin

Ranking Member

Committee on Small Business and Entrepreneurship
United States Senate

The Honorable Steve Chabot
Chairman

The Honorable Nydia Velazquez
Ranking Member

Committee on Small Business
House of Representatives

The purpose of the Historically Underutilized Business Zone (HUBZone)
program is to provide federal contracting preferences to qualified small
businesses located in economically distressed communities (referred to
as HUBZones) that employ residents of the areas. The contracting
preferences that a certified HUBZone firm (one that meets requirements
to participate in the program) can receive include sole-source and set-
aside contracts, and the application of a price evaluation preference on
awards under full and open competition.

We and the Office of Inspector General (OIG) at the Small Business
Administration (SBA) reported over the past 12 years on the need for
SBA—which administers the HUBZone program—to strengthen its
internal controls and fraud prevention to help ensure that only eligible
firms participate in the program.” Fraud risks include risks that firms

'See GAO, Small Business Contracting: Opportunities Exist to Further Improve HUBZone
Oversight, GAO-15-234 (Washington, D.C.: Feb. 12, 2015); Small Business
Administration: Undercover Tests Show HUBZone Program Remains Vulnerable to Fraud
and Abuse, GAO-10-759 (Washington, D.C.: June 25, 2010); HUBZone Program: Fraud
and Abuse Identified in Four Metropolitan Areas, GAO-09-440 (Washington, D.C.: Mar.
25, 2009); SBA’s Control Weaknesses Exposed the Government to Fraud and Abuse,
GAO-08-964T (Washington, D.C.: July 17, 2008); and Small Business Administration:
Additional Actions Are Needed to Certify and Monitor HUBZone Businesses and Assess
Program Results, GAO-08-643 (Washington, D.C.: June 17, 2008). Also see Small
Business Administration, Office of Inspector General, Opportunities Exist to Further
Improve Quality and Timeliness of HUBZone Certifications, 14-03 (Washington, D.C.:
Nov. 19, 2013); and HUBZone Program Examination and Recertification Processes, 6-23
(Washington, D.C.: May 23, 2006).
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would misrepresent their program eligibility and potentially receive
contract awards for which they do not qualify. We identified internal
control-related deficiencies in the HUBZone program. For example, in
February 2015 we identified problems with the mechanisms that SBA
used to certify and monitor firms and that SBA was not following its policy
of recertifying firms every 3 years (a certified firm can participate in the
program as long as it remains eligible and is recertified). In March 2017,
we reported that oversight improved but some weaknesses remained.?

The Puerto Rico Oversight, Management, and Economic Stability Act
(PROMESA) of 2016 mandated that by March 27, 2017, SBA develop
and implement criteria and guidance on using a risk-based approach for
requesting and verifying information from entities applying to be certified
or recertified as a qualified HUBZone small business firm.> PROMESA
also granted an exemption to a requirement for HUBZone designation
that allowed more HUBZones to be established in Puerto Rico.

PROMESA included a provision that we assess SBA’s development and
implementation of the required criteria and guidance for HUBZone
certification and recertification.* This report (1) examines SBA's
development of criteria and guidance on using a risk-based approach for
certifying and recertifying HUBZone firms, (2) examines SBA’s
implementation of the revised policies and procedures for certifying and
recertifying firms located in Puerto Rico, and (3) describes any economic
impacts of HUBZone expansion and recent trends in federal small
business contracting in Puerto Rico.

To examine SBA’s development of criteria and guidance for HUBZone
certification and recertification, we reviewed prior GAO and SBA OIG
reports, applicable statutes and regulations, and SBA documents,
including criteria and guidance for certifying and recertifying firms. We
compared the process SBA followed to federal internal control standards

2GAO, HUBZone Program: Oversight Has Improved but Some Weaknesses Remain,
GAO-17-456T (Washington, D.C.: Mar. 2, 2017).

3Pub. L. No. 114-187, § 412(b)(1), 130 Stat. 549, 595 (2016). The mandated risk-based
approach and criteria and guidance would be applicable for all firms seeking HUBZone
certification or recertification, not just those located in Puerto Rico.

4pyb. L. No. 114-187, § 412(b)(2), 130 Stat. 549, 595-96 (2016).
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and GAOQ'’s framework for managing fraud risk.® To examine SBA’s
implementation of the criteria and guidance in Puerto Rico, we used
SBA’s Dynamic Small Business Search database to identify HUBZone
firms located in Puerto Rico that received HUBZone certification after
March 27, 2017. We randomly selected a non-generalizable sample of 12
firms from the total of 47 firms that met those criteria and reviewed case
files for the 12 firms’ certification applications. We also reviewed the files
for two HUBZone firms in Puerto Rico that were subject to recertification
during that time.® To describe any economic impacts of the expansion of
the HUBZone program in Puerto Rico and recent federal contracting
trends, we used the Dynamic Small Business Search database and
federal procurement data from the Federal Procurement Data System-
Next Generation to analyze the number of firms in different HUBZones in
Puerto Rico and the dollar amount of federal contract obligations awarded
to the firms from fiscal years 2006 through 2018 (June)—that is, from the
starting point for the analysis used in our 2017 report to the most recent
available data at the time of our current review. We assessed the
reliability of the SBA small business database and federal procurement
database by reviewing relevant related documentation and determined
that they were sufficiently reliable for analyzing trends and for describing
economic conditions in HUBZone areas. For all of the objectives, we
interviewed SBA officials in Washington, D.C., and Puerto Rico and
representatives from the Puerto Rico Chamber of Commerce and the
Federal Contracting Center. In addition, we conducted a site visit to San
Juan, Puerto Rico, in May 2018 and conducted two discussion groups
and one interview with representatives from nine HUBZone firms located
there. The views of these representatives are not generalizable to all
HUBZone firms. Appendix | describes our scope and methodology in
greater detail.

5See GAO, Standards for Internal Control in the Federal Government, GAO-14-704G
(Washington, D.C.: Sept. 10, 2014); and A Framework for Managing Fraud Risks in
Federal Programs, GAO-15-593SP (Washington, D.C.: July 28, 2015).

6According to SBA officials, only two firms in Puerto Rico recertified between March 27,
2017 (when SBA published the new criteria and guidance) and May 30, 2018 (most
current data at the time of our review). Neither firm met the threshold to trigger a
document review under the March 2017 criteria and guidance. SBA officials said that
review processes are essentially the same for certification and recertification. We focused
on documentation firms submit to support compliance with the employee residency and
primary office location requirements because firms must submit information to
demonstrate their compliance with these requirements at certification and recertification.
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Background

We conducted this performance audit from February 2018 to September
2018 in accordance with generally accepted government auditing
standards. Those standards require that we plan and perform the audit to
obtain sufficient, appropriate evidence to provide a reasonable basis for
our findings and conclusions based on our audit objectives. We believe
that the evidence obtained provides a reasonable basis for our findings
and conclusions based on our audit objectives.

The HUBZone Act of 1997 (which established the HUBZone program)
identified HUBZones as (1) qualified census tracts, which are determined
generally by area poverty rate or household income; (2) qualified
nonmetropolitan counties, which are determined generally by area
unemployment rate or median household income; and (3) lands meeting
certain criteria within the boundaries of an Indian reservation.” Congress
subsequently expanded the criteria for HUBZones to add former military
bases, counties in difficult development areas outside the continental
United States, and certain areas affected by disasters.® According to SBA
officials, 5,306 firms were HUBZone certified as of July 1, 2018. As of that
date, there were 20,154 HUBZone qualified census tracts, 834 HUBZone
qualified non-metropolitan counties, 125 HUBZone base realignment and
closure areas, 593 HUBZone Native American lands (Indian lands), and
95 HUBZone qualified disaster areas (87 qualified disaster census tracts
and 8 qualified disaster non-metropolitan counties).®

"HUBZone Act of 1997, Pub. L. No. 105-135. Title VI, 111 Stat. 2592, 2627-2636 (codified
in several sections, as amended, in title 15, United States Code). By statute, qualified
census tracts are generally those the Secretary of the Department of Housing and Urban
Development designates for the Low-Income Housing Tax Credit program.

8Difficult development areas have high construction, land, and utility costs relative to area
median income, and are designated annually. Consolidated Appropriations Act, 2005,
Pub. L. No. 108-447, Div. K, § 152, 118 Stat. 3456-58 (2004), and Safe, Accountable,
Flexible, Efficient Transportation Equity Act: A Legacy for Users, Pub. L. No. 109-59, §
10203, 119 Stat. 1933-34 (2005). In addition, Section 866 of the National Defense
Authorization Act for Fiscal Year 2016 authorized Native Hawaiian Organizations to own
HUBZone “small business concerns”; expanded the definition of “base closure area,” and
authorized the inclusion of “qualified disaster areas” under the program. In August 2016,
SBA issued a final rule to implement these changes. Section 1701 of the National Defense
Authorization Act for Fiscal Year 2018 authorized effective January 2020, the inclusion of
“Governor-designated covered areas” under the program.

®Different HUBZone area classifications are not mutually exclusive. For example, a
qualified census tract may be in a qualified non-metropolitan county.
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The HUBZone program provides certified small businesses located in
designated areas with contracting opportunities in the form of set-asides,
sole-source awards, and price-evaluation preferences. A set-aside
restricts competition for a federal contract to specified contractors. For
example, competition may be restricted to SBA-certified HUBZone
businesses if there is a reasonable expectation of at least two SBA-
certified HUBZone bidders and a fair market price. A sole-source award is
a federal contract awarded, or proposed for award, without competition.
Also, in any full and open competition for a federal contract, the HUBZone
price evaluation preference allows the price that a HUBZone firm offers to
be deemed lower than the price of another offeror (if the HUBZone firm’s
offer is not more than 10 percent higher than the other offer and the other
offeror is not a small business concern).

HUBZone Certification and To be certified to participate in the HUBZone program, a firm must meet
Recertification Processes  the following criteria:

and Related GAO « when combined with its affiliates, be small by SBA size
Recommendations standards: 1°

« be at least 51 percent owned and controlled by U.S. citizens, or
owned by an Indian Tribal Government, Alaska Native
Corporation, Community Development Corporation, or small
agricultural cooperative;

« have its principal office—the location where the greatest number
of employees perform their work—in a HUBZone;'! and

« have at least 35 percent of its employees reside in a HUBZone."

In a 2008 report, we found that SBA had relied on information that firms
entered into an online application system called the HUBZone

9The firm, with its affiliates, must meet the size standard corresponding to its primary
industry classification as defined in 13 C.F.R Part 121. SBA’s size standards vary by
industry.

""While a certified HUBZone firm must have its principal office in a HUBZone area, it can
bid on and receive federal contracts for work to be performed anywhere.

12SBA defines an employee as an individual employed on a full-time, part-time, or other
basis, so long as that individual works a minimum of 40 hours per month. This includes
employees obtained from a temporary employee agency or leasing concern, through a
union agreement, or co-employed pursuant to a professional employer organization
agreement.
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Certification Tracking System to indicate they met the size, ownership,
location, and employee residence standards.' At the time, SBA
performed limited verification of the self-reported information. Although
agency staff could request additional supporting documentation, SBA did
not have specific guidance or criteria for such requests. Thus, we
recommended that SBA develop and implement guidance to more
routinely and consistently obtain supporting documentation from applicant
firms. SBA agreed with the recommendation and changed its certification
procedures.

Since fiscal year 2009, SBA has required all firms applying for HUBZone
certification to provide supporting documentation about their size,
ownership, location, and employees’ residence, which the agency then is
to review to verify the firm’s eligibility for the program. According to SBA
officials, the current initial certification process has two components: (1)
submission and review of an online application, which is processed by
SBA through the HUBZone Certification Tracking System; and (2)
submission of corroborative documentation, which SBA processes
through a document review. The tracking system contains information on
firms that apply to the HUBZone program, as well as on certified firms
that apply for recertification. Firms wishing to remain in the program must
recertify their continued eligibility to SBA every 3 years. The tracking
system automatically identifies firms that are due for recertification and
sends notifications to those firms.

In 2015, we reported that SBA implemented controls for certification, but
generally did not require firms seeking recertification to submit any
information to verify continued eligibility. Instead, the agency relied on
firms’ attestations of continued eligibility.’® According to SBA officials at
the time, they did not believe they needed to request supporting
documentation from recertifying firms because all firms in the program
had undergone a full document review. We noted that SBA could apply a
risk-based approach to its recertification process to review and verify

3See GAO-08-643.

14SBA notifies the firm that it is due to recertify 30 days before the third anniversary of the
firm’s initial certification or most recent recertification. If the firm does not respond, SBA
sends additional notifications on the certification date and 15 days after that date. If the
firm has not replied 30 days after it was due to recertify (60 days from the initial
notification), SBA sends a notice of proposed decertification. If there is no resolution 30
days later, the program director or deputy sends a notification decertifying the firm.

®See GAO-15-234.
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information from firms that appeared to pose the most risk to the program.
We concluded that recertification essentially remained a self-certification
process. We recommended that SBA reassess its recertification process
and add additional controls, such as developing criteria and guidance on
using a risk-based approach to requesting and verifying firm information.
SBA agreed with our recommendation and noted it would assess the
process. In March 2017, we reported that SBA planned to address our
recommendation using a technology solution.®

GAO’s Fraud Risk
Framework and Related
Legislation

According to federal internal control standards and GAQO’s fraud risk
framework, managers in executive branch agencies are responsible for
managing fraud risks and implementing practices for combating those
risks.'” When fraud risks can be identified and mitigated, fraud may be
less likely to occur.'® Federal internal control standards call for agency
management officials to assess the internal and external risks their
entities face as they seek to achieve their objectives. The standards state
that management should consider the potential for fraud when identifying,
analyzing, and responding to risks.® Risk management is a formal and
disciplined practice for addressing risk and reducing it to an acceptable
level.

In July 2015, we issued the fraud risk framework, which provides a
comprehensive set of key components and leading practices that serve
as a guide for agency managers to use when developing efforts to
combat fraud in a strategic, risk-based way.?° The Fraud Reduction and
Data Analytics Act of 2015 required the Office of Management and

18GAO-17-456T.
"GAO-15-593SP.

"8Fraud and “fraud risk” are distinct concepts. Fraud involves obtaining something of value
through willful misrepresentation. Fraud risk exists when individuals have an opportunity to
engage in fraudulent activity, have an incentive or are under pressure to commit fraud, or
are able to rationalize committing fraud. A fraud risk can exist even if fraud has not yet
been identified or occurred. When fraud risks can be identified and mitigated, fraud may
be less likely to occur. Determining if an act is fraud is beyond management’s professional
responsibility for assessing risk (such determinations are made through judicial or
adjudicative systems). See GAO, Medicare and Medicaid: CMS Needs to Fully Align Its
Antifraud Efforts with the Fraud Risk Framework, GAO-18-88 (Washington, D.C.: Dec. 5,
2017).

®GAO-14-704G.
20GA0-15-593SP.
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Budget to establish guidelines for federal agencies to create controls to
identify and assess fraud risks and design and implement antifraud
control activities.?" In July 2016, the Office of Management and Budget
issued guidelines that, among other things, affirm managers should
adhere to the leading practices identified in GAO’s fraud risk framework.??

National Defense
Authorization Act for Fiscal
Year 2018

The National Defense Authorization Act for Fiscal Year 2018 includes a
number of provisions relating to the HUBZone program.?® For example,
the act requires SBA (by January 1, 2020) to verify the accuracy of
documentation provided by a HUBZone firm seeking recertification to
determine whether the firm remains qualified for HUBZone certification.
The act also requires SBA to begin conducting examinations of qualified
HUBZone firms by January 1, 2020, using a risk-based analysis to select
firms to be examined. According to the act, these risk-based
examinations are intended to ensure that each firm examined meets the
program requirements for certification. The act also specifies that any
small business that SBA determines to have misrepresented its status as
a qualified HUBZone firm be subject to liability for fraud.

HUBZone Expansion in
Puerto Rico

On June 16, 2016, SBA announced it had revised the definition of
qualified census tracts eligible to be designated as HUBZones to provide
more opportunities for firms in Puerto Rico. Previously, in addition to
poverty rate and income, SBA applied a statutory population cap that
limited the number of eligible census tracts.?* According to the
announcement, SBA had determined that the 20 percent population cap
was not in keeping with the spirit and intent of the HUBZone program. On
June 30, 2016, PROMESA authorized an exemption to the 20 percent
cap for HUBZone designations in Puerto Rico for a limited time (10 years
or until the date on which the Financial Oversight and Management Board
for Puerto Rico ceased to exist, whichever came first). It also required
SBA to promulgate regulations to implement the exemption. SBA

21pyp.L. No. 114-186, § 3(a), 130 Stat. 546 (2016)

220ffice of Management and Budget, Management’s Responsibility for Enterprise Risk
Management and Internal Control, Circular No. A-123 (Washington, D.C.: July 15, 2016).

23pyb.L. No. 115-91, § 1701 131 Stat, 1283, 1795 (2017).

24In metropolitan areas in which more than 20 percent of the population qualified, the list
of eligible census tracts was ordered from the highest percentage of eligible households to
the lowest until the 20 percent limit was exceeded.
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promulgated the regulations, which became effective December 22,
2017.%

By lifting the population cap in June 2016, SBA increased the number of
eligible census tracts in Puerto Rico by 516 (from 260 to 776). As a result,
nearly all of Puerto Rico now qualifies as a HUBZone (see fig.1).

2582 Fed. Reg. 48,903 (October 23, 2017) (codified at 13 C.F.R. § 126.103). SBA lifted the
population cap in June 2016, before passage of PROMESA.
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Figure 1: Historically Underutilized Business Zone (HUBZone) Areas in Puerto Rico, Before and After June 2016 Change to
Definition of Qualified Census Tracts

Before 2016 Expansion

@

After 2016 Expansion

HUBZone Eligibility

Eligible census tracts - Ineligible census tracts : Eligible nonmetropolitan counties®

Source: GAO analysis of data provided by the Small Business Administration, MapInfo (map). | GAO-18-666
Note: SBA’s 2016 revision to the definition of qualified census tracts eligible to be designated as
HUBZones led to an increase in the number of eligible HUBZone census tracts in Puerto Rico.

®In addition to qualified census tracts, HUBZone areas may also be located in certain nonmetropolitan
counties.

2017 Hurricanes In 2017, two major hurricanes (Irma and Maria) hit Puerto Rico. Hurricane

Irma skirted Puerto Rico and left more than 1 million people without
power. Hurricane Maria, a Category 4 hurricane, made landfall and
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caused catastrophic damage.? For instance, Hurricane Maria wiped out
the power grid, resulting in outages across Puerto Rico that continued for
months after the storm. The majority of the island had its power restored
by April 4, 2018, according to the Department of Energy. However, the
power grid remains fragile. For example, Puerto Rico experienced an
island-wide outage on April 18, 2018.

%The Saffir-Simpson Hurricane Wind Scale is a 1-5 rating based on a hurricane’s
sustained wind speed and estimates potential types of property damage in each category.
Hurricanes reaching Category 3 and higher are considered major hurricanes because of
their potential for significant loss of life and damage. Category 4 hurricanes carry
sustained winds of 130-156 miles per hour.
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SBA Adopted Criteria
and Guidance for a
Risk-Based Approach
to HUBZone
Certification and
Recertification but the
Extent to Which It
Conducted a Risk
Assessment of the
Recertification
Process Is Unclear

SBA Adopted New
Documentation
Requirements for
Recertifying Certain
HUBZone Firms

In response to the PROMESA provision to implement a risk-based
approach to HUBZone certification and recertification, SBA adopted
certification and recertification criteria and guidance on March 27, 2017,
for requesting and verifying information.?” Since 2009 and in response to
a prior GAO recommendation, SBA has required and reviewed
documentation from all small businesses seeking initial certification to
show compliance with HUBZone eligibility requirements.? The criteria
and guidance adopted by SBA in March 2017 did not change the
HUBZone certification process. SBA’s internal guidance directs staff to
review and confirm the accuracy of all documentation provided by the
firms applying for HUBZone certification.

However, the 2017 guidance and criteria introduced some documentation
requirements to the recertification process. (Before March 2017, firms
seeking HUBZone recertification were not required to submit
documentation to demonstrate continued compliance with eligibility
requirements.) Currently, any certified firm seeking recertification that
received $1 million or more in HUBZone contract dollars since its last
certification or recertification has to demonstrate compliance with the 35
percent HUBZone employee residency and principal office

27pyp. L. No. 114-187, § 412(b)(1), 130 Stat. 549, 595 (2016).
28GA0-08-643.
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requirements.?® More specifically, under the March 2017 guidance and
criteria, certified HUBZone small business concerns that have received
$1 million or more in HUBZone contract dollars since their initial
certification or most recent recertification must submit (1) a list of all
current employees, identifying the name of the employees, their
addresses, the number of hours they worked per month, and the location
at which they performed their work; and (2) payroll documentation.*°
HUBZone firms seeking recertification that have not received $1 million in
HUBZone contract dollars are not required to submit documentation
supporting continual eligibility for the program.

Extent to Which SBA
Conducted a Risk
Assessment of the
Recertification Process Is
Unclear

SBA officials stated that they had completed a risk assessment of their
HUBZone recertification process to develop the March 2017 guidance
and criteria. In our 2015 report, we found SBA did not require firms to
submit supporting documentation as part of the recertification process—in
effect, firms self-certified.3' We recommended that SBA conduct an
assessment of the recertification process and implement additional
controls, such as developing criteria and guidance on using a risk-based
approach to requesting and verifying firm information.

However, as of July 31, 2018, SBA had not provided documentation of
when the risk assessment was performed or of what risks were identified
and considered in developing the criteria and guidance. SBA officials
stated that out of necessity, given their current information system and
staffing resources, they chose the $1 million threshold as the only
criterion for their risk-based approach.

As of July 31, 2018, SBA also had not provided documentation of what
analysis was performed to establish the $1 million threshold. According to
SBA officials, the threshold was determined based on the belief that,
when a firm received contract awards over $1 million, it increased

2For purposes of the March 2017 guidance and criteria, SBA officials stated that
HUBZone contract dollars are those obtained with a HUBZone contracting preference—
that is, a set aside contract, sole-source contract, or price evaluation preference.

30SBA’s guidance requires that HUBZone firms meeting the $1 million threshold that are
seeking recertification retain supporting documentation related to payroll information for
individual employees, firm locations, and physical sites of any work performed.

31See GAO-15-234.
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opportunity for the firm to fall out of compliance with HUBZone
requirements.

SBA officials noted that they plan to review the current threshold at the
end of fiscal year 2018 and that the threshold amount will likely decrease
because a relatively small number of firms have exceeded the $1 million
threshold. Based on our analysis of Federal Procurement Data System-
Next Generation data, we estimated that from fiscal year 2015 through
fiscal year 2017 about 9 percent of HUBZone firms nationally exceeded
the $1 million threshold. SBA officials also noted that the agency has
been developing a new information system to replace the current
certification tracking system. According to SBA officials, the new system
will help simplify the application process and allow firms to submit
additional documentation more easily. SBA officials said the 2017 criteria
and guidance will be built into the parameters of the new information
system, which will allow SBA to expand the review of documentation
submitted by firms seeking recertification. Officials have stated that
subject to funding and resources, the HUBZone Certification Tracking
System is scheduled to be decommissioned in fiscal year 2019.%

In the past, SBA has implemented a number of actions to better ensure
that only eligible firms participate in the HUBZone program and to
address internal control weaknesses that we have identified in previous
GAO reports.3 However, in 2015, we found that SBA lacked key controls
for its recertification process. Specifically, SBA did not require firms to
submit supporting documentation as part of the recertification process—in
effect, firms self-certified. We reported that by not routinely requiring and
reviewing key supporting documentation from recertification applicants,
SBA was missing an additional opportunity to reduce the risk that
ineligible firms obtain HUBZone contracts. We recommended that SBA
conduct an assessment of the recertification process and implement
additional controls, such as developing criteria and guidance on using a
risk-based approach to requesting and verifying firm information.34

323BA officials had previously estimated that a new technology-based solution to address
some of the ongoing challenges with the recertification process would be available in late
2017. See GAO-17-456T.

33For more information, see GAO-15-234.

3GA0-15-234.
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Standards for Internal Control in the Federal Government state that
management should identify, analyze, and respond to risks related to
achieving the defined objectives of the program.® Additionally, the
standards state that management should use a risk assessment to
identify and analyze risks related to achieving the defined objectives to
form a basis for designing risk responses. Once identified, management
can analyze the identified risks to estimate their significance and design
responses to the analyzed risks.¢ Similarly, according to GAQ'’s fraud risk
framework, leading practices for managing fraud risk include identifying
inherent fraud risks affecting the program, assessing the likelihood and
impact of inherent fraud risks, and examining the suitability of existing
fraud controls. The Fraud Reduction and Data Analytics Act of 2015
states that agencies shall conduct an evaluation of fraud risks using a
risk-based approach, and then design and implement financial and
administrative control activities to mitigate identified fraud risks.
Additionally, as discussed above, the National Defense Authorization Act
for Fiscal Year 2018 requires that SBA perform examinations of
HUBZone firms using a risk-based selection process.

As we reported in 2015, the characteristics of firms and the status of
HUBZone areas—the bases for program eligibility—can often change,
and need to be monitored. We continue to believe that conducting a risk
assessment of the recertification process would help inform a risk-based
approach to reviewing and verifying information from firms that appear to
pose the most risk to the program. For example, a risk assessment could
help inform SBA’s planned review of the current threshold for requesting
and verifying information from firms seeking HUBZone recertification.

BGA0-14-704G.

36Significance refers to the effect on achieving a defined objective.
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SBA Did Not
Consistently
Document or Follow
Its Policies and
Procedures for
Certification Reviews
for Firms in Puerto
Rico That We
Reviewed

Our review of 12 case files for Puerto Rican firms that recently received
HUBZone certification found incomplete documentation for certification
reviews (and by extension, recertification reviews) and undocumented
procedures. SBA also did not consistently follow its procedures to
complete three distinct levels of review when approving the 12 firms for
certification. Representatives of firms in Puerto Rico with whom we spoke
said certification was generally straightforward, but identified some
challenges, including with providing documentation.

SBA Had Complete
Documentation for Office
Location but Not
Employee Residency for
Firms in Puerto Rico We
Reviewed and Had Not
Updated Its Policies

We found that all 12 cases we reviewed in a non-generalizable sample of
Puerto Rican firms that had received HUBZone certification between
March 2017 and March 2018 had complete documentation to
demonstrate that the primary office was located in a HUBZone. However,
we also found that documents were missing, illegible, or did not
corroborate the information claimed regarding employees’ residency for 9
of 12 firms that we reviewed. We focused on the document review
process for the principal office location and the employee residency
requirements because, according to SBA’s March 2017 guidance for the
certification and recertification processes, firms must corroborate their
compliance with these requirements at both certification and
recertification.®” In addition, SBA officials told us that the document review
process is essentially the same for firms seeking certification as it is for
firms seeing recertification. We also reviewed the files of two HUBZone
firms in Puerto Rico that were subject to recertification between March
2017 and March 2018, but neither met the threshold to trigger a
document review under the updated criteria and guidance.

SBA'’s guidance for the certification process requires firms to submit
documentation so that SBA can verify that a firm meets the employee

3"Under the March 2017 guidance, firms seeking recertification that have received $1
million or more in HUBZone contract dollars since their initial certification or most recent
recertification must submit (1) a list of all current employees, identifying the name of the
employees, their addresses, the number of hours they worked per month, and the location
at which they performed their work; and (2) payroll documentation. Firms seeking initial
certification must submit documentation to verify their compliance with all program
eligibility requirements.
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residency and principal location requirements. The documentation must
show that

« each individual is an employee of the firm (payroll documentation),

« each individual asserted to be a HUBZone resident lives at the
address they claim (proof of address, such as a driver’s license),
and

« the address is in a HUBZone (copy of a HUBZone map indicating
the employee and his or her address), and

« the firm’s primary office is located in a HUBZone (such as a copy
of a lease or rental agreement and list of employees who work
there).38

Additionally, SBA’s internal policy manuals describe procedures that
analysts are to follow in reviewing and verifying these documents,
including the types of documents that firms may submit to demonstrate
eligibility, and scenarios in which analysts should request additional
information or clarification from the firm (for example, if a driver’s license
is expired).

For 9 of 12 cases we reviewed, SBA lacked complete documentation to
verify that every employee asserted to be a HUBZone resident lived in a
HUBZone. That is, although SBA analysts contacted firms during the
certification process to obtain additional documentation, and firms
responded to the requests, SBA analysts still had incomplete information
for 9 of the 12 cases at the time they approved the firms.

In 5 of these 9 cases, the firm would not be eligible for HUBZone
certification if the SBA analyst had not counted employees for which
documentation was missing or did not corroborate the information
claimed regarding an employee’s address. Specifically,

« in 3 cases, the address on the employee’s identification for at
least one employee did not match the address at which the firm
claimed the employee lived.

e in 3 cases, the identification for at least one employee was
expired.

38Firms seeking recertification and that received $1 million or more in HUBZone contracts
must retain this documentation.
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e in 1 case, the copies of the HUBZone maps did not indicate to
which employees they referred.

e in 1 case, payroll documentation demonstrating that individuals
were employees of the firm was missing.*®

« inthe other 4 cases, the firm still would be eligible for HUBZone
certification (would meet the 35 percent residency requirement)
even if the analyst had not counted the employee for which
documentation was missing or illegible (1 case) or for which
identification did not match the claimed residency address (4
cases).

We also identified an inconsistency when reviewing the case files for the
only Puerto Rican HUBZone firm recertified between June 2017 and May
2018.40 Specifically, the firm reported on its application that it had zero
employees, but also claimed 19 of its employees lived in a HUBZone. The
firm did not provide any supporting documentation because it did not
meet the threshold in the new recertification criteria to require a document
review. SBA officials said this likely resulted from a display error in the
online system. SBA officials said that they did not contact the recertifying
firm because the firm was not required to submit corroborating
documentation. However, without confirmation of the correct total number
of employees, SBA analysts would not be able to determine the firm’s
compliance with the employee residency requirement (35 percent living in
a HUBZone) and therefore would not be able to determine the firm’s
eligibility to continue HUBZone participation.

SBA officials explained how they handled incomplete information
provided by firms by describing other procedures that analysts followed in
these cases. For example, if any employee’s address did not match
across the firm’s employee list, the employee’s identification, or the
HUBZone map, the analyst reviewing the firm’s application would request
clarification and enter the address from the identification into the current
HUBZone map. Or if the address could not be plotted, the analyst would
presume the employee lived in a HUBZone if the broader geographic
area on their identification (such as zip code) was clearly in a HUBZone.

39For the five cases in question, three had more than one identified discrepancy and two
had a single identified discrepancy.

40SBA decertified the one other firm that was due for recertification because it did not
respond to notifications from SBA to recertify. Only two firms in Puerto Rico were due for
recertification during this time frame.
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SBA officials said this approach is useful for applications from firms in
Puerto Rico, because of difficulties with mapping addresses in the
territory. SBA officials also said that if a firm did not provide
documentation for an employee or SBA could not verify it, but the firm
clearly met the 35 percent resident requirement, the analyst would not
follow up with additional documentation requests and not count that
employee as a HUBZone resident.

However, these procedures are not documented in SBA’s internal written
policies for certifying HUBZone firms and analysts did not document their
use of these procedures in the case files we reviewed. Specifically, the
policy manuals do not include certain procedures SBA officials explained
to us they used for the document review process, such as assumptions of
eligibility for addresses located in a broader geographic area that is
clearly a HUBZone. SBA has not updated its three internal policy manuals
since 2014, 2010 and 2007, respectively.*’

According to SBA officials, analysts rely on oral direction from the
HUBZone program director or deputy to review and process HUBZone
certifications and recertifications to supplement outdated policy
documents. Internal control standards state that management should
document in policies the internal control responsibilities of the
organization.

Because SBA has not updated its internal policy manuals, analysts who
review applications for HUBZone certification and recertification may not
be consistently following applicable internal policies and procedures. As a
result, management does not have reasonable assurance that analysts
are following procedures correctly to obtain and review all of the required
documents from firms. Without such review, SBA may not have
reasonable assurance that firms meet the eligibility criteria for HUBZone
participation—which increases the risk of ineligible firms participating in
the program. Because SBA officials told us that firms seeking
recertification that meet the threshold for additional document review
undergo essentially the same reviews as firms seeking certification, the

41SBA officials told us they plan to update the standard operating procedures, one of the
three internal policy manuals, by December 2018. In 2014, the SBA OIG recommended
that SBA update its HUBZone guidance to reflect changes to the certification process. See
Opportunities Exist to Further Improve Quality and Timeliness of HUBZone Certifications,
14-03. In 2015, we reported that SBA planned to update the standard operating
procedures manual in March 2015, but the agency had not updated it as of June 2018.
See GAO-15-234.
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gaps in certification cases that we observed suggest that gaps are
possible in recertification as well.

SBA Did Not Consistently
Follow Its Quality Review
Procedures When
Certifying Firms In Puerto
Rico That We Reviewed

SBA did not consistently follow its quality review procedures to complete
three distinct levels of review when approving the 12 Puerto Rican firms
in our non-generalizable sample for certification. In 4 of 12 cases, one
person reviewed the application for two levels of review; in the other 8
cases, three different analysts reviewed the application. We found that
SBA notified all 12 firms of their approval in writing, in accordance with its

policy.

SBA’s internal policy states that the certification process has three levels
of review: (1) an analyst reviews the application documents and makes a
recommendation to approve or deny the firm, (2) a senior analyst reviews
the application and the first analyst’'s recommendation, and (3) the
program director or deputy finalizes the approval or denial and notifies the
firm of the decision. The three levels of review are intended to provide
quality assurance. For example, the second analyst reviews the case file
and the first analyst’'s recommendation for completeness, accuracy, and
consistency with eligibility criteria.

SBA officials told us that, in some cases, one individual's review may
count as two of the three levels of reviews in order to make the most
efficient use of available analyst capacity. SBA officials said the deputy
director reviewed several applications from Puerto Rican firms, including
the four cases we identified, as part of work to develop an application
screening tool and to engage the Puerto Rico district office when
processing applications from firms in Puerto Rico. These reviews were
counted as two of the three levels of review. Officials said that in these
cases, the program director completes the final review and should
annotate the case file notes about the quality assurance actions that were
taken. In three of the four cases, the program director noted that she
completed the final review and approval but not what quality assurance
actions were taken; the deputy director completed both the second and
final review in the other case. SBA officials described the third-level
review (final approval or denial) as a high-level review to ensure no
questions or unresolved matters are outstanding in order to approve or
deny the application. Therefore, it is not likely that the program director
would be reviewing supporting documents to identify any problems that
could be identified if an additional analyst conducted a second-level,
quality assurance review.
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Internal control standards state that management should design control
activities at various levels with a segregation of duties, and periodically
review its procedures and associated internal control activities for
effectiveness. Management should also monitor its internal control
system through ongoing monitoring to assess the quality and
effectiveness of the internal control system’s performance over time.

SBA provided an assurance letter prepared in response to the Federal
Managers Financial Integrity Act that stated the agency evaluated the
Office of HUBZone’s internal controls and concluded the controls were
effective. However, it is not known to what extent SBA reviewed staff’s
compliance with certification and recertification quality review procedures
as part of this assessment, because the letter does not describe what
steps SBA took to conduct the evaluation.

Without reviewing staff compliance with certification and recertification
procedures, SBA lacks reasonable assurance that analysts follow such
procedures and that internal controls function effectively. This increases
the risk that ineligible firms could receive HUBZone certification and thus
contracting preferences to which they are not entitled.

Representatives of Firms
in Puerto Rico We
Interviewed Said
Certification Process
Generally Was
Straightforward, but
Documentation Requests
Presented Some
Challenges

Representatives of nine HUBZone firms we interviewed in Puerto Rico
were not aware of changes made to the recertification process, but said
that the certification process they followed was straightforward and
generally easy. However, they reported some challenges, including with
documentation.

Representatives of most of the firms said that the most difficult part of the
certification process was documenting the address for their primary office
location and employees’ residences to show they are located in a
HUBZone. They said this is time-consuming and tedious, especially for
firms with many employees. Although they felt that SBA’s HUBZone
mapping software had improved, they said the formatting of addresses in
Puerto Rico creates a challenge, consistent with what we reported in
2017.? One representative described having to pinpoint locations

42In 2017, we reported that SBA’s mapping system could not process certain addresses in
Puerto Rico. See GAO, Puerto Rico: Information on Trends and Challenges to Small
Business Federal Contracting, GAO-17-550 (Washington, D.C.: June 29, 2017). The
National Defense Authorization Act for Fiscal Year 2018 requires SBA to update its online
mapping tool by January 1, 2020. (Pub. L. No. 115-91 § 1701 (h)(1), (j), 131 Stat. 1283,
1801, 1803 (2017).
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manually in Google Maps to obtain geographic coordinates, and then
enter the coordinates into SBA’s HUBZone map instead of street
addresses. Other representatives noted that some of their employees
have informal living arrangements and cannot easily provide proof of
address.

Some representatives said that they struggled with the specific time
frames that payroll documentation must cover. SBA requires firms to
submit payroll documentation for the pay period that includes the date of
their application and a sufficient number of preceding payrolls to cover a
4-week period, but firms said it was difficult to submit payroll reports at
exactly the right time to meet this requirement.

According to representatives from HUBZone firms and two economic
development organizations we interviewed, some challenges with
certification may be unique to firms in Puerto Rico, including the address
format issue described above. Representatives from one firm and the
economic development organizations said that some firms in Puerto Rico
may face language barriers if Spanish is their primary language, or if they
lack formal documentation required for certification, such as not having
computerized records. The 2017 hurricanes also created several
challenges for firms. For example, some firms did not have electricity and
closed for several months. Firms that closed while trying to obtain
HUBZone certification could not respond to follow-up requests from SBA
immediately or provide documentation of their business operations for the
time period in which they were affected.

Representatives from firms we interviewed said they had little contact with
SBA other than in relation to compliance. Although some have attended
SBA events, representatives said they generally worked with SBA partner
organizations, such as the Federal Contracting Center and Small
Business and Technology Development Center to obtain assistance with
gaining HUBZone certification and applying for federal contracts.
Representatives from three firms we interviewed said that officials from
SBA visited their offices to provide technical assistance support.

According to SBA officials in Washington, D.C., they have improved their
communications with firms and increased outreach for the HUBZone
program in recent years. For example, the HUBZone tracking system
automatically generates emails to firms, such as reminders that they are
due for recertification, which according to SBA officials, has eliminated
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HUBZone Set-Aside
Contracting Was
Minimal in
Comparison to Other
Small Business
Contracting in Puerto
Rico; However,
Assessment of
HUBZone Expansion
Impacts Might Be
Premature

the backlog of recertifications on which we reported in February 2017.4
Representatives from the Puerto Rico District Office also said they
increased promotion of the HUBZone program in recent years through
monthly events and seminars on all SBA programs across Puerto Rico,
including a seminar on obtaining HUBZone certification. Representatives
from the district office said they are not involved with the certification and
recertification processes, but provide support by conducting from three to
six site visits to HUBZone firms annually in Puerto Rico and the U.S.
Virgin Islands.

An increase in HUBZone set-aside contracts could theoretically help
deliver economic impact to Puerto Rico, but it is likely too soon to assess
larger-scale economic benefits resulting from HUBZone program
expansion in Puerto Rico as of June 2018. From fiscal years 2006
through June 2018, the share of HUBZone set-aside contracts as a
percentage of small business contracts in Puerto Rico has remained low
despite sharp increases in the number of HUBZone firms and overall
federal contracting in Puerto Rico. Over this period, small businesses in
Puerto Rico have been winning a large and increasing percentage of total
federal contracting obligations in Puerto Rico. Firms, economic
development organizations, and SBA representatives said any impacts of
HUBZone expansion in Puerto Rico may not yet be observable due to
hurricane-related setbacks. They also identified longer-standing
challenges that Puerto Rican firms have faced in obtaining HUBZone set-
aside contracts consistent with those we identified in 2017.4* In 2018,
SBA established a procurement center representative (PCR) in Puerto
Rico, which the agency expects will help address some of those
challenges.

“We reported on this issue in February 2017 and recommended that SBA take steps to
eliminate the backlog (see GAO-17-456T).

443ee GAO-17-550.
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Economic Impacts of
HUBZone Expansion in
Puerto Rico Not Yet
Apparent

Based on our analysis as of June 30, 2018, it appears that larger-scale
economic benefits from HUBZone expansion have not been realized (it
may be too early to assess the impact of program expansion). While
HUBZone certification alone likely would not have a direct economic
impact (such as on job creation) in Puerto Rico, the expansion of
HUBZones in Puerto Rico, which now cover nearly the entire island, gives
opportunities to more firms to qualify for and pursue preferential
contracting opportunities. The number of HUBZone firms has risen since
the expansion—from 20 in September 2016 to 101 as of June 30, 2018.

The program could help deliver economic impacts if HUBZone firms
received contract awards as a result of contract preferences such as set-
aside or sole-source contracts.* For instance, employees hired to fulfill
HUBZone set-aside contracts could represent jobs created in Puerto Rico
(if those contracts otherwise would have been awarded to a firm outside
Puerto Rico). However, if the contract otherwise would have been
awarded to another Puerto Rican firm, the new jobs would represent an
economic transfer, not jobs created.®

Our analysis of HUBZone set-aside contracts in Puerto Rico indicated
that a few, newly certified HUBZone firms received set-aside contracts,
which can be a source of job creation.*’

« Six of the nine firms that received HUBZone set-aside contracts in
fiscal years 2017 and 2018 (through June 2018), totaling $5.1
million, were certified after the 2016 program expansion.*?

4Sole-source contracts are awards made without competition and set-aside contracts are
awards limited to a designated pool of competing firms.

“6In our analysis of employment data by month and municipality (Local Area
Unemployment Statistics, from the Bureau of Labor Statistics), we did not find a significant
relationship between contract awards and employment levels. Even if individual firms
experience a significant effect on employment, these effects might not show up in the
aggregate municipality level data for various reasons. For example, because these
employment data are based on a household survey, the data might not capture small
effects given the sample size. Also we did not control for a variety of factors that might
affect employment such as other government programs or hurricane damages.

47In addition to set-aside and sole-source contracts, certified HUBZone businesses also
can receive a price evaluation preference of 10 percent in full and open competition if the
apparent successful offering firm is not a small business. There were no cases of awards
made using the HUBZone price evaluation preference in our analyses.

Page 24 GAO-18-666 Small Business Contracting



« One newly certified HUBZone firm that we interviewed said that
program expansion resulted in the firm becoming HUBZone-
eligible. The firm’s representative said that it obtained a 5-year
HUBZone set-aside contract for $700,000, which resulted in the
firm hiring six employees to fulfill the contract.

But HUBZone set-aside contract obligations have remained largely
unchanged in recent years, and firms face both temporary and longer-
standing challenges in accessing and winning contract awards, as we
discuss later in this section. For a description of contracting trends in
Puerto Rico, see appendix Il.

Federal Contracting to Based on our analysis, federal contracts to businesses in Puerto Rico
Small Businesses in increased from $355 million in fiscal year 2015 to $841 million in fiscal
Puerto Rico More Than year 2018 (through June 2018). Similarly, federal contracts to small

businesses in Puerto Rico increased from $244 million to $688 million in
Doubled Over the Past 3 ¢ same period (see fig. 2).4°

Years

“8The HUBZone set-aside contracts received in fiscal years 2017 and 2018 (through June
2018) by the three previously certified firms totaled more than $400,000.

“For a more detailed description of contracting trends in Puerto Rico, see appendix II.
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Figure 2: Federal Contracting in Puerto Rico, Fiscal Years 2006—-2018 (through June 2018)
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Source: GAO analysis of Federal Procurement Data System-Next Generation data. | GAO-18-666

Note: We analyzed data for federal prime contracting obligations awarded to all businesses and small
businesses in Puerto Rico. The dollar amounts are adjusted for inflation using fiscal year 2017
dollars.

Although HUBZone set-aside contract obligations have remained largely
unchanged in recent years, small businesses in Puerto Rico also have
been winning a large and increasing percentage of total federal
contracting obligations in Puerto Rico. Specifically, federal contract
obligations to small businesses located in Puerto Rico as a percentage of
total federal contract obligations in Puerto Rico increased from 69 percent
in fiscal year 2015 to 82 percent in fiscal year 2018 (through June 2018).
A significant portion of the increase in overall contracting and small
business contracting to Puerto Rican firms in fiscal year 2018 (through
June 2018) was related to hurricane relief. Specifically, we calculated that
55 percent of total federal contracting obligations in Puerto Rico and 64
percent of obligations awarded to Puerto Rican small businesses in fiscal
2018 were associated with hurricane relief.
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HUBZone Set-Aside
Contracts as a Share of
Federal and Small
Business Contracts in
Puerto Rico Remained
Relatively Low in Recent
Years

While the obligations for federal contracting to small businesses in Puerto
Rico sharply increased in recent years, as did the number of HUBZone
firms, the share of HUBZone set-asides as a percentage of small
business contracts in Puerto Rico remained low and relatively unchanged
(see fig. 3). HUBZone set-aside contract obligations increased from
negative $20,881 in fiscal year 2016 to $3.8 million in fiscal year 2017 (1
percent of the total value of small business contracts in Puerto Rico). The
set-aside obligations dropped to $1.7 million through June 2018 (0.2
percent of the total value of small business contracts in Puerto Rico).%°

50Negative amounts of obligations for the HUBZone set-asides are a result of de-
obligations for prior-year contracts through contract cancellations or other actions. For a
more detailed description of contracting trends in Puerto Rico, see appendix Il.

Page 27 GAO-18-666 Small Business Contracting



Figure 3: Federal Contracting and HUBZone Set-Asides in Puerto Rico in Fiscal Years 2006—2018 (through June 2018)
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Note: We analyzed data for federal prime contracting obligations awarded to all businesses and small
businesses in Puerto Rico and those awarded using the HUBZone program. We included HUBZone
awards made using sole-source and set-asides, but there were no cases of awards made using the
HUBZone price evaluation preference in our analysis. The dollar amounts are adjusted for inflation
using fiscal year 2017 dollars.

*Negative amounts of obligations for the HUBZone set-asides are a result of de-obligations for prior-
year contracts through contract cancellations or other actions.

Representatives of two economic development organizations that we
interviewed stated that continued low use of HUBZone set-aside
contracts by contracting agencies could subsequently decrease firms’
willingness to participate in the HUBZone program in Puerto Rico.
Representatives of firms and two economic development organizations
noted that the process of monitoring, identifying, and applying for
HUBZone set-aside contracts is time consuming and without the
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availability of set-aside contracts program participation may not be
worthwhile for firms in Puerto Rico.

Temporary Challenges
May Hinder Use of
HUBZone Set-Aside
Contracts in Puerto Rico in
the Short Term

Advance Contracts

Outmigration from 2017
Hurricanes

Representatives of firms and two economic development organizations
and SBA officials in Washington D.C. and the Puerto Rico District Office
told us that use of HUBZone set-aside contracts and any resulting
economic impacts of HUBZone expansion in Puerto Rico may not yet be
observable because of temporary challenges, such as advance contracts
and outmigration due to the 2017 hurricanes.

One temporary challenge they cited was the use of advance contracts by
agencies in response to the 2017 hurricanes. In advance contracts, an
agency establishes contracts before a disaster for goods and services
typically needed during a disaster response.

Such contracts may prevent contracting officers from establishing a
HUBZone set-aside on contracts awarded for disaster response and
recovery. For example, a representative from one firm we interviewed
said that in the wake of the 2017 hurricanes it had ample supplies of a
vaccine in high demand on the island. The firm’s representative thought
that contracting officers previously established an advance contract with a
company in the continental United States to supply the vaccine.
Therefore, contracting officers were unable to contract the Puerto Rican
HUBZone firm to supply the vaccine to the island. However, SBA officials
in the Puerto Rico District Office told us that once advance contracts are
completed, the contracting agency can replace the contract with another
contract to perform those services, which could be a HUBZone set-aside
contract.

Representatives of firms and one economic development organization
and SBA officials in the Puerto Rico District Office told us that
outmigration from Puerto Rico after the 2017 hurricanes reduced the
amount of talent and workers available to fulfill contracts. Representatives
of one firm said that contracting officers may be concerned that the
defection of talent from Puerto Rico could limit firms’ abilities to complete
contracts, limiting the contracting officers’ willingness to set aside
contracts.

5'For more information on advance contracts, see GAO, 2017 Disaster Contracting:
Observations on Federal Contracting for Response and Recovery Efforts, GAO-18-335
(Washington, D.C.: Feb. 28, 2018).
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However, representatives of firms and one economic development
organization said that contracts can be fulfilled by multiple Puerto Rican
firms if necessary. Also, representatives of firms and one economic
development organization said that people who left the island have
started returning and replenishing the workforce.

Longer-Standing
Challenges Also May
Hinder Use of HUBZone
Set-Aside Contracts

Difficulty Meeting Procurement
Requirements

Representatives of firms and two economic development organizations
and SBA officials in Washington D.C. and the Puerto Rico District Office
also identified longer-standing challenges to increased use of HUBZone
set-aside contracts in Puerto Rico, including difficulty meeting
procurement requirements, limited knowledge of the federal contracting
process, lack of access to contracting officers, and award of contracts to
firms outside Puerto Rico. These concerns are similar to those we
recognized in our 2017 report on SBA contracting program in Puerto
Rico.%?

Representatives of some firms we interviewed stated that procurement
requirements for federal contracts (such as performance history for
construction contracts) posed challenges for small businesses in Puerto
Rico. Representatives of some firms said that as an island, Puerto Rico
faces specific challenges in meeting procurement requirements. For
example, one firm’s representative said that the construction of a school
required a business to demonstrate experience in developing several
schools in the past. According to this representative, opportunities to
construct schools are limited in Puerto Rico and many Puerto Rican firms
would be capable of fulfilling these contracts, but relevant experience
constructing similar buildings is not considered as meeting this
requirement.

In 2017, we reported that the experience of construction businesses in
Puerto Rico does not match procurement requirements, which are often
standardized to mainland building standards and do not consider unique
conditions in Puerto Rico. As a result, firms and associations that we
interviewed in 2017 said that agencies’ contracting officers may not
consider the experience of Puerto Rican businesses as qualifying.
Representatives from four associations that we interviewed in 2017 stated
that construction businesses in Puerto Rico demonstrate in their
construction plans greater understanding of building requirements in

$2GA0-17-550.
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Limited Knowledge of the
Federal Contracting Process

Lack of Access to Contracting
Officers

Puerto Rico, such as accounting for tropical climate or the risk of seismic
activity, but these factors were not incorporated into federal procurement
requirements.

Representatives of firms and two economic development organizations
and SBA officials in the Puerto Rico District Office said that limited
knowledge of the federal contracting process can be a challenge for
HUBZone firms in Puerto Rico. One firm’s representative explained that
responding to agencies’ requests for information was important because
to create a HUBZone set-aside contract a federal agency must
demonstrate that at least two firms could compete for the contract.
Another firm'’s representative said that because it was unaware of the
importance of responding to the requests for information, it had not
responded to requests for information for any contract opportunities.
Firms’ representatives also noted that the process of responding to
requests for information and requests for proposals is time consuming
and often infeasible because they lack the financial and personnel
resources of larger businesses.

Firms can obtain information about federal and small business contracting
from several sources. Firms’ representatives we interviewed said that
they generally seek assistance from SBA partner organizations, such as
the Federal Contracting Center and Small Business and Technology
Development Center, to gain a better understanding of the contracting
process. Officials from SBA’s Puerto Rico District Office said that they
hold regular training on contracting programs and how to navigate the
contracting process. The District Office also holds one-on-one
appointments with businesses to help them navigate the federal
contracting process and has offered training on proposal writing.

Representatives of firms we interviewed said that obtaining HUBZone set-
aside contracts was difficult for small businesses in Puerto Rico partially
because of a lack of access to contracting officers. Most firms’
representatives we interviewed said that, similar to obtaining assistance
in navigating the contracting process, they seek assistance from SBA
partner organizations, such as the Federal Contracting Center and Small
Business and Technology Development Center, to identify HUBZone
contract opportunities and connect with contracting officers.

Firms’ representatives also said that they attend conferences and
matchmaking events at which they meet contracting officers; however,
they said that this approach has not yet helped them to obtain increased
HUBZone set-aside contracts in Puerto Rico. One firm’s representative

Page 31 GAO-18-666 Small Business Contracting



Award of Contracts to Firms
Outside of Puerto Rico

said that the advice at networking events is that firms should approach
contracting officers, but small businesses do not have the contacts to
approach contracting officers. Representatives of some firms said that
SBA should act as an advocate or facilitator to provide connections
between small businesses and contracting officers. Some of the firms’
representatives noted that in the absence of HUBZone set-aside
contracts, they tend to pursue subcontracts with companies that have
prime federal contracts.

Representatives of two economic development organizations we
interviewed said that most HUBZone set-aside contracts and most of the
hurricane relief-related contracts performed in Puerto Rico were awarded
to firms outside Puerto Rico. In 2017, we similarly reported that
representatives from four associations stated that challenges such as lack
of access to contracting officers and difficulty meeting procurement
requirements led to concerns about contracts being awarded to
businesses located outside of Puerto Rico for work to be performed in
Puerto Rico.

Representatives of firms and one economic development organization
also pointed out that for some industries, work does not need to be
physically performed at the contract location; therefore, Puerto Rican
HUBZone firms could be competitive for contracts located in other states.
According to firms and one economic development organization, this is
especially true in the technology industry, which is well represented in
Puerto Rico with multiple HUBZone firms. However, representatives of
the Puerto Rican technology firms we contacted noted that they have
experienced great difficulty obtaining HUBZone contracts. One firm’s
representative suggested that this challenge might be partially due to
Puerto Rican firms having less experience than firms outside of Puerto
Rico in competing for HUBZone set-aside contracts. To compete for
contracts, one firm said that its chief executive officer permanently moved
to Washington, D.C., and another firm said its staff travels to Washington,
D.C., once a month.
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Procurement Center
Representative Based in
Puerto Rico May Help
Address Some Challenges
Faced by HUBZone Firms
in Puerto Rico

In 2018, SBA established a PCR in Puerto Rico and SBA officials said the
agency expects that the PCR will help address some of the challenges
discussed previously. SBA PCRs work with federal agencies and small
businesses to identify contracting opportunities for small businesses.%?
The Puerto Rico PCR said that she plans to hold events for HUBZone
firms to help them better understand and navigate the federal contracting
process. For example, she plans to hold a Federal Acquisition Regulation
“boot camp,” a 40-hour training to educate firms on the federal contracting
process. She also stated that through regular interaction with other PCRs
and with contracting officers, she can identify and discuss opportunities
for HUBZone set-aside contracts for Puerto Rican small businesses. One
economic development organization we interviewed said that it is too
early to see an effect of the new Puerto Rico PCR, but that they have met
with her and have been encouraged by her efforts to date.

In 2017, we reported that several stakeholders identified the lack of an
SBA PCR in Puerto Rico as a disadvantage for small businesses in
Puerto Rico seeking contracts with the federal government.>* According
to a representative from the Federal Contracting Center that we
interviewed in 2017, having a PCR in Puerto Rico is important because
the PCR can advocate for small businesses there. For example, the PCR
can work with contracting officers to determine small business set-asides,
make adjustments to procurement requirements, and make agency
contracting officers more aware of businesses in Puerto Rico. According
to one economic development organization’s representative, the PCR
could assist local businesses and promote businesses located in Puerto
Rico to federal agencies.

53For more information on the role of PCRs in SBA contracting programs, see GAO,
Improvements Needed to Help Ensure Reliability of SBA’s Performance Data on
Procurement Center Representatives, GAO-11-549R (Washington, D.C.: June 15, 2011).

54At the time of our 2017 report, a network of PCRs in six SBA area offices was
responsible for federal procurement activities nationwide. SBA’s Area 1 office (in Boston),
was responsible for procurement activities taking place in Puerto Rico. SBA officials stated
at the time that while the Area 1 office generally interacted with certain agencies in Puerto
Rico, including the General Services Administration and the Department of the Army,
PCRs in other area offices also interacted with agencies with contracting activities in
Puerto Rico.
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Conclusions

Recommendations for
Executive Action

Agency Comments
and Our Evaluation

Our review of a sample of 12 case files for Puerto Rican firms certified
between March 2017 and March 2018 found that SBA lacked complete
documentation for one of two requirements we reviewed and did not
consistently follow its own procedures for quality control reviews when
approving firms. This suggests potential gaps in internal controls for both
the certification and recertification processes, as SBA reviews firms’
compliance with program requirements at both certification and
recertification. Although SBA policy includes documentation reviews and
a quality control process, its internal policy manuals do not reflect all
document review procedures, and analysts did not always follow
procedures for quality control reviews. SBA has not updated its policy
manuals and, it is not known to what extent it has reviewed staff
compliance with the quality review procedures. Although SBA provided an
assurance letter stating its internal controls are effective, the letter did not
describe steps taken in the evaluation. Documenting all procedures would
help ensure that analysts consistently follow policy when certifying and
recertifying firms. Documented reviews of staff compliance also could
serve to identify and remediate any noncompliance with certification and
recertification processes. Both actions would serve to strengthen the
verification function in the HUBZone program, which is necessary to help
ensure that only eligible firms participate in the program.

We are making two recommendations to SBA. Specifically:

The Administrator of SBA should update the agency’s internal policy
manuals for certification and recertification reviews to reflect existing
policies and procedures not currently in written guidance.
(Recommendation 1)

The Administrator of SBA should conduct and document reviews of staff
compliance with procedures associated with HUBZone certification and
recertification. (Recommendation 2)

We provided a draft of this report for review and comment to SBA. In
response, SBA provided written comments, which are reproduced in
appendix Ill. SBA also provided technical comments, which we
incorporated as appropriate. SBA generally agreed with both of our
recommendations. However, SBA disagreed with three of our findings in
the draft report.
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In the draft report, we stated that SBA’s guidance for the certification
process requires firms to submit documentation so that SBA can verify
that a firm meets the employee residency requirement, including
documentation showing that each employee’s address is located in a
HUBZone, for employees claimed to be HUBZone residents. We noted
that documents were missing, illegible, or did not corroborate the
information claimed regarding at least one employee’s residency for 9 of
12 certifying firms that we reviewed. We also stated that in 5 of these 9
cases, the firm would not be eligible for HUBZone certification if the SBA
analyst had not counted such employees. In its comments, SBA stated
that it is only required to verify that no fewer than 35 percent of a
HUBZone firm’s employees reside in a HUBZone. SBA asserted that it
had sufficient documentation to conclude that at least 35 percent of each
firm’s employees resided in a HUBZone for each of the 12 firms we
reviewed. While SBA analysts may have addressed insufficient
documentation by following additional procedures, which are described in
the report, we found that these procedures were not documented in
SBA’s internal written policies for certifying HUBZone firms and analysts
did not document their use of these procedures in the case files we
reviewed. Therefore, we were not able to verify that SBA took such steps
to verify the employees’ addresses.

In the draft report, we identified an inconsistency when reviewing the case
files for the only Puerto Rican HUBZone firm recertified between June
2017 and May 2018. Specifically, the firm reported on its application that
it had zero employees, but also claimed 19 of its employees lived in a
HUBZone. In its comments, SBA stated that these numbers came from a
program examination system that is no longer used by the agency and
therefore would not have been administratively correct to use in the 2017
recertification process. However, the file we received from SBA’s
HUBZone Certification Tracking System asks for such information and
had a response date noted as December 26, 2017. We recognize and
noted that the firm was not required to submit corroborating
documentation to verify employee information, because it was under the
$1 million threshold. However, SBA policy states that recertifying firms
must represent that the circumstances relative to their eligibility at the
time of certification have not materially changed. In this instance, SBA
recertified the firm when basic information obtained for the firm appeared
to be erroneous and did not indicate that the firm was in compliance with
the employee residency requirement.

In the draft report, we stated that SBA did not consistently follow its
quality review procedures to complete three distinct levels of review when
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approving the 12 Puerto Rican firms in our non-generalizable sample for
certification. In its comments, SBA stated that while its legacy system, the
HUBZone Certification Tracking System, requires three levels of review,
its internal policies do not require that each level of review be performed
by different staff. However, SBA internal policies that we reviewed state
that the three levels of review should be conducted by different people,
specifically an analyst, a senior analyst, and the program director.
Furthermore, internal control standards state that management should
design control activities at various levels with a segregation of duties, and
periodically review its procedures and associated internal control activities
for effectiveness.

We are sending copies of this report to congressional committees, the
Small Business Administration, and other interested parties. In addition,
this report will be available at no charge on GAQO’s website at
http://www.gao.gov.

If you or your staff members have any questions about this report, please
contact me at (202) 512-8678 or shearw@gao.gov. Contact points for our
Offices of Congressional Relations and Public Affairs may be found on
the last page of this report. GAO staff who made key contributions to this
report are listed in appendix IV.

Wbl 8 Lot

William B. Shear
Director, Financial Markets and Community Investment
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Appendix |: Objectives, Scope, and
Methodology

Our objectives in this report were to (1) examine the Small Business
Administration’s (SBA) development of criteria and guidance on using a
risk-based approach for certifying and recertifying Historically
Underutilized Business Zone (HUBZone) firms, (2) examine SBA’s
implementation of the revised policies and procedures for firms located in
Puerto Rico, and (3) describe any economic impacts of HUBZone
expansion and recent trends in federal small business contracting in
Puerto Rico.

To examine SBA'’s development of its criteria and guidance for HUBZone
certification and recertification, we reviewed SBA's policies and
procedures for certifying and monitoring HUBZone firms. To learn about
SBA'’s risk-based approach, we interviewed officials at the headquarters
level responsible for certifying and recertifying HUBZone firms. We
reviewed prior GAO and SBA Office of Inspector General reports,
applicable statutes and regulations, and SBA documents. We also
compared the development of SBA’s certification and recertification
processes with federal internal control standards and relevant federal
guidance and statutes for managing fraud risk.’

To examine SBA’s implementation of the revised recertification processes
in Puerto Rico, we used SBA’s Dynamic Small Business Search database
to identify HUBZone firms located in Puerto Rico that received HUBZone
certification after March 27, 2017. We examined SBA’s document review
process for Puerto Rican firms that received HUBZone certification or
were due for recertification between March 2017 and March 2018. We
reviewed the case files for a non-generalizable sample of 12 firms that
received initial certification and two firms that were due for recertification
during this time period. We reviewed documents submitted by firms to
SBA as part of the initial certification process. But we were unable to
examine the document review component of recertification directly.
According to SBA officials, only two firms in Puerto Rico recertified
between March 27, 2017, and May 30, 2018, when we received the
applicant case files from SBA, and neither met the threshold of $1 million
in contract awards to trigger a full document review.

'See GAO, Standards for Internal Control in the Federal Government, GAO-14-704G
(Washington, D.C.: Sept.10, 2014); and A Framework for Managing Fraud Risks in
Federal Programs, GAO-15-593SP (Washington, D.C.: July 28, 2015). Also see Office of
Management and Budget, Management’s Responsibility for Enterprise Risk Management
and Internal Control, Circular No. A-123 (Washington, D.C.: July 15, 2016); and Pub.L.
114-186 §3,130 Stat. 546. (2016).
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Appendix I: Objectives, Scope, and
Methodology

From SBA’s small business database, we identified 443 firms in Puerto
Rico that had had HUBZone certification at any point as of March 12,
2018, and removed 350 firms that exited the program in order to review
only currently certified firms (leaving 93 certified firms). From this
universe, we identified 47 HUBZone-certified firms located in Puerto Rico
with a certification date later than March 27, 2017, after removing
duplicates. We chose a judgmental sample of 12 firms that we randomly
selected from the total of 47 firms using a random number generator. We
checked the city and industry of each of the 12 firms to confirm the firms
provided some geographical and industry variation. Results from this
sample are not generalizable to all HUBZone-certified firms.

We examined the contents of the case files for each of the 12 firms, which
included the application the firm submitted through SBA’s HUBZone
Certification Tracking System and supporting documents that firms
submitted to corroborate their eligibility, including proof of office location,
payroll documentation, HUBZone maps, and employees’ identification
such as driver’s licenses. We compared the case file contents to SBA’s
guidance on which documents firms must submit and internal guidance
for analysts reviewing applications.

e To determine which documents to review, we compared SBA'’s list
of required documents for certification to those required at
recertification and identified which are similar. We reviewed SBA
analysts’ notes, which are recorded in the HUBZone tracking
system to verify that they reviewed the documents to determine
the firms’ eligibility. We also reviewed any emails exchanged
between SBA and the applicant to identify cases in which SBA
requested follow-up from the firm.

« We reviewed the name of the SBA analyst who completed each
level of review, as indicated in the tracking system file, to
determine whether SBA followed its policy of completing three
levels of review. We also reviewed the tracking system files to
verify the final approval and whether SBA sent the certification
notice to the firm. We compared these files to SBA’s internal
policy manuals.

To describe any economic impacts of the expansion of the HUBZone
program in Puerto Rico, and to describe recent federal contracting trends,
we used SBA'’s small business database and federal procurement data
from the Federal Procurement Data System-Next Generation. We
analyzed the number of firms in designated HUBZones in Puerto Rico
and the amount of federal contract obligations awarded to the firms from
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Appendix I: Objectives, Scope, and
Methodology

fiscal year 2006 through June of fiscal year 2018—that is, from the
starting point for the analysis we used in our 2017 report to the most
recent available data at the time of our current review. We assessed the
reliability of the two databases by reviewing database guides and prior
GAO work, and determined them to be reliable for the purposes of that
analysis.

For all of the objectives, we also interviewed SBA officials in Washington,
D.C., and Puerto Rico and representatives from the Puerto Rico Chamber
of Commerce and the Federal Contracting Center. In addition, we
conducted a site visit to San Juan, Puerto Rico, in May 2018. There, we
conducted two discussion groups and one interview with representatives
from nine HUBZone firms located in Puerto Rico to obtain their
perspectives on the HUBZone certification process, federal contracting
opportunities, economic impacts of HUBZone expansion in Puerto Rico,
and economic impacts of the 2017 hurricanes. We invited every Puerto
Rican HUBZone firm to participate in the discussion groups and met with
the nine firms that responded to our email. The views of representatives
from these firms are not generalizable.

We conducted this performance audit from February 2018 to September
2018 in accordance with generally accepted government auditing
standards. Those standards require that we plan and perform the audit to
obtain sufficient, appropriate evidence to provide a reasonable basis for
our findings and conclusions based on our audit objectives. We believe
that the evidence obtained provides a reasonable basis for our findings
and conclusions based on our audit objectives.
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Appendix |I: Federal Contracting Trends and
Use of Socioeconomic Set-Asides in Puerto
Rico, Fiscal Years 2006—-2018

This appendix provides information, based on our analysis of federal
procurement data, on small business contracting in Puerto Rico, including
the use of socioeconomic set-aside contracts and contracting by sector
and agency.

Small Business
Contracting in Puerto Rico

Annual federal contract obligations to small businesses in Puerto Rico
more than doubled from fiscal year 2015 through June 2018. Small
businesses in Puerto Rico also won a larger percentage of total federal
contracting obligations in Puerto Rico.

Use of Socioeconomic
Set-Asides in Puerto Rico

Although federal contract obligations to small businesses in Puerto Rico
sharply increased in recent years, obligations through set-aside contracts
for the Historically Underutilized Business Zone (HUBZone), 8(a)
Business Development, Women-Owned Small Business, and Service-
Disabled Veteran-Owned Small Business programs remained relatively
unchanged (see fig. 4). The increases in federal contract obligations to
small businesses in fiscal years 2017 and 2018 came mostly through free
and open competition and awards reserved for small businesses that
excluding those for the 8(a), HUBZone, Women-Owned Small Business,
and Service-Disabled Veteran-Owned Small Business programs.
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Appendix lI: Federal Contracting Trends and
Use of Socioeconomic Set-Asides in Puerto
Rico, Fiscal Years 2006-2018

|
Figure 4: Federal Contracting and Socioeconomic Set-Asides in Puerto Rico, Fiscal Years 2006-2018 (through June 2018)
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Note: For Puerto Rico, we analyzed data for federal prime contracting obligations awarded to small
businesses in Puerto Rico. The dollar amounts are adjusted for inflation using fiscal year 2017
dollars.

®We included Historically Underutilized Business Zone (HUBZone) awards made using sole-source
and set-aside contracts, but no awards were made using price evaluation preference during the time
frame of our analysis (fiscal years 2006—2018, through June 2018). For fiscal years 2014 and 2016,
the HUBZone program in Puerto Rico had negative amounts of obligations as result of de-obligations
for prior-year contracts through contract cancellations or other actions. They were about -$480,000
and -$20,000, respectively.

b8(a) Business Development program included awards given to 8(a) businesses that were also
HUBZone businesses. This code was not valid after October 2008.

°No obligations were awarded through the Women-Owned Small Business program before fiscal year
2011 (the year in which the program was established). Program obligations include those to
economically disadvantaged women-owned small businesses. For Puerto Rico, the percentage of
obligations under this program as a share of small business obligations ranged from 0 percent to 0.3
percent in fiscal years 2011-2018 (through June 2018).

“Other socioeconomic programs include obligations awarded through other programs, such as those
for veterans, small disadvantaged businesses, and other small businesses. Awards reserved for
small businesses—excluding those for 8(a), HUBZone, Women-Owned Small Business, and Service-
Disabled Veteran-Owned Small Business programs—made up a large portion of these obligations.

°Contract awards based on full and open competition consist of awards not identified as awarded
through any socioeconomic program and those specifically labeled as having no set-asides.
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Appendix lI: Federal Contracting Trends and
Use of Socioeconomic Set-Asides in Puerto
Rico, Fiscal Years 2006-2018

HUBZone set-aside contract obligations increased from negative $20,881
in fiscal year 2016 to $3.8 million in fiscal year 2017 (1 percent of the total
value of small business contracts in Puerto Rico), but dropped to $1.7
million through June 2018 (0.2 percent of the total value of small business
contracts in Puerto Rico).! Furthermore, 17.3 percent of the $21.9 million
in contract obligations awarded to Puerto Rican HUBZone firms in fiscal
year 2017 were through HUBZone set-aside contracts, and 3.3 percent of
the $50.5 million awarded in fiscal year 2018 (see fig. 5). Other
socioeconomic set-asides accounted for the highest share of obligations
awarded (76.6 percent in 2017 and 80.1 percent in 2018) and free and
open competition accounted for the rest (6.1 percent in 2017 and 16.6
percent in 2018).

"Negative obligation amounts are a result of de-obligations for prior-year contracts through
contract cancellations or other actions.
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Appendix lI: Federal Contracting Trends and
Use of Socioeconomic Set-Asides in Puerto
Rico, Fiscal Years 2006-2018

Figure 5: Federal Contracting to HUBZone Firms in Puerto Rico, Fiscal Years 2006—-2018 (through June 2018)
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Note: We analyzed data for federal prime contracting obligations awarded to small businesses with a
HUBZone designation in Puerto Rico. We included HUBZone awards made using sole-source and
set-asides but no awards were made using the price evaluation preference in our analysis. The dollar
amounts are adjusted for inflation using fiscal year 2017 dollars.

*Negative amounts of obligations for the HUBZone set-asides are a result of de-obligations for prior-
year contracts through contract cancellations or other actions.

®Other socioeconomic programs include obligations awarded through the 8(a) Business
Development, Women-Owned Small Business, and Service-Disabled Veteran-Owned Small Business
programs as well as other programs, such as those for veterans, small disadvantaged businesses,
and other small businesses.

°Contract awards based on full and open competition consist of awards not identified as being
awarded through any socioeconomic program and those specifically labeled as having no set-asides.

The fiscal year 2017 increase in federal contracting obligations in Puerto
Rico were not substantially tied to hurricane relief since Hurricane Irma
and Hurricane Maria hit Puerto Rico in September, the last month of the
fiscal year. One percent of total federal contracting obligations in Puerto
Rico and 1 percent of obligations awarded to Puerto Rican small
businesses were associated with hurricane relief (see table 1). However,
a significant portion of the increase in overall contracting and small
business contracting to Puerto Rican firms in fiscal year 2018 (through
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Appendix lI: Federal Contracting Trends and
Use of Socioeconomic Set-Asides in Puerto
Rico, Fiscal Years 2006-2018

June 2018) was related to hurricane relief. Specifically, 55.3 percent of
total federal contracting obligations in Puerto Rico and 64.3 percent of
obligation awarded to Puerto Rican small businesses were associated
with hurricane relief. Furthermore, 16.1 percent of HUBZone set-aside
contract obligations awarded to Puerto Rican firms were hurricane-related
through June 2018.

|
Table 1: Hurricane-Related Contracting in Puerto Rico, Fiscal Years 2017-2018 (through June 2018)

FY 2017 FY 2018
Obligations Percentage Obligations Percentage
Total hurricane-related $4.5 1.0% $465.4 55.3%
obligations in Puerto Rico
Hurricane-related small business $3.9 1.0° $442.3 64.3°
obligations in Puerto Rico
Hurricane-related HUBZone set- $0 0.0° $0.3 16.1°

aside obligations in Puerto Rico

Legend: FY=fiscal year; HUBZone = Historically Underutilized Business Zone
Source: GAO analysis of Federal Procurement Data System-Next Generation data. | GAO-18-666

Note: We analyzed data for federal prime contracting obligations awarded to all businesses and small
businesses in Puerto Rico and those awarded using the HUBZone program. The dollar amounts are
adjusted for inflation using fiscal year 2017 dollars. All dollar amounts are in millions.

®This number represents total hurricane-related obligations as a percentage of total obligations in
Puerto Rico.

®This number represents hurricane-related small business obligations as a percentage of total small
business obligations in Puerto Rico.

This number represents hurricane-related HUBZone set-aside obligations as a percentage of total
HUBZone set-aside obligations in Puerto Rico.

Contracting in Puerto Rico
by Sector

In fiscal years 2017 and 2018, overall federal prime contracting
obligations in Puerto Rico and those awarded to small businesses in
Puerto Rico were concentrated in the construction sector (about 25
percent in 2018), the manufacturing sector (about 20 percent in 2018),
and the administrative and support and waste management sector (about
36 percent in 2018).2 For contracts awarded using HUBZone set-asides

°North American Industry Classification System (NAICS) codes range from two to six
digits and increase in specificity of description as the number of digits increase. We
grouped the economic sectors using the first two digits of the NAICS code. Examples of
businesses with construction activities include commercial and institutional building
construction and roofing contractors; examples for manufacturing include cut and sew
apparel contractors; examples for administrative and support and waste management
services include security guard services and waste collection.
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in Puerto Rico, the construction sector (about 52 percent in 2018), the
information sector (about 11 percent in 2018), and the health care sector
(about 37 percent in 2018) were most represented (see table 2).3

______________________________________________________________________________________________________________________|
Table 2: Contracting Obligations in Puerto Rico by Sector, Fiscal Years 2017-2018 (through June 2018)

Sector FY 2017 FY 2018
Obligations  Percentage Obligations Percentage
Contracting in Puerto  Construction $57.5 12.4° $200.5 23.8°
Rico Manufacturing $284.7 61.3° $165.0 19.6°
Administrative, support, and waste $57.5 12.4° $299.2 35.6°
management
Other sectors $65.0 14.0° $176.3 21.0°
Total $464.8 100 $841.0 100
Small business Construction $61.2 15.6° $175.8 25.6°
;?2:;30“”9 in Puerto “y;-nUfacturing $267.7 68.4° $129.3 18.8°
Administrative, support, and waste $22.0 5.6° $251.2 36.5°
management
Other sectors $40.7 10.4° $131.3 19.1°
Total $391.6 100 $687.6 100
HUBZone set-aside Construction $3.2 83.0° $0.9 52.2°
gontracting in PUEMto “information $0 0.0° $0.2 10.5°
Health care $0.6 16.6° $0.6 37.0°
Other sectors $0 0.0° $0 0.0°
Total $3.8 100 $1.7 100

Legend: FY=fiscal year; HUBZone = Historically Underutilized Business Zone
Source: GAO analysis of Federal Procurement Data System-Next Generation data. | GAO-18-666

Note: We analyzed data for federal prime contracting obligations awarded to all businesses and small
businesses in Puerto Rico and those awarded using the HUBZone program. The contracts include
both supply and service contracts. We grouped the economic sectors using the first two digits of the
North American Industry Classification System (NAICS) codes. NAICS codes range from two to six
digits and increase in specificity of description as the number of digits increase. The dollar amounts
are adjusted for inflation using fiscal year 2017 dollars. All dollar amounts are in millions.

*This number represents total sector obligations as a percentage of total obligations in Puerto Rico.

®This number represents sector small business obligations as a percentage of total small business
obligations in Puerto Rico.

This number represents sector HUBZone set-aside obligations as a percentage of total HUBZone
set-aside obligations in Puerto Rico.

3Examples of business activities in the information sector include data processing and
hosting and in the health care sector, ambulance services.
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Contracting in Puerto Rico
by Agency

Among federal agencies, the Department of Defense has awarded the
greatest percentage of overall federal prime contracting obligations,
obligations to small businesses, and HUBZone set-aside contract
obligations to firms located in Puerto Rico. Specifically, in fiscal year
2018, Department of Defense contract obligations represented 58 percent
of total obligations, 64 percent of obligations to small businesses, and 84
percent of HUBZone set-aside obligations to Puerto Rican firms (see
table 3). Although, Department of Homeland Security contract obligations
in Puerto Rico typically have represented less than 3 percent of total
obligations and less than 5 percent of obligations to small businesses in
Puerto Rico, those percentages increased to 21 percent and 23 percent,
respectively, in fiscal year 2018 due to hurricane-related contracts
awarded to Puerto Rican firms.
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|
Table 3: Contracting Obligations in Puerto Rico, Fiscal Years 2017-2018 (through June 2018)

Agency FY 2017 FY 2018
Obligations  Percentage Obligations Percentage
Contracting in Puerto  Department of Defense $338.3 72.8° $484.1 57.6°
Rico Department of Homeland Security $8.1 1.7° $178.1 21.2°
Department of State $34.1 7.3° $43.6 5.2°
Department of Veterans Affairs $35.9 7.7° $40.9 4.9°
Other agencies $48.5 10.4° $94.3 11.2°
Total $464.8 100 $841.0 100
Small business Department of Defense $324.1 82.8° $442.2 64.3
gi)géracting in Puerto Department of Homeland Security $7.1 1.8° $157.7 22.9°
Department of Veterans Affairs $31.1 7.9° $31.7 4.6°
Other agencies $29.4 7.5° $56.0 8.1°
Total $391.6 100 $687.6 100
HUBZone set-aside Department of Agriculture $0 0.2° $0.2 10.5°
;ci)cr;léracting in Puerto Department of Defense $3.3 87.2° $1.4 83.5°
Department of Labor $0.5 12.6° $0.1 6.0°
Other agencies $0 0.0° $0 0.0°
Total $3.8 100 $1.7 100

Legend: FY=fiscal year; HUBZone = Historically Underutilized Business Zone
Source: GAO analysis of Federal Procurement Data System-Next Generation data. | GAO-18-666

Note: We analyzed data for federal prime contracting obligations awarded to all businesses and small
businesses in Puerto Rico and those awarded using the HUBZone program. The dollar amounts are
adjusted for inflation using fiscal year 2017 dollars. All dollar amounts are in millions.

*This number represents total agency obligations as a percentage of total obligations in Puerto Rico.

®This number represents agency small business obligations as a percentage of total small business
obligations in Puerto Rico.

°This number represents agency HUBZone set-aside obligations as a percentage of total HUBZone
set-aside obligations in Puerto Rico.
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ﬁ

SBA

US. Small Business
Administration

September 10, 2018

Mr. William B. Shear, Director

Financial Markets and Community Investment
U.S. Government Accountability Office
Washington, D.C. 20548

Dear Mr. Shear:

Thank you for providing the U.S. Small Business Administration (SBA) with a copy of the U.S.
Government Accountability Office (GAO) draft report entitled Small Business Contracting:
Assessing Risks and Fully Documenting Procedures Could Strengthen SBA’s Certification and
Recertification of HUBZone Firms (Draft Report).

In this draft report, GAO evaluated (1) SBA’s development of criteria and guidance on using a risk-
based approach for certifying and recertifying HUBZone firms, and (2) SBA’s implementation of the
revised policies and procedures for firms located in Puerto Rico. GAO also examined the actions that
SBA has taken in response to the two open recommendations it made in February 2015 that SBA should
(1) establish a mechanism to better ensure firms are notified of changes that could affect their
participation in the program, and (2) assess the recertification process and implement additional
controls, such as criteria and guidance for a risk-based approach to requesting and verifying information
during recertification.

SBA generally agrees with GAO’s two new recommendations described in this draft report:

(1) The Administrator of SBA should update its internal policy manuals for certification and
recertification reviews to reflect policies and procedures not currently reflected in written
guidance.

(2) The Administrator of SBA should conduct and document reviews of staff compliance with
procedures associated with HUBZone certification and recertification.

However, SBA submits the comments below regarding the referenced sections of the draft report.

Pages 13 and 14 of the draft report state that SBA lacked complete documentation to verify that “every
employee” resided in a HUBZone. SBA notes that the Small Business Act, which governs the
HUBZone Program, requires that “not fewer than 35 percent of its employees reside in a HUBZone.”
15 U.S.C. § 632(p)(5)(A)(A)I)(aa). Likewise, SBA’s regulations governing the HUBZone program

S B A All SBA programs and services are extended to the public on a nondiscriminatory basis. 1
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provide: “At least 35% of the concern’s employees must reside in a HUBZone.” 13 C.F.R.

§ 126.200(b)(4). Accordingly, SBA is following the Small Business Act and SBA’s implementing
regulations by corroborating that at least 35 percent of the employees of the firms undergoing review
resided in a HUBZone.

In reviewing the questioned documentation of HUBZone residency for the cases that GAO examined,
SBA found that in all cases, it had sufficient documentation to conclude that at least 35 percent of each
firm’s employees resided in a HUBZone.

On pages 14-15, the report states:

We also identified an inconsistency when reviewing the case files for the only Puerto
Rican HUBZone that was recertified between June 2017 and May 2018. Specifically, the
firm reported on its application that it had zero employees, but also claimed 19 of its
employees lived in a HUBZone. The firm did not provide any supporting documentation
because it did not meet the threshold in the new recertification criteria to require a
document review. SBA officials said this likely resulted from a display error in the online
system, SBA officials said it did not contact the recertifying firm, because the firm was
not required to submit corroborating documentation. However, without confirmation of
the correct total number of employees, SBA analysts would not be able to determine the
firm’s compliance with the 35 percent HUBZone residency requirement and therefore
would not be able to determine the firm’s eligibility to continue HUBZone participation.

In the 2017 triennial recertification process for this firm, the subject information was not considered by
SBA, because it bore no relationship to recertification. That is, this information was captured a number
of years back, in a defunct program examination system. To have used this information in the FY 2017
recertification process would have been administratively incorrect.

Page 16 of the draft report states that “SBA’s internal policy states that the certification process has
three levels of review.” SBA believes this statement is inaccurate. SBA notes that its legacy system, the
HUBZone Certification Tracking System (HCTS), was developed in the early 2000s with three levels of
review. This means that for an application to move through HCTS to a final determination, it must be
processed within the system by staff acting in three “roles”: Program Analyst (First Level Reviewer),
Senior Program Analyst (Second Level Reviewer), and Director/Deputy/designee. That is, HCTS
dictates that staff must act in three different capacities to complete the processing of an application, but
neither the system nor internal SBA policy requires that each role be performed by a different staff
member.

SBA receives approximately 1,500 applications per year. In order to make the most efficient use of staff
time, two Team Leaders (Senior Program Analysts) perform First Level reviews on roughly 10% of
these applications. In these cases, the other Senior Program Analyst performs a Second Level Review,
and “moves” the application to the decision level (Director/Deputy/designee). When this is done, the
application is so annotated, to alert the Director/Deputy/designee that additional review should be
performed. In this event, the Director/Deputy/designee annotates HCTS with the quality assurance
actions taken (i.e., that the Director/Deputy/designee performed the type of review that a Senior
Program Analyst (Second Level Reviewer) normally would).

S B A All SBA programs and services are extended to the public on a nondiscriminatory basis. 2
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Thank you for giving SBA the opportunity to comment on GAO’s draft report, Small Business
Contracting: Assessing Risks and Fully Documenting Procedures Could Strengthen SBA’s
Certification and Recertification of HUBZone Firms and for taking SBA’s comments into
consideration.

Sincerely,

obb N. Wong
Associate Administ
Government Contracting and Business Development

S A All SBA programs and services are extended to the public on a nondiscriminatory basis. 3
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