February 11, 2005

CERTIFIED MAIL
RETURN RECEIPT REQUESTED 
 
Reference No.:  05-0029

[REDACTED]
H.K. Electrical, Inc.
17428 Lahey Street 
Granada Hills, CA  91344 

Dear [REDACTED]:

This is in response to the appeal that you filed on behalf of your firm, H.K. Electrical, Inc. (HKEI).  We have carefully reviewed the material from the California Unified Certification Program (CUCP), Los Angeles, Office of Contract Compliance as well as that submitted by you and have concluded that the denial of  HKEI’s certification as an eligible DBE under criteria set forth in 49 CFR Part 26 ("the Regulation") is supported by substantial evidence.

Your appeal is denied based upon our determination that substantial evidence supports CUCP’s conclusion that the disadvantaged business owner’s contribution of capital to acquire ownership interest in the firm was not real, substantial, and continuing within the meaning of the Regulation.  

Your appeal is also denied based upon our determination that substantial evidence supports CUCP’s conclusion that control by the disadvantaged owner, is not real, substantial and continuing as required by the Regulation. 

The specific reasons for the denial of your appeal include the following:

OWNERSHIP
The Regulation at §26.69(c) provides that contributions of capital or expertise by the disadvantaged owner to acquire an ownership interest in the participating DBE business be real and substantial and continuing, going beyond pro forma ownership of the firm as reflected in ownership documents.  
Under the Regulation at §26.69(e), contributions of capital or expertise by the socially and economically disadvantaged owners to acquire their ownership interests must be real and substantial. Examples of insufficient contributions include a promise to contribute capital, an unsecured note payable to the firm or an owner who is not a disadvantaged individual, or mere participation in a firm's activities as an employee. 
The Regulation at  §26.69 (h)(1) requires that you must presume as not being held by a disadvantaged individual, for purposes of determining ownership, all interests in a business or other assets obtained by the individual as the result of a gift, or transfer without adequate consideration, from any non-disadvantaged individual or non-DBE firm who is involved in the same firm for which the individual is seeking certification, or an affiliate of that firm; involved in the same or a similar line of business; or engaged in an ongoing business relationship with the firm, or an affiliate of the firm, for which the individual is seeking certification. 
Under the Regulation at  §26.69(h)(2), to overcome this presumption and permit the interests or assets to be counted, the disadvantaged individual must demonstrate to you, by clear and convincing evidence, that the gift or transfer to the disadvantaged individual was made for reasons other than obtaining certification as a DBE; and the disadvantaged individual actually controls the management, policy, and operations of the firm, notwithstanding the continuing participation of a non-disadvantaged individual who provided the gift or transfer. 
The record evidence reveals that the applicant firm is owned by you, the disadvantaged owner and President and your non-disadvantaged husband, [REDACTED], Vice President.  HKEI is an electrical contracting company.  According to the record HKEI was originally established in 1995 as H.K. Electric (HKE) as a sole proprietorship owned 100% by [REDACTED].  Subsequently, in April 2000 HKEI was incorporated and 3000 shares of stock were issued between you and [REDACTED].  The new stock certificates were issued as follows:  [REDACTED] (qualifying individual) 1,800 shares (60%) and [REDACTED] 1,200 shares (40%) of the applicant firm.  

The firm’s DBE application and other documents contained in the record, reveals that you acquired your ownership interest in the firm with a capital contribution of $10,000.00.  The record contains a copy of a cancelled check dated April 26, 2000, payable to the firm from you and your husband’s joint checking account in the amount of $10,000.00.  In addition, the firm was further capitalized by funds that came from other joint assets and from the non-disadvantaged owner, such as personal vehicles, tools and inventory assets from the previous proprietorship.  The record contains no evidence that your ownership interest derived from your personal assets. 

You state in your rebuttal, “In the letter that we received from the city of Los Angeles it states that my 60% ownership in the firms is not substantial and does not go beyond the pro forma ownership.  [REDACTED] my have started H.K. Electric but it was my idea to get incorporated and to start bidding on sound proofing projects.  [REDACTED] never tried getting into these projects.  H.K. Electrical Inc has had an annual income that is far more formidable than [REDACTED]’s firm ever was.  This is after I became president.” 

Your rebuttal further states, “Regarding the contributions that we have made to start this corporation it is clear that I made a greater one than [REDACTED].  I made a $10,000.00 contribution.  This money was my saving prior to our marriage.  I brought it into our joint bank account after we were married.  Nonetheless the money was mine to begin with and I chose to invest it into this firm.  Enclosed please find a copy of the check.”   The Regulation §26.69(c) requires all disadvantaged business owners in a firm to contribute real and substantial capital or expertise to gain ownership in the business.  Based on the record evidence, it does not appear that your contributions of capital or expertise to acquire your ownership interests were real, and substantiated as required by §26.69 (e).  Substantial record evidence therefore supports the CUCP’s determination that your contribution of capital was not real and substantial and does not meet the requirements of the Department’s Regulation.   

The Department has carefully reviewed the entire record in this matter and has determined that your claim of 60% ownership interest was not substantiated by the record and that you failed to provide sufficient evidence which documents your ownership interest in the business.  It is further determined that [REDACTED], the non-disadvantaged owner, has the technical ability and expertise to control day-to-day activities of HKEI and is disproportionately responsible for the operation of the firm.  This conclusion is supported by documents contained in the record such as the firm’s DBE application, CUCP’s on-site evaluation, and résumés of the individuals. 

Furthermore, HKEI appears at best to be a family-run business.  It is important to note that, without [REDACTED]’s expertise and knowledge, it appears doubtful that you, the disadvantaged owner would be able to exercise control of the firm without his input on critical areas of the firm’s operations.  The CUCP has presented clear and convincing evidence to substantiate its decision to deny DBE Certification to HKEI.  It appears to the Department that the non-disadvantaged owner is disproportionately responsible for the success of this business.
  
CONTROL
The Regulation at §26.71(e) requires that “Individuals who are not socially and economically disadvantaged may be involved in a DBE firm as owners, managers, employees, stockholders, officers, and/or directors.  Such individuals must not, however, possess or exercise the power to control the firm, or be disproportionately responsible for the operation of the firm.
The Regulation §26.71(f) states in part, that a disadvantaged owner may delegate various areas of the management, policy making, or daily operations of the firm to other participants in the firm, regardless of whether these participants are disadvantaged individuals.  Such delegations of authority must be revocable, and the disadvantaged owner must retain the power to hire and fire any person to whom such authority is delegated.  The managerial role of the disadvantaged owner in the firm's overall affairs must be such that the recipient can reasonably conclude that the disadvantaged owner actually exercises control over the firm's operations, management, and policy.
The Regulation at §26.71(g) requires a disadvantaged owner to have technical competence and experience directly related to the type of business in which the firm is engaged and the firm's operations. The disadvantaged owner is not required to have experience or expertise in every critical area of the firm's operations, or to have greater experience or expertise in a given field than managers or key employees. The disadvantaged owner must have the ability to intelligently and critically evaluate information presented by other participants in the firm's activities and to use this information to make independent decisions concerning the firm's daily operations, management, and policymaking. Generally, expertise limited to office management, administration, or bookkeeping functions unrelated to the principal business activities of the firm is insufficient to demonstrate control.

Under the Regulation §26.71(h), if state or local law requires the persons to have a particular license or other credential in order to own and/or control a certain type of firm, then the socially and economically disadvantaged persons who own and control a potential DBE firm of that type must possess the required license or credential. If state or local law does not require such a person to have such a license or credential to own and/or control a firm, you must not deny certification solely on the ground that the person lacks the license or credential. However, you may take into account the absence of the license or credential as one factor in determining whether the socially and economically disadvantaged owners actually control the firm. 
The Regulation at §26.71(k) states in part that, a disadvantaged individual may control a firm even though one or more of the individual's immediate family members (who themselves are not socially and economically disadvantaged individuals) participate in the firm as a manager, employee, owner, or in another capacity.  Except as otherwise provided in this paragraph, you must make a judgment about the control the disadvantaged owner exercises vis-à-vis other persons involved in the business as you do in other situations, without regard to whether or not the other persons are immediate family members. If you cannot determine that the disadvantaged owners -- as distinct from the family as a whole -- control the firm, then the disadvantaged owners have failed to carry their burden of proof concerning control, even though they may participate significantly in the firm's activities
Under the Regulation at §26.71(l), where a firm was formerly owned and/or controlled by a non-disadvantaged individual (whether or not an immediate family member), ownership and/or control were transferred to a socially and economically disadvantaged individual, and the non-disadvantaged individual remains involved with the firm in any capacity, the disadvantaged individual now owning the firm must demonstrate to you, by clear and convincing evidence, that (1) the transfer of ownership and/or control to the disadvantaged individual was made for reasons other than obtaining certification as a DBE; and (2) the disadvantaged individual actually controls the management, policy, and operations of the firm, notwithstanding the continuing participation of a non-disadvantaged individual who formerly owned and/or controlled the firm. 
According to the information contained in the record, before working at HKEI, you, the disadvantaged owner, worked for Affiliated Customs Brokers from 1997-1998 handling administrative tasks; from 1998-2000 you worked for HK Electric as the office manager responsible for advertising, accounts payable and accounts receivable, filing court claims, preparing bids and attended meetings.  According to your résumé and other documents contained in the record you are responsible for human resources, marketing, contract and insurance negotiations.  Additionally, your duties include bookkeeping, accounts receivable, accounts payable, payroll, hiring and general office work.  The Regulations at §26.71 (g) states that “Generally, expertise limited to office management, administration, or bookkeeping functions unrelated to the principal business activities of the firm is insufficient to demonstrate control.”

The record indicates that you, the disadvantaged owner, do not possess sufficient knowledge and experience which directly relates to the firm’s primary operations and does not control its critical activities on a day-to-day basis.  The record evidence reveals that the individual associated with this firm who possesses the ability to control the day-to-day activities of an electrical contracting business is your non-disadvantaged husband, [REDACTED].  [REDACTED] has over 18 years of experience in the critical activities of this business (field supervision, bidding, estimating, etc.).  According to the CUCP’s site visit questionnaire and other documents contained in the record, prior to starting HKE in 1995, he worked for Polly-Phase Construction, where he received his apprentice training from 1985-1991; from 1991-1995 he worked for Tacr Construction as an Electrical Field Supervisor.  According to his résumé and other documents contained in the record his responsibilities at HKEI consist of panel upgrades, A/C unit and ventilation hook up, rewiring, bathroom fan hook fixtures and overseeing all field operations.  Further, [REDACTED] holds the firm’s C-10 Contractor’s License.  

While the record indicates that you, the disadvantaged owner play an important role in this firm, we have carefully considered your background and expertise as it relates to your ability to critically analyze and independently use technical information supplied by subordinates such as [REDACTED].
  
In your rebuttal you state, “Sales for H.K. Electrical Inc. has gone up considerably since I became president. Payroll is being done in a professional manner.  Accounts payable and receivable are current and accurate.  Insurance premiums are paid at the most affordable rates that could be found.  State compensation audits are prepared for and run through in a timely manner.  Employee taxes are being paid in a professional manner and without any delinquencies.”

Based on the record evidence, it does not appear that you, the disadvantaged owner possess the experience or technical competence necessary to control the day-to-day activities of an electrical contracting business, beyond the administrative functions.  Furthermore, it appears that you, the disadvantaged owner, is responsible for all of the management aspects of the business whereas the non-disadvantaged owner performs all the labor and key functions.  Although you may have gained some knowledge of the business while working at HKEI, your experience appears to be administrative in nature and does not prove that you can successfully operate an electrical contracting business without the expertise of [REDACTED], your non-disadvantaged husband.  While the regulation does not require that a DBE owner possess the ability to perform each and every task performed by the firm, it does require knowledge of the critical aspects in which the business is engaged.   

In summary, the information provided cumulatively supports a conclusion that HKEI does not meet the criteria as required for DBE certification under 49 CFR Part 26.  The company is, therefore, ineligible to participate as a DBE on CUCP’s Federal financially assisted projects.  This determination is administratively final as of the date of this correspondence. 
                                
Sincerely,

Joseph E. Austin, Chief
External Policy and Program Development Division 
Departmental Office of Civil Rights 

cc:  CUCP

