April 4, 2005 

CERTIFIED MAIL
RETURN RECEIPT REQUESTED 
 
Reference Number:  05-0030

Mr. G. Scott Emblidge
Attorney at Law
Moscone, Emblidge, & Quadra, LLP
180 Montgomery Street, Suite #1240 
San Francisco, CA 94104 

Dear Attorney Emblidge: 

This is in response to the appeal that you filed on behalf of your client, Environmental & Construction Solutions, Inc. (“ECS”).  We have carefully reviewed the material from the California Unified Certification Program (“CUCP”) as well as the information you submitted, and have concluded that the denial of ECS’ certification as an eligible DBE under criteria set forth in 49 C.F.R. Part 26 ("the Regulation") is supported by substantial record evidence.

Your appeal is denied based upon our determination that substantial record evidence supports a conclusion that the disadvantaged business owner has not established that her contribution to acquire her ownership interest in ECS was real, substantial, and continuing within the meaning of the Department’s Regulation.  

Your appeal is also denied based upon our determination that substantial record evidence supports a conclusion that the disadvantaged business does not possess actual control of ECS as required by the Department’s Regulation.

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

OWNERSHIP

The Regulation at §26.69(c) provides in part, 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.  Disadvantaged owners must enjoy the customary incidents of ownership, and share in the risks and profits commensurate with their ownership interests, as demonstrated by the substance, not merely the form, of arrangements.
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.
According to the Regulation §26.69(i), recipients must apply the following rules in situations in which marital assets form a basis for ownership of a firm: (1) When marital assets (other than the assets of the business in question), held jointly or as community property by both spouses, are used to acquire the ownership interest asserted by one spouse, you must deem the ownership interest in the firm to have been acquired by that spouse with his or her own individual resources, provided that the other spouse irrevocably renounces and transfers all rights in the ownership interest in the manner sanctioned by the laws of the state in which either spouse or the firm is domiciled. You do not count a greater portion of joint or community property assets toward ownership than state law would recognize as belonging to the socially and economically disadvantaged owner of the applicant firm.  (2) A copy of the document legally transferring and renouncing the other spouse's rights in the jointly owned or community assets used to acquire an ownership interest in the firm must be included as part of the firm's application for DBE certification. 
Under the Regulation at §26.71(n) you must grant certification to a firm only for specific types of work in which the socially and economically disadvantaged owners have the ability to control the firm.  To become certified in an additional type of work, the firm need demonstrate to you only that its socially and economically disadvantaged owners are able to control the firm with respect to that type of work. You may not, in this situation, require that the firm be recertified or submit a new application for certification, but you must verify the disadvantaged owner's control of the firm in the additional type of work. 

1.  According to the firm’s DBE application, [REDACTED] is the 55 percent owner of ECS, a firm established in May 2002.  Her husband, [REDACTED] a non-disadvantaged male, has been employed by the firm since March 2003.  [REDACTED], a non-disadvantaged person, Vice President and Secretary, owns the remaining 45 percent of the firm.  The application indicates that the firm was previously a sole proprietorship and that to begin the corporation [REDACTED] contributed $550.00 while [REDACTED] contributed $450.00.  

The record contains a draft; unsigned Memorandum of Understanding dated September 30, 2001, which states:

[REDACTED] is the owner (sole proprietor) of Environmental and Construction Solutions (ECS).  [REDACTED] is an associate of ECS working as an independent contractor on some individual projects.  [REDACTED] plans to incorporate ECS in early 2002.  With the incorporation [REDACTED] will be given shares equal to 45 percent of the total company.  Until ECS gets incorporated all work that [REDACTED] or [REDACTED] are doing will be billed to the clients as ECS’ work.  [REDACTED]’s amount will be paid to him as independent contractor.  [REDACTED] as waives any interest in the shares of the above company.  [REDACTED] may work and help ECS as a contractor on an as needed basis and will be reimbursed accordingly.  

You stated in your December 6, 2004, rebuttal letter:

Nothing in the Federal Regulations dealing with "determinations of ownership" even remotely suggests that community property rules may be used in the manner the CUCP appears to be using them.  In fact, the[re] [is] one subsection that community property requires that a recipient agency not consider community interests to be divisible interests between spouses, particularly where a non-owner spouse "renounces and transfers all rights in the ownership interest," as [REDACTED] offered to do here. 49 C.F.R §26.69(i)(l). 

According to CUCP’s on-site report, [REDACTED] and [REDACTED] loaned the firm $74,000.00 and $30,000.00, respectively.  The on-site report notes that the capital invested by [REDACTED] was held jointly with [REDACTED].  The record contains a statement from the firm’s checking account with California Federal Bank showing an opening deposit of $100.00 made on May 31, 2002.  

CUCP stated in its denial letter: “The information submitted indicates [REDACTED] contributed capital beyond that which was needed to acquire ECS stock, but, again, this capital was from community funds.  Therefore [REDACTED] and [REDACTED] jointly own 55 percent of ECS.”  

Under the Regulation §26.61(b), the firm bears the burden of demonstrating that it meets the requirements concerning a disadvantaged individual’s ownership in the firm.  Although CUCP indicated in its site visit that [REDACTED] loaned the firm funds, the record is void of any documentation indicating exactly what proportion of funds were contributed by [REDACTED] at the firm’s inception or in loans to the firm.  The documentation available, such as the bank statements and board minutes, do not appear to substantiate her claim that it was from her funds alone that were used to acquire her shares.  In addition, although the record contains a Memorandum of Understanding in which [REDACTED] waives any interest in ECS, it is unsigned and there is no indication whether it took effect and its correlation to the funds used to start the business.  

2.  The record contains a “consent of action,” dated May 10, 2002, taken in lieu of an annual meeting of the board of directors.  The consent states that the annual salary of the officers is fixed at $1,000.00 per month.  W-2 statements from 2003 indicate that [REDACTED] and [REDACTED] received $237,875.00 and $71,205.00 in compensation respectively.  The company’s October 30, 2003 minutes state that the firm provided bonuses to [REDACTED] and [REDACTED] in the amount of $2,500.00 and $11,000.00, respectively.   

You state in your December 6, 2004, rebuttal letter: 

In 2002, [REDACTED] acquired 45 percent of the company's stock.  [REDACTED] retained (and continues to retain) 55 percent of the company's stock.  Since then, ECS has distributed its profits to [REDACTED] and [REDACTED] based on their percentages of ownership.  All of [REDACTED]' work has been billable and his salary has been based on billable hours, including a substantial amount of overtime.  [REDACTED], on the other hand, has devoted much of her time to non-billable firm management tasks.  Consequently, even though [REDACTED]' billing rate exceeds that of [REDACTED], his salary has exceeded the salary of [REDACTED]. . . . 

[S]alary compensation based on billable hours must be considered separately from ownership compensation based on profits [under the Regulation] §26.71(i)(l).  It certainly is not unusual for a business owner to receive a significantly smaller salary than high-level employees. At ECS, as the CUCP acknowledges, salary is based on billable hours.  And while [REDACTED]' billable rate exceeds that of [REDACTED], her salaried compensation is less because she spends much of her time on non-billable, firm management tasks, while [REDACTED] spends all of his time on billable tasks.  In determining "ownership," the relevant question is not who works more billable hours and therefore generates a higher salary, but who receives the greater percentage of distributed profits.  Again, it is undisputed that [REDACTED] receives 55 percent of ECS's profits, while [REDACTED] receives 45 percent.  The CUCP seems to suggest that the manner in which [REDACTED] and [REDACTED] are compensated suggests that [REDACTED]'s "enjoyment of the customary incidents of ownership, such as sharing in the risks . . . exceeds that which is enjoyed by [REDACTED], the disadvantaged owner."  But the facts the CUCP cite show that the opposite is true. [REDACTED]' compensation is derived overwhelmingly from his billable hours - compensation he would obtain regardless of whether ECS generated a profit for its owners.  On the other hand, [REDACTED], because she devotes so much more time to the firm's management, derives a much larger percentage of her income from the firm's profitability.  Therefore, her proportionate risk as an owner actually exceeds - as a practical matter - her 55% ownership share.

CUCP determined that [REDACTED] did not enjoy the customary incidents of ownership and did not share in the risks and profits commensurate with her ownership interest since [REDACTED], the 45 percent owner, received more remuneration.  A firm’s president generally receives greater compensation than the firm’s employees and other participants in the firm.  In its denial letter, CUCP stated that [REDACTED] received higher compensation than [REDACTED] because he was completing a greater number of projects and devoting substantially more hours than the socially and economically disadvantaged owner.  This is inconsistent with the Regulation at §26.69(c) which requires that the disadvantaged owner enjoy the customary incidents of ownership, and share in the risks and profits commensurate with their ownership interests.  

Substantial evidence thus supports CUCP’s conclusion that [REDACTED] has not established that her contribution to acquire her ownership interest in ECS was real, substantial, and continuing; nor that she enjoys the customary incidents of ownership within the meaning of the Department’s Regulation.  

ACTUAL CONTROL

The Regulation at §26.71(d) requires in part, that the disadvantaged owner possess the power to direct or cause the direction of the management and polices of the firm and to make day-to-day as well as long-term decisions on matters of management, policy and operations.  A disadvantaged owner must hold the highest officer position in the company (e.g. chief executive officer of president).  In a corporation, disadvantaged owners must control the board of directors.  In a partnership, one or more disadvantaged owners must serve as general partners, with control over all partnership decisions.
The Regulation at §26.71(e) requires that the disadvantaged owner possess the power to control day-to-day and major decisions of their firms in critical matters.  Non-disadvantaged persons 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 §26.71(g) states in part that a disadvantaged owner to have an overall understanding of, and managerial and 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 owners 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. 
CUCP based its September 1, 2004, denial decision concerning [REDACTED]’ control of ECS on 1) her duties at the firm and relative experience, and 2) the involvement and experience of the non-disadvantaged owner, [REDACTED].  CUCP stated in its denial letter:  

[REDACTED], a Registered Environmental Assessor, evaluates and monitors chemical contaminants in the environment, and manages remediation projects.   [REDACTED] explained how her services are needed in the firm's construction management projects, but not to the extent that would allow her to bill the number of hours that would provide her compensation that would be comparable or more than that received by [REDACTED]. . . . 

ECS has failed to provide clear and convincing evidence to demonstrate that [REDACTED], the disadvantaged owner, actually controls the management, policy and operations of the firm. The absence of such evidence supports our determination that non-disadvantaged owner, [REDACTED] and [REDACTED], at best, equally share the control of the management of the business, both having equal control of policy, but that [REDACTED] controls the operations of the business by virtue of the fact that he is responsible for the projects that sustain the business.

ECS submitted a client reference list. We contacted the individuals listed. We asked these individuals to describe their working relationship with ECS. They all stated that they had worked with both [REDACTED] and [REDACTED], and that [REDACTED] performed the scope of services and that he worked directly with them or their clients. They described [REDACTED]' role as administrative, responsible for adherence to municipal ordinance requirements, billing matters, and responding to client inquires. We interpret this information to mean that [REDACTED]' management role in the business is more significant than that of [REDACTED]', or at best, [REDACTED] and [REDACTED] share this responsibility, but it is clear that [REDACTED] does not exercise the control that she would if she were responsible for the business' primary source of revenue; construction management projects.  [ECS] has failed to substantiate that . . . [REDACTED] has an overall understanding of and the managerial and technical competence and experience directly related to the type of business in which ECS is engaged.

[REDACTED] stated that she manages the day-to-day operations of ECS, primarily those functions that are performed in the office, such as banking matters, financial management, receivables, payables, payroll processing, human resource matters, responding to client inquires, and seeking out potential contract opportunities.  [REDACTED] also supervises office staff. She provides technical support in form of environmental health related assessments. When asked about her role in preparing proposals, she explained that she and [REDACTED] work collectively on preparing proposals. [REDACTED] will respond to the technical aspects of Request for Proposals, while she determines the project's cost based on the information provided by [REDACTED].  Therefore, [REDACTED] has not provided clear and convincing evidence to demonstrate that she, the disadvantaged owner, actually has the technical competency to control the management, policy and operations of the firm.  In fact, [REDACTED] is dependent on the technical expertise of non-disadvantaged owner, [REDACTED].  It is clear from the information provided by ECS that its existence is dependent on the expertise and services provided by [REDACTED]. 

After careful consideration of the aforementioned information, we have determined that although [REDACTED] performs actions necessary to operate ECS, ECS has failed to provide convincing evidence to demonstrate that [REDACTED] has sufficient competency and experience to control the management, policy, and operations of the firm.  At best, ECS has provided documentation and information to show [REDACTED] has relevant skills and experience, and that her participation is needed by ECS.  In contrast, the same documentation and information shows that [REDACTED] participation in the business is essential to the firm’s existence. 

1.  Under the Regulation §26.61(b), the firm bears the burden of demonstrating that it meets the requirements concerning a disadvantaged individual’s control of the firm.  [REDACTED]’ résumé indicates that she holds a Ph.D. in environmental health sciences, a Masters of Public Health in epidemiology, a Master of Science in environmental health sciences, and a Bachelor of Science degree in chemistry.  Her résumé states:

[REDACTED] has over 25 years of experience working with public agencies on environmental health issues.  She initiated her consulting services in 1995, providing scientific advice to public agencies and private clients.  She focuses on evaluation and monitoring of chemical contaminants in the environment, exposure assessment, indoor air quality investigations, and expert witnessing on environmental litigation.  She manages remediation projects to assess exposures to environmental contaminants with health effects to humans and wildlife, and has served as the lead contact in statewide emergency responses involving chemical spills.  She has authored and edited over fifty scientific papers and three books on environmental health topics.  She testifies at hearings held by the legislature, state, and federal agencies and local government.  

Her résumé also indicates that she has participated in various public works and environmental projects involving sediment contamination and mitigation measures.  She is registered with the State of California’s Environmental Protection Agency as an environmental assessor.  The on-site report states:

[REDACTED] follows up on projects, manages financial aspects (i.e. banking, accounts receivables/payables, payroll), is responsible for human resource requirements, business development, and provides environment health assessments as needed.  

It is unclear whether [REDACTED]’ qualifications and past experiences in environmental remediation are such that she would be able to intelligently and critically evaluate information presented by other participants in the firm regarding the construction management aspects of the firm’s work, and to use this information to make independent decisions concerning ECS’ daily operations, management, and policymaking.  

2.  According to the on-site report, [REDACTED], a non-disadvantaged individual, provides construction management services and provides services to San Francisco Public Utility Commission and Department of Public Works.  [REDACTED] is a licensed civil engineer.  The firm’s DBE application indicates that he assists [REDACTED] with estimating/bidding and negotiating, and field production operations.  Prior to establishing ECS, [REDACTED] was employed with the engineering firm, Don Todd Associates.

It appears that the firm applied for DBE certification to perform environmental and construction management work.  Under the Regulation §26.71(g), a disadvantaged owner must have technical competence and experience directly related to the type of business in which the firm is engaged and the firm's operations.  CUCP appears to base its decision regarding [REDACTED]’ knowledge of the firm’s activities upon the type of workload, projects, and tasks performed by [REDACTED].  As CUCP stated in its denial letter, it contacted the firm’s client lists and concluded that [REDACTED] worked directly with them or their clients and that [REDACTED]’ role was administrative.  The Department notes that CUCP reasoned that since [REDACTED] had a significant role in the business, at best, [REDACTED] shared in this responsibility.  This point is somewhat supported in your rebuttal letter where you stated:  

The CUCP claims that [REDACTED] "controls" ECS "by virtue of the fact that he is responsible for the projects that sustain the business." This claim is inaccurate, illogical and contrary to the Federal Regulations.  First, while [REDACTED] performs much of the work on "projects that sustain the business," [REDACTED] has administrative and management "responsibility" for these projects — in fact, for all of the company's projects

It appears that [REDACTED] is generating the majority of business for the firm as evidence by his salary and bonus.  You indicated on page 3 of your rebuttal letter that [REDACTED]’s salary was based on a substantial amount of overtime, while [REDACTED] devoted much of her time to non-billable firm management tasks.  Without [REDACTED]’ involvement, it is uncertain how the firm would exist in the areas for which it is applying for DBE certification.

3.  The record is unclear as to what project related tasks, beyond administrative, [REDACTED] performs for ECS, both when it was a sole proprietorship — prior to [REDACTED] joining, and currently.  [REDACTED] stated in a declaration attached to the firm’s rebuttal letter: 

Since I founded ECS in 2000, it has pursued work in both the environmental health and construction management fields.  Initially, I managed all of the firm’s work.  However, in 2000, because of an increase in the volume of work, I hired [REDACTED] as an “as needed” contract employee to help me with the construction management work, with the expectation that [REDACTED] could help me grow that area of the firm’s business.

This statement seems to suggest that [REDACTED]’ duties and focus at the firm prior to, and after, [REDACTED] joining, was on construction management.  However, there is no information in the record to substantiate [REDACTED]’ assertion that she worked in construction management, beyond assisting [REDACTED].  This is insufficient under the Department’s Regulation §26.71(e) that, in essence allows non-disadvantaged persons to be involved in a DBE firm as owners, managers, employees, stockholders, officers, and/or directors, so long as they do not possess or exercise the power to control the firm, or be disproportionately responsible for the operation of the firm.

Substantial record evidence supports CUCP’s conclusion that [REDACTED] does not possess actual control of ECS as required by the Department’s Regulation.

OTHER ISSUES

1.  You alleged in your December 6, 2004, rebuttal letter that the CUCP did not afford the firm a hearing prior to making its September 1, 2004 DBE certification denial decision.  The Regulation at §§26.83 and 26.86 does not require recipients to hold a hearing prior to denying a firm DBE certification.  

2.  You also reference in your rebuttal letter a court decision in the case of Jack Wood Construction Co., Inc. v. U.S. Department of Transportation, 12 F. Supp.2d  25 (1998) to support your claim that [REDACTED] controls the firm.  You indicated that the court in this case “ridiculed reasoning strikingly similar to the reasoning employed by the CUCP in this case.”  The Jack Wood decision hinged on the Department’s prior DBE Regulation.  Following that decision, the Department revised its Regulations to correct this interpretation.  Under Regulation §26.71, enacted after the Jack Woods decision, (and which controls here), requires the disadvantaged owner to have both managerial and technical competence to control an applicant firm.  

In summary, the information provided cumulatively supports a conclusion that ECS does not meet the criteria as required for DBE certification under 49 C.F.R. 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 

