September 19, 2005

CERTIFIED MAIL
RETURN RECEIPT REQUESTED

Reference No.: 05-0099

[REDACTED], CPA
Tax Department Head
Tanner LLC
215 South State Street Suite - #800
Salt Lake City, UT 84111

Dear [REDACTED]:

This is in response to the appeal that you filed on behalf of your client, CP Industries, Inc. (“CPI”).  We have carefully reviewed the material from the Utah Unified Certification Program (“UUCP”),  as well as the information you provided, and have concluded that the denial of the firm’s certification as a Disadvantaged Business Enterprise (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 owner’s contribution to acquire her ownership interest in CPI was not real, substantial, and continuing within the meaning of the Department’s Regulation §26.69.

The Department is unable to determine from the record if substantial record evidence supports a conclusion that the disadvantaged business owner does not possess actual control of CPI as required by the Regulation §26.71.

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

OWNERSHIP 
According to the Regulation at §26.61(b), the firm seeking certification has the burden of demonstrating to you, by a preponderance of the evidence, that it meets the requirements of this subpart concerning group membership or individual disadvantage, business size, ownership, and control.
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.  The 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. 
According to the Regulation §26.69(f)(1) and (2), the following requirements apply to situations in which expertise is relied upon as part of a disadvantaged owner's contribution to acquire ownership: the owner's expertise must be (i) in a specialized field; (ii) of outstanding quality; (iii) in areas critical to the firm's operations; (iv) indispensable to the firm's potential success; (v) specific to the type of work the firm performs; and (vi) documented in the records of the firm.  These records must clearly show the contribution of expertise and its value to the firm.  The individual whose expertise is relied upon must have a significant financial investment in the firm. 
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.  Debt instruments from financial institutions or other organizations that lend funds in the normal course of their business do not render a firm ineligible, even if the debtor’s ownership interest is security for the loan.
According to the firm’s August 25, 2004, DBE application, [REDACTED], President, purchased CPI, a manufacturer of ice melter, powder and liquid cleaning products, in October 1993.  [REDACTED] and her non-disadvantaged husband, [REDACTED], (the firm’s Vice President) own 33 and 66 percent of the firm, respectively.  The application indicates that [REDACTED] contributed $170,000.00 in cash to acquire his ownership interest.                     

The firm’s shareholder voting agreement dated January 1993 indicates that [REDACTED] own 3,551.275 and 7,048.725 shares, respectively.  The shareholder agreement states:

Each shareholder agrees that for voting purposes, notwithstanding the number of subject shares referenced above, each shareholder shall have a vote equal to the vote of the remaining shareholders.  The shareholders further agree that they will at all times vote the subject shares, provide their consents to, and otherwise act and cause the corporation to act, so that each of the shareholders continue as members of the Board of Directors of the corporation.  If any of the shareholders are unable or unwilling to continue to serve for any reason (a “former director”), then the vacancy so created shall be filled by the nominee of the person or persons (the “successor shareholders”) owning or holding the right to vote the subject shares theretofore owned or voted by the former director, by vote of a plurality of the subject shares owned by the successor shareholders or any of them.  

The record contains an unsigned, undated “affidavit in support of WBE/DBE certification” from [REDACTED] which describes her ownership in the firm.  It states:

. . . CPI, fka Chemopharm Laboratories, Inc. “(company”) was formed in 1979.  In 1993, the company was failing.  I agreed to attempt to turnaround the company in exchange for 51.129 percent of the outstanding stock (7,048.725 shares) and operational control  Due to the company’s redemption of outstanding shares held by the ESOP plan, I now own 66.5 percent of the company, i.e. 7,048.725 of 10,600 outstanding shares.  . . . Upon taking over the company, I contributed one whole year of uncompensated time and specialized sales expertise.  This time and effort was critical to the company’s turnaround and continued success.  I also contribute the following capital assets: desk and credenza ($7,000.00), chair ($1,800.00), sofa ($3,000.00).  

The record contains various checks on the firm’s account made payable to “AH Lieber Management Profit Sharing,” however, there is no indication of any checks or other financial transactions from [REDACTED] into the firm.  

You stated in your May 23, 2005, rebuttal letter to the Department:

. . . [UUCP] refers to a Shareholder Voting Agreement.  In this superseded document, the shareholders did agree to equal voting rights.  [UUCP] failed to mention, that this agreement was put into place when CPI was owned by an ESOP. Without this agreement, the trustees of the ESOP would have been able to exert significant control on CPI. This agreement was superseded with a normal voting rights agreement when the ESOP shares were purchased by [REDACTED].  Therefore, the assumption of [the UUCP] that [REDACTED] did not have 51% of the voting stock is incorrect.  [REDACTED] had at the time [UUCP] was doing his certification 66.4974% of the voting stock, and indeed does vote each and every share.  Since then, the company stock has been realigned due to [REDACTED] acquiring the ESOP Shares and she has 90% of the voting stock.  Clearly, the assumption that [REDACTED] does not have 51% voting control of CPI is inaccurate. . . .

[UUCP] correctly states that [REDACTED] took over the company from her father-in-law, because none of the other relatives had the tenacity to do so.  The company was failing, it was located in a very run down part of Salt Lake City and County, and was severely mismanaged.  [UUCP] asserts that because she didn't write a check for the company that she did not meet the requirement of substantial.  . . . [REDACTED] has paid for this company multiple times.  [UUCP] failed to mention that [REDACTED] took her share of an inheritance due her to pay for part of the company. Second, when she did take over the company, everything she owned was used a collateral to steady the company and induce lenders do business with her. While [UUCP] assumes that one loves to assign your assets to the bank, most reasonable people think that is substantial.  Furthermore, when acquiring a company with huge debts, many companies sell for an assumption of that debt.  Additionally, [REDACTED] reduced her wage from $90,000 to $6,000 during the period that the ESOP stock was repurchased.  . . . [UUCP] failed to connect that if one gives up $84,000 of compensation to buy stock that one is in fact still paying for the stock.  Copies of [REDACTED]'s W-2, along with copies of the checks paying off the ESOP were furnished in the certification process.  By paying of the ESOP with pre FICA and Medicare Money if saved the company over $30,000 and [REDACTED] a similar amount.  This did not alter the fact that [REDACTED] paid for the shares. Also, we discussed this with [UUCP which] seemed fine with the explanation, and asked for the W-2's and copies of the checks to substantiate the claim.  It was frustrating to receive this in [the] memo, since [UUCP] had agreed to what would substantiate this.  As you can see, [REDACTED] forfeited an inheritance, took an enormous debt, pledged all of her assets, and personally guaranteed the debt, and then reduced her wages for years to acquire her shares, that appears to be substantial.  . . . 

Under the Regulation §26.69, a disadvantaged owner’s contribution to acquire their ownership interest must be real and substantial and continuing, going beyond pro forma ownership of the firm as reflected in ownership documents.  There is no indication in the record that [REDACTED] made a substantial contribution of capital to acquire her ownership interest in CPI.  It appears, based on her affidavit that she received her shares in exchange for taking over the company.  According to your rebuttal letter, [REDACTED] also placed her belongings as collateral and reduced her wages, thus foregoing compensation in exchange for her shares.  This is inconsistent with the requirements of the Regulation, which requires a disadvantaged business enterprise owner to demonstrate that his or her contribution to acquire the firm was real, substantial, and continuing, going beyond pro forma ownership of the firm.  The Department also notes that although [REDACTED] donated various pieces of office furniture, this is not considered a substantial contribution to acquire a firm the size of CPI.  Lastly, while [REDACTED] alleged in her affidavit that she “contributed one whole year of uncompensated time and specialized sales expertise” to the firm, under §26.69(f)(1) and (2) of the Regulation, expertise must be documented in the records of the firm which must clearly show its contribution and value to the firm.  In addition, the individual whose expertise is relied upon must have a significant investment in the firm.  Neither of these elements appear present in the record.  

Substantial evidence thus supports UUCP’s conclusion that [REDACTED]’s contribution of capital to acquire her ownership in CPI does not meet the requirements of the Regulation.  

CONTROL

The Regulation at §26.71(a) and (b) provides in part that only an independent business may be certified as a DBE.  An independent business is one the viability of which does not depend on its relationship with another firm or firms.  In determining whether a potential DBE is an independent business, you must scrutinize relationships with non-DBE firms, in such areas as personnel, facilities, equipment, financial and/or bonding support, and other resources.  You must consider whether present or recent employer/employee relationships between the disadvantaged owner(s) of the potential DBE and non-DBE firms or persons associated with non-DBE firms compromise the independence of the potential DBE firm.  You must examine the firm's relationships with prime contractors to determine whether a pattern of exclusive or primary dealings with a prime contractor compromises the independence of the potential DBE firm.  In considering factors related to the independence of a potential DBE firm, you must consider the consistency of relationships between the potential DBE and non-DBE firms with normal industry practice.
Under the Regulation at §26.71(c), a DBE firm must not be subject to any formal or informal restrictions which limit the customary discretion of the socially and economically disadvantaged owners.  There can be no restrictions through corporate charter provisions, by-law provisions, contracts or any other formal or informal devices (e.g., cumulative voting rights, voting powers attached to different classes of stock, employment contracts, requirements for concurrence by non-disadvantaged partners, conditions precedent or subsequent, executory agreements, voting trusts, restrictions on or assignments of voting rights) that prevent the socially and economically disadvantaged owners, without the cooperation or vote of any non-disadvantaged individual, from making any business decision of the firm.  This paragraph does not preclude a spousal co-signature on documents as provided for in §26.69(j)(2).
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.
Under the Regulation at §26.71(e) 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.
Under the Regulation at §26.71(i), you may consider differences in remuneration between the socially and economically disadvantaged owners and other participants in the firm in determining whether to certify a firm as a DBE.  Such consideration shall be in the context of the duties of the persons involved, normal industry practices, the firm's policy and practice concerning reinvestment of income, and any other explanations for the differences proffered by the firm.  You may determine that a firm is controlled by its socially and economically disadvantaged owner although that owner's remuneration is lower than that of some other participants in the firm.  In a case where a non-disadvantaged individual formerly controlled the firm, and a socially and economically disadvantaged individual now controls it, you may consider a difference between the remuneration of the former and current controller of the firm as a factor in determining who controls the firm, particularly when the non-disadvantaged individual remains involved with the firm and continues to receive greater compensation than the disadvantaged individual. 
The Department is unable to determine from the records whether substantial record evidence supports a conclusion that [REDACTED] does not possess actual control of CPI as required by the Regulation §26.71.  According to UUCP’s March 3, 2005, DBE certification denial the following reasons were cited in support of UUCP’s position that [REDACTED] does not have control of the firm: 1) [REDACTED] is involved in several business interests that have a relationship with CPI, as well as other business interests; 2) Dychem International, a firm owned by [REDACTED], her non-disadvantaged husband, sells some of the products manufactured by CPI; 3) three companies – AHL Equipment, LLC, AHL Pennsylvania, and AHL Utah, LTD “have a direct impact on CPI industries through equipment leases, property leases, and conducting business outside the State of Utah;” 4) if, as [REDACTED] states, these companies are not CPI subsidiaries, but rather are separate entities, then CPI is not an independent business; 5) the shareholder voting agreement permits equal voting rights and a process for a shareholder to be removed from the firm.  

From the Department’s reading of the record developed by UUCP, it is difficult to determine CPI’s independence from other firms as well as [REDACTED]’s control of CPI.  UUCP’s on-site visit report does not mention some of the information that UUCP presents in its denial letter.  For instance, in your rebuttal letter, you indicate that [REDACTED] does own small amounts of other companies.  UUCP seems to have concluded that these companies have a financial interest in CPI and proceeded to request information on the companies that are held in trust for [REDACTED]’s children. UUCP stated:  

According to [REDACTED], AHL Equipment, LLC, AHL Pennsylvania, LTD, and AHL Utah LTD are not subsidiaries of CPI, but separate companies from CPI.  If this is the case, [REDACTED] does not have controlling interest in three companies that have a direct impact on CPI.  In an email of January 13, 2005, that was also faxed on January 13, 2005, was a request for information on the family trusts for; AHL Equipment, LLC, AHL Pennsylvania LTD and AHL Utah LTD that were not provided.  According to the Utah Department of Commerce, [REDACTED] is named as general partner to AHL Limited Partnership. 

The record is unclear precisely what the relationship is between CPI and the above firms.  While the Department recognizes the need for CPI to cooperate fully with UUCP and respond to its information request, pursuant to the Regulation §26.109(c); issues that may negatively affect CPI’s eligibility are not clearly shown in the record presented to the Department.  In this case, many of the allegations UUCP’s raises can only be found in its denial letter and not substantiated in the record information.  The Department does recognize however, that the allegations raise concern for CPI’s independence in 4 areas: 1) it appears that [REDACTED] are the only shareholders of CPI stock.  Under the terms of the shareholder agreement, both possess equal voting rights and either may be removed from the firm; 2) according to the firm’s DBE application, CPI shares office space with [REDACTED]’s company, Dychem International, a firm that sells industrial detergents, 3) the firm’s DBE application indicates that [REDACTED] a non-disadvantaged individual, and the firm’s accountant is authorized to sign company checks.  (This point is not addressed by UUCP); and 4) [REDACTED] serves as vice president of CPI, general partner of AHL Limited Partnership, AHL Equipment, AHL Pennsylvania and AHL Hawaii.  All of these facts raise control issues, however, standing alone – absent support in the record from UUCP, the Department is unable to render a decision at this time concerning UUCP’s denial.   

In summary, the information provided cumulatively supports a conclusion that CPI does not meet the criteria as required for DBE certification under 49 C.F.R Part 26 of the Regulation.  The company is, therefore, ineligible to participate as a DBE on UUCP’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: UUCP

