November 20, 2005 

CERTIFIED MAIL
RETURN RECEIPT REQUESTED 
 
Reference No.:  05-0117

[REDACTED]
Balanced Rock Electric, Inc.
P.O. Box #125 

Twin Falls, ID 83303 

Dear [REDACTED]:

This is in response to the appeal that you filed on behalf of your firm, Balanced Rock Electric, Inc. (BRE).  We have carefully reviewed the material from the Idaho Transportation Department (ITD) as well as that you submitted on behalf of the firm and have concluded that the denial of BRE’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 record evidence supports ITD’s conclusion that ownership and control by you, the disadvantaged owner, is not real, substantial and continuing as required by 49 CFR Parts 26.69 and 26.71; and that you do not possess the power to direct or cause the direction of the management and policies of the firm and to make day-to-day as well as major decisions on matters of management, policy and operations.

How are burdens of proof allocated in the certification process?  The Regulation provides that firms seeking DBE certification have the burden of demonstrating to the recipient that they meet the requirements of the regulation for group membership, individual disadvantage, business size, ownership and control by a preponderance of the evidence (more likely than not).  In reviewing all of the facts of record, this office has concluded that BRE has failed to meet its burden by a preponderance of the evidence with regard to whether or not the firm meets the requirements of 49 CFR Part 26.

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

OWNERSHIP
The Regulation at §26.69(a) provides that in determining whether the socially and economically disadvantaged participants in a firm own the firm, you must consider all the facts in the record, viewed as a whole. 
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. 
The record evidence reveals that the applicant firm is owned by you, the disadvantaged owner, President/Vice President and Director and your non-disadvantaged husband, [REDACTED], Secretary/Treasurer and Director.  BRE is an electrical contracting company.  According to the record, BRE was originally established in 1998 and owned equally by [REDACTED] and [REDACTED], you, the disadvantaged owner, and [REDACTED].  Each owner was issued 25 shares of stock.  Subsequently, the firm incorporated in 2002 at which time [REDACTED] and [REDACTED] opted to surrender their shares of stock to the company and in turn BRE continued to carry their insurance and pay the premiums for up to one year.  In January 2002, at an annual joint meeting of the board, a transfer of stock occurred giving you, the disadvantaged owner, 75% and your non-disadvantaged husband retained 25% ownership in the firm.  The Board of Directors consists of you and your non-disadvantaged husband.  

According to 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. The record evidence is void of any documentation that substantiates that the funds used to acquire ownership interest actually derived from your individually owned resources, as required by the Regulation.  In the absence of supportive documentation we, therefore must conclude that you, the disadvantaged owner, failed to make a real and substantial investment in the acquisition of this business.

In this regard, the disadvantaged owner must show by clear and convincing evidence that the transfer of stock was made for reasons other than obtaining DBE certification.  In this instance, the burden of proof has not been met.  We agree with the ITD that the disadvantaged owner has failed to substantiate that her contribution of capital or expertise to acquire ownership interest in the firm was real and substantial.   

CONTROL
The Regulation at §26.71(d) requires that “The socially and economically disadvantaged owners must possess the power to direct or cause the direction of the management and policies of the firm and to make day-to-day as well as long term decisions on matters of management, policy and operations. 
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. 
The Regulation at §26.71 (f) requires that the socially and economically disadvantaged owners of the firm may delegate various areas of the management, policymaking, or daily operations of the firm to other participants in the firm to other participants in the firm, regardless of whether these participants are socially and economically disadvantaged individuals.  Such delegations of authority must be revocable, and the socially and economically disadvantaged owners must retain the power to hire and fire any person to whom such authority is delegated.  The managerial role of the socially and economically disadvantaged owners in the firm’s overall affairs must be such that the recipient can reasonably conclude that the socially and economically disadvantaged owners actually exercise control over the firm’s operations, management, and policy.
The Regulation §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 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. 
 Under the Regulation §26.71 (k)(2) states, “If you cannot determine that the socially and economically disadvantaged owners ‑‑ as distinct from the family as a whole ‑‑ control the firm, then the socially and economically disadvantaged owners have failed to carry their burden of proof concerning control, even though they may participate significantly in the firm's activities.”
The record indicates that BRE is an Electrical Contracting firm.  ITD determined that you disproportionately depend on your husband, [REDACTED], a non-disadvantaged individual, for his knowledge and background expertise necessary to control the technical aspects of the firm’s operations.  

The record reveals that [REDACTED], your non-disadvantaged husband is the individual who has the technical ability and expertise to control the day-to-day activities of BRE and is disproportionately responsible for the operation of the firm.  The record also reveals that the required license is in his name.  Specifically, [REDACTED] serves as the firm’s Secretary and Treasurer and serves as the General Foreman on the firm’s jobs.  His résumé indicates that he has been in the electrical contracting industry for 15 years.  Prior to becoming part owner of BRE in 1998, his experiences from 1990-1998 include working for JATC, Gietzen Electric and Shotwell Electric as an Electrical Journeyman.

In addition,  it appears that both you and [REDACTED] share all managerial responsibilities such as financial decisions, setting salary’s, making loans for the firm; hiring and firing employees; purchase of major equipment; and establishing policies and procedures for the company.  [REDACTED] is solely responsible for estimating and bidding and negotiating and contract execution.  According to BRE’s DBE application he is also the firm’s field production operations supervisor.

Both you and [REDACTED] exercise signatory power, in which only one signature is required on payroll and other checks.  The record further reveals that [REDACTED] is authorized to act on behalf of all aspects of the firm and is authorized to sign all documents regarding BRE.  This clearly indicates that you, the disadvantaged owner, are not in control of the firm's financial decisions as well as major decisions of BRE.  These actions suggest that the business operates at best as a 50/50 partnership with both you and [REDACTED] sharing the control of BRE.  The Department agrees with ITD’s conclusion that this type of joint power sharing between members of this family run business does not meet the eligibility requirements of the regulation. 

In contrast, your responsibilities appear to be primarily administrative and clerical in nature and are unrelated to the performance or supervision of the technical aspects of electrical contracting activities conducted by the firm.  Specifically, your daily duties include payroll, authorizing and signing checks, overseeing accounts payable, coordinating with crew, correspondence, handling all phone traffic, and making calls on accounts receivable.  Further, the record does not indicate that you, the disadvantaged owner, had any prior experience in this field before becoming part owner of BRE in 1998. 

Moreover, it appears that you, the disadvantaged owner are responsible for the management aspects of the business while the non-disadvantaged owner is responsible for all the labor and key functions.  The record evidence indicates that the role of [REDACTED] is performing the critical operations of the firm is considerably more extensive than yours, the disadvantaged owner.  
Although you may have gained some knowledge of the business while working at BRE, your experience appears to be administrative in nature and does not substantiate that you can successfully operate an electrical contracting business without the expertise of the non-disadvantaged owner.  It is also important to note that the responsibility rests with the applicant firm, not the recipient, to prove by a preponderance of the evidence, that it meets the requirements of the regulation concerning group membership or individual disadvantage, business size, ownership, and control. 
  
You state in your rebuttal that:

First of all your letter of denial states that I do not have full understanding of the electrical business, because all I do is the accounting/billing for the business.  During my interview, it was explained to [REDACTED] that, that was not my only responsibilities, my husband and I share various responsibilities, such as estimating, major and minor decisions of all aspects of the business.  As well as I do work in the field when needed, no I do not carry a license, nor do I hold the contractors license, but as for fully understanding all aspects of the trade I am and do understand.  I was not aware that it was a criterion to hold such license to be a DBE contractor.  However, I am applying for the Public Works License to be in my name.  I am the controlling owner and without my input, no decisions are to be made.

The Regulation clearly requires DBE owners 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.  While you may possess an understanding of the firm's activities and can handle the firm's finances, the record fails to substantiate that you have specific experience and knowledge of electrical contracting, the firms’s main line of work or have the ability to critically analyze and independently use technical information supplied by subordinates such as [REDACTED].        

The regulations at §27.61 (g) state in part 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.”   Substantial record evidence supports the ITD’s conclusion that you, the disadvantaged owner,  failed to prove by clear and convincing evidence that you have the experience and technical competence to control the day-to-day critical operations of the firm as required by the Department’s Regulation.  Based on the record evidence, you have not met your burden of poof in establishing control of the firm.  

Section §26.71(c) states “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.” 
According to the Articles of Incorporation, the officers of the firm are as follows:  [REDACTED], President; [REDACTED], Secretary and Treasurer.   However, in its certification denial letter, ITD determined that you, the disadvantaged owner do not control the Board of Directors because the corporation's bylaws provide for management of the business and affairs of the corporation under the direction of the Board of Directors.  It also states that no action can be taken without the majority of the directors.  The firm’s bylaws contain the following provisions:

Article IV § 4.1. Powers-  All corporate powers shall be exercised by and under the authority, and the business and affairs of the corporation shall be managed under the direction of the Board of Directors, subject to any limitations set forth in the Articles of Incorporation or any shareholder agreement authorized under the IBCA.  
Article IV§-4.8 (1) Quorum- Unless the Articles of Incorporation or these Bylaws require a greater number or unless otherwise specifically provided by the IBCA, a quorum of the Board of Directors consists of (a) a majority of the fixed number of directors…. 
Article IV 4.8 (2)  Majority Vote – If a quorum is present when a vote is taken, the affirmative vote of the majority of the directors present  shall be the act of the Board of Directors…
Article V § 5.2 Directors’ Action
(1) For purposes of Section 5.1 directors’ action respecting a transaction is effective if the transaction received the affirmative vote of a majority, but no fewer than two (2)…
This composition precludes you, the disadvantaged owner, from making management decisions without the cooperation of the non-disadvantaged owner. This arrangement is inconsistent with the control requirements of the Department's Regulation.  While we understand that since you are the majority stock holder that you can replace your spouse on the Board of Directors, we believe it is highly unlikely given his importance to the firm.
 
Under the Regulation §26.71(j) states, “In order to be viewed as controlling a firm, a socially and economically disadvantaged owner cannot engage in outside employment or other business interests that conflict with the management of the firm or prevent the individual from devoting sufficient time and attention to the affairs of the firm to control its activities.  For example, absentee ownership of a business and part‑time work in a full‑time firm are not viewed as constituting control.”
The record reveals that, you are employed with the [REDACTED] as an Office Manager where you work approximately 30-35 hours per week.  According to the record you spend 20-30 hours with BRE conducting the office management of the firm.  [REDACTED], the non-disadvantaged owner spends 40+ hours per week at BRE. The record also indicates that [REDACTED] listed as the Office Manager for BRE acts in your behalf when you are not at BRE. The record reveals that [REDACTED] is a non-owner of the firm.

Your letter of rebuttal states,

As for my working fulltime for [REDACTED] as I told [REDACTED] during my interview, I do not work full time there I put in about 20-25 hours per week and about 35-40 at Balanced Rock Electric, Inc.  [REDACTED] does not have any fulltime employees, Yes, I am office manager but I do not understand how working part-time for a Doctors office can be a conflict with and Electrical Contractor.  I am very capable of delegating responsibility in both places.  

The Regulation states that in demonstrating control, the disadvantaged owner of a participating firm must devote substantial time and attention (during working hours) to the day-to-day operations of the business.  If an individual is holding down another job that requires a full time commitment, or is involved in other outside business activities that prevent him/her from devoting full time and attention to the DBE firm, then that individual is obviously not in a good position to control the DBE business. 

OTHER ISSUES

The Regulation requires that participating DBE owners enjoy the profits and losses of their businesses in a degree that is commensurate with their ownership interest.  It is also important to note that your compensation is not commensurate with your ownership interest.  According to the record, you, the disadvantaged owner, received no income in 2003, while [REDACTED] received compensation in the amount of $[REDACTED].  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. 

In summary, the information provided cumulatively supports a conclusion that BRE 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 ITD’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 
