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September 30, 2005
CERTIFIED MAIL
RETURN RECEIPT REQUESTED
Reference No.:  05-0126
Mr. H.M. Walthall, Esq.

Attorney at Law
105 South Stapley Drive

Mesa, AZ  85204
Dear Mr. Walthall:
This is in response to the appeal that you filed on behalf of your client, [REDACTED] of Advance Terrazzo Company (ATC).  We have carefully reviewed the material from the City of Phoenix (CoP) as well as that you submitted on behalf of the firm and have concluded that the denial of ATC’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 CoP’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 ATC 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(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 [REDACTED], the disadvantaged owner, and President and her brother-in-law, [REDACTED], Vice President and a non-disadvantaged individual.  According to the record ATC was originally established in 1960.  [REDACTED], the disadvantaged owner’s husband, had been the President of the firm since 1991.  Subsequently, in September of 2004, the disadvantaged owner became majority owner (424 shares) of the firm with [REDACTED] (408 shares) retaining 49%.  According to the record, 50% ownership interest was gifted to the disadvantaged owner, by her non-disadvantaged husband, [REDACTED], while [REDACTED] and [REDACTED] gifted 1% of the stock, thereby making [REDACTED] the majority owner.  

It is also important to note that [REDACTED] was the Director of Marketing and Business Development prior to her becoming the 51% owner. Subsequently, in September of 2004 minutes of a meeting indicate that [REDACTED] resigned as President and CEO of the firm.  During this same meeting [REDACTED] (qualifying individual) was appointed the firm’s President and [REDACTED], became Vice President.  This action occurred around the same time the DBE application was submitted.  
The Regulation provides that contributions of capital or expertise by the disadvantaged owner to acquire his/her ownership interest in the participating DBE business be real and substantial.   Obviously, this transaction does not represent a real and substantial contribution pursuant to the Department's regulation.  

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. 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 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. 

According to 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. 

In a letter dated February 11, 2005, the disadvantaged owner states:

More than a year ago my husband and I met with our attorney to discuss plans for our financial future.  We were concerned about plans to care for our families in the long term. Part of that discussion was how to keep the business in the family and prospering.  After much discussion it was decided that I would be the one to continue in running Advance Terrazzo Company.  This decision was not made lightly.  We based it on my knowledge of the business, my increasing involvement in all facets of the business; management, and my personal commitment for our family’s sake in continuing and expanding our success.
The disadvantaged owner further stated:

On January 7, 2005, I and my attorney discussed the reasons for my being gifted the stock.  The adequate consideration did not involve money, but rather the responsibility to succeed for the legacy of our family.

In your letter of rebuttal you state:

3.  Gifts:  The City has pointed out that the stock was “gifts” to [REDACTED] by some of the prior owners and that it was stated in the minutes of the company.  What the City fails to show, is that [REDACTED] has in fact given adequate compensation.  

You further state:

Based upon [REDACTED] agreement to run the entire company, not taking other possible position[s], settling for only a salary she now has, and taking the risk of receiving future profits.  [REDACTED] is devoting extraordinary time and energy into the company and is using her contacts and experience.  These facts indicate [REDACTED] has given adequate compensation for receiving stocks.

The regulation does not allow ownership acquired by a gift or other transfer without adequate consideration from any non-disadvantaged individual who is involved in the same firm seeking certification to be counted for purposes of obtaining DBE certification.  In this regard, the disadvantaged owner must show by clear and convincing evidence that the gift or transfer was made for reasons other than obtaining DBE certification.  In this instance, the burden of proof has not been met.  We agree with the CoP 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(c) states in part that “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.  
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 §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 CoP determined that [REDACTED] did not possess control of ATC because, 1)  she disproportionately depends on non-disadvantaged individuals for their knowledge and background expertise necessary to control the technical aspects of the firm;  2) her experience in the firm’s primary line of work has been limited to administrative and office management; 3) she does not control the Board of Directors; 4) and her remuneration is equal to that of a non-disadvantaged individual and non-owner in the firm.  

The record indicates that [REDACTED], a disadvantaged individual, is the 51 percent owner and President/Director of ATC, a firm established in 1960, specializing in the application and installation of terrazzo flooring and epoxy seamless flooring.  Her brother-in-law, [REDACTED], owns 49 percent of the firm and serves as its Secretary/Treasurer.  The record also indicates that non-disadvantaged individuals associated with ATC have many years of experience in critical aspects of its operations and manage and supervise key operations of the firm.
The record evidence reveals that the individuals associated with this firm who possess the ability to control day-to-day activities of ATC are [REDACTED], [REDACTED], [REDACTED] and [REDACTED], all non-disadvantaged individuals.  The record evidence also reveals that these individuals have many years of experience in the critical aspects of the firm’s operations and that they are disproportionately responsible for the operation of the firm by virtue of the fact that they have the knowledge and expertise to control this type of business.  
Specifically, the record reveals that [REDACTED] résumé indicates he has over 35 years experience in the construction industry and has worked for ATC for 13 of those years. According to the firm’s DBE application, he is responsible for hiring/firing management personnel, supervision of field operations and negotiating contracts.     
[REDACTED], 49% owner, Secretary/Treasurer has over 29 years experience in the construction industry with 13 of those years at ATC.  He is responsible for financial management.

[REDACTED], Vice President, and non-disadvantaged individual of the firm has many years of experience in the critical activities of this type business.  His résumé indicates that he has over 45 years of experience in this line of work and is responsible for hiring/firing field personnel.  Further, the record reveals that he has been responsible for project development, bidding, employee management, project scheduling and cost control, material and job coordination, hands on participation on job site, and interaction with contactors.  He has worked for ATC for 13 years.  

[REDACTED], Vice President and non-disadvantaged individual of the firm also has many years of experience in the critical activities of this business.  His résumé indicates that he has over 35 years of experience in the construction industry.  He is responsible for identifying new projects, estimating and bidding, interacts and consults with design professionals, pre-construction project administration/management support.  He has worked for ATC for 6 years.
The disadvantaged owner of a DBE firm must play an active (day-to-day) role in his/her businesses, and must possess a background that clearly reflects his/her ability to control the technical activities of the business.  While the record indicates that the disadvantaged owner plays an important role, we have carefully considered her background and expertise as it relates to her ability to critically analyze and independently use technical information supplied by subordinates.  We conclude that [REDACTED] experience appears to be in general office management and accounting.  Specifically, from 2001 to September 2004 she served as Director, Marketing and Business Development for the firm.  Her responsibilities included strategic planning, creating marketing pieces and presentations to educate architects, developers, contractors, owners and students on terrazzo, created and submitted a package to the National Terrazzo & Mosaic Association.  The record reveals that as President of the firm, she oversees daily operations, including office management accounting marketing and sales and payroll.  According to her résumé she lists her duties as strategic planning, determine best purchase for equipment and materials, review and update process and procedures within office, work with financial and insurance representatives, perform weekly payroll, accounts payable and receivable.  The record also reveals that she volunteered as a Business Economics instructor at [REDACTED].   
These individuals perform key functions which are essential to the business and possess the requisite technical competence and experience.  It is important to note that, the disadvantaged owner, [REDACTED], [REDACTED] and [REDACTED] are all authorized to sign checks on behalf of the firm.  

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.  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 CoP’s conclusion that the disadvantaged owner failed to prove by clear and convincing evidence that she has the experience and technical competence to control the day-to-day critical operations of the firm as required by the Department’s Regulation.
You state in your rebuttal that:

4.  Control/Experience and Knowledge:  The major point that the City of Phoenix relies upon appears to be some concern that [REDACTED] is not in “control.”  This is absolutely incorrect and not true.  [REDACTED] is the President, and is in total control…The percentage of ownership of [REDACTED] was specifically decided so that she would in fact have majority control…Also the Arizona Corporation records have been corrected as attached and as stated in paragragh #2 above…We have included [REDACTED] background with her vast experience and we believe it is more than adequate to support a decision of Minority or Disadvantaged Business Status.    

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. 
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], Vice President; [REDACTED], Vice President; and [REDACTED], Vice President.  Her brother-in-law, [REDACTED], is the firm’s Secretary and Treasurer.   The disadvantaged owner and [REDACTED] constitute the Board of Directors.  However, in its certification denial letter, CoP determined that the disadvantaged owner did not control the Board of Directors because the Arizona Corporation Commission records list [REDACTED] as the President and CEO of ATC at the time of application. 
The corporation's bylaws provide for management of the business and affairs of the corporation under the direction of the Board of Directors.  The firm’s bylaws contain the following provisions:
Article II § 1 .  The business and property of the corporation shall be managed by its board of directors, consisting of three.  

Article III §- 3. All officers and agents shall be subject to removal at any time by the affirmative unanimous vote of the whole Board of Directors.

Article IV. President – The President shall be the chief executive of the Company, and shall exercise general supervision over its property and its affairs.  He shall sign on behalf of the Company all certificates of stock, conveyances, mortgages and contracts, and shall do and perform all acts and things which the Board of Directors may require of him.  He shall receive such compensation for his services as may be fixed by the Board of Directors.
This composition precludes 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. 

You state in your rebuttal:

2.  Corporate Documents:  The records of the Arizona Corporation Commission have been corrected for the Company, and the Arizona Compensation Commission will be charging its website as the status of who is the President.  [REDACTED] is in fact the President and we have included copies of those notices to the Arizona Corporation Commission.

The Department cannot consider information that was not part of the record at the time of the DBE application.  It appears that at the time of application [REDACTED] controlled the daily operations of the firm.   The record indicates that these records were changed after the submission of the firm’s DBE application.

Under the Regulation at §26.71(i)(1), recipients may consider differences in remuneration between the 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. Recipients may determine that a firm is controlled by its disadvantaged owner although that owner's remuneration is lower than that of some other participants in the firm. 

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.  The Department has reviewed the compensation paid to the disadvantaged owner and that of [REDACTED], Vice President and have concluded that the disadvantaged owner’s compensation is not commensurate with her ownership interest in the business.  The record evidence reveals that [REDACTED] receives the same salary of $[REDACTED] which is equal to [REDACTED], the disadvantaged owner.  

In the appeal letter of rebuttal you state:

[REDACTED] salary currently is equal to [REDACTED], but the City did not take into consideration two other factors.  [REDACTED] as a 51% percent owner will receive additional compensation from profits of the company during or at the end of the year as the company will determine.

In a letter addressed to CoP, the disadvantaged owner states:

We are a small business.  About four years ago when I came onboard we decided that the level of all our salaries should be equal.  We were experiencing growth, new competition with our field and challenges with personnel.  We made a decision that we felt would united us as a team….Salary in our case has not detracted from my level of responsibility, or anyone else’s.  

Substantial record evidence supports the CoP’s conclusion.  In summary, the information provided cumulatively supports a conclusion that ATC 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 CoP’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 
