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May 1, 2006
CERTIFIED MAIL

RETURN RECEIPT REQUESTED

Reference No: 06–0020
[REDACTED]
President

J-3 Incorporated

91 South Main Street

Wheatfield, IN 46392

Dear [REDACTED]:

This is in response to the appeal that you filed on behalf of your firm, J-3 Incorporated (“J-3”).  We have carefully reviewed the material from the City of Chicago (“COC”), 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 CFR 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 your contribution of capital to establish J-3 was not real, substantial, and continuing, going beyond pro forma ownership of the firm as required by the Regulation §26.69.

Your appeal is also denied based upon our determination that substantial record evidence supports a conclusion that you do not 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 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.  
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 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. 

From the Department’s reading of the record, it does not appear you have met your burden of proof in establishing that your contribution of capital to acquire J-3 meets the requirements of the Regulation §26.69.    

According to the firm’s October 2004 DBE application, J-3 was established in 2002 and manufactures steel products for concrete and highway reinforcements.  The application states that you are the sole owner and President of J-3 and that your initial investment to acquire your ownership interest in the firm consisted of “cash ($22,629.00 electric installation/elec[tricity] deposit), real estate ($12,604.16), equipment ($3,100.00), and other ($1906.62) (insurance).”  The record contains copies of five checks drawn on a joint checking account you own at Nipsco Industries Federal Credit Union, with your husband, [REDACTED], a non-disadvantaged individual and J-3’s Secretary and Treasurer.  The information regarding the checks is as follows:
	Check #
	Date
	Payee
	Amount
	Note Section


	2901
	02/13/02
	Nipsco
	$15,629.00
	[REDACTED]

	2902
	02/17/02
	Kalief Electric
	$  3,500.00     
	[REDACTED]

	2936
	03/15/02
	Kalief Electric
	$  3,500.00
	J-3 Inc. electric down

	2946
	03/21/02
	Rural Insurance
	$  1,211.70
	J-3 Inc. 1/3 Ins. Prem. 

	2947
	03/22/02
	Rural Insurance
	$     695.92
	J-3 Ins. Prem 1/3 Ins Prem


You stated in your July 18, 2005, correspondence to COC, “I have enclosed copies of bank statements with highlighted transactions, which were the initial investments in the company to begin operations.  These were included with the original application.”  The record contains bank statements on this account for the periods January 1 – March 31, 2002.  On one statement there is a handwritten notation indicating that check 2901 was for “electric deposit to have electricity installed at [REDACTED], Visa advances and personal loans.” Similarly, the notation next to checks 2902 and 2936 is “electrician charges to run electricity.”  For checks 2946 and 2947, the notation is “Bldg. and Liability Insurance.”  The statements also lists a $1,600.00 money order check entry with a handwritten notation that states “down payment on welders.”  Finally, there is a notation that states “reimbursement from J-3 account after received loan.”  The Department however, cannot determine which transaction corresponds to this notation.  Although it appears that checks included in the record correspond to the amounts reported in J-3’s DBE application, there is no indication that these transactions were from personal funds.  
The record also contains documents indicating that in March 2002, the firm obtained a $73,000.00 loan and a $50,000.00 revolving line of credit with Fifth Third Bank.  Although you signed many of the documents connected with these transactions, there is no indication in the record that you repaid the bank or the firm using your personal funds.  According to the firm’s stock register, the consideration paid for your 100 shares of stock in J-3 consisted of $1,000.00 cash.  Although the State of Indiana’s July 30, 2003, on-site review report indicates that $1,600.00, in cash was from personal savings, forklifts were purchased for $2,800.00, and that the $73,000, loan has been reduced; there is no record for these transactions in the file.  There is also no indication in the record how these amounts or transactions are linked to your contribution to establish the firm.
Under the Regulation §26.69(c), the contributions of capital or expertise by the disadvantaged owner to acquire an ownership interest in the participating DBE business must be real, substantial and continuing, going beyond pro forma ownership of the firm as reflected in ownership documents.  There is no indication that you acquired your ownership interests in J-3 using personal assets.  Rather, it appears, joint funds in the credit union account, co-owned with your spouse, [REDACTED], a non-disadvantaged individual, were used to finance J-3’s electrical installation and insurance costs.  You stated in your October 27, 2005, rebuttal letter to the Department:

. . . Regardless of what transpired, [COC] denied my application for a disadvantaged business enterprise due to the business be[ing] at least 51% owned and controlled by minority/women.  I am 100% owner, and that the owner must direct management and daily operations of the firm; I make all decisions on a daily basis.  I spoke with the managing deputy who denied my application; and he stated he believed this was my husband’s company because his name was on paperwork and the money used to start the company come out of a joint checking account.  In response, my husband does work for the company and I never held that information; I provided this on my application.  I have always had a joint checking account.  I do not have an individual checking account and I was unaware that I have to have an individual checking account to start a business.  

As stated above, there is no record of actual payments to the firm for the stock you acquired, but rather it appears joint marital assets were used to start J-3 in the form of payments to establish electrical work at the firm’s location and insurance premiums.  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.  There is no indication in the record that [REDACTED] renounced his interests in the funds used by you to pay the firm’s obligations, which constituted your contribution to acquire your ownership interest.  Such arrangement does not comport with the Regulation §26.69.    
Substantial record evidence therefore, supports COC’s determination that your contribution of funds to acquire ownership of J-3 does not meet the requirements of the Regulation §26.69.  
CONTROL

In determining whether socially and economically disadvantaged owners control a firm, the Regulation at §26.71(a) states that you must consider all the facts in the record, viewed as a whole.

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.

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. 

According to the Regulation at §26.71(k) in part, 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.
The record evidence indicates that you do not control J-3 within the meaning of the Regulation §26.71 due to 1) your lack of overall understanding of, and managerial and technical competence and experience directly related to the type of business in which the firm is engaged and its operations, 2) the involvement of your spouse, [REDACTED], a non-disadvantaged individual, who possesses the experience and controls key aspects of the firm’s operations, and 3) restrictions on your ability to control the Board of Directors.
1.  Indiana’s on-site review report indicates that your duties and responsibilities at J-3 are “customer contact, estimating, pay[ables]/receivables, ordering wire and st[eel], [and] schedule[ing] jobs.”  According to your résumé, your current duties at the firm are to “manage and direct [the corporation], negotiate and construct sales contracts, manage corporate accounts, marketing and sales of new products, manage A/P and A/R, manage raw material purchases, [and] interpret federally mandated regulations.”  From August 1991 to January 2002, you served as a corporate customer service representative with NiSource where you negotiated and constructed sales contracts, managed corporate and residential accounts, performed marketing and sales of new products, handled new business development, collected past due accounts, resolved customer disputes, and interpreted federally mandated regulations.  You served as a corporate administrative assistant with Midwest Pipe Coating, Inc. from March 1990 to August 1991.  Your duties with this company were to assist the office manager and human resources department, handle accounts payable/receivable, audit the trucking department, construct product certifications, construct reports for transportation officials, perform cost accounting of highway projects, perform estimating and bidding, and work on personnel and company policies.  You attended Indiana University, majoring in Business.  You minored in Psychology.  (Your résumé does not indicate if you received a degree in these fields).  
Under the Regulation §26.71(d), an owner must posses 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 matters of management, policy, and operations.   The Regulation §26.71(g) states in part that a disadvantaged owner must 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.  Although you may be involved in the firm’s activities, substantial record evidence does not support your “overall understanding of, and managerial and technical competence” in J-3’s steel manufacturing operations.  In addition, there is nothing in the record to substantiate that you have had any formal training or experience relevant to this element of the firm’s business activities.  This would inhibit your ability to “make independent decisions concerning the firm’s daily operations, management, and policymaking” in accordance with the Regulation §26.71.  

2.  According to the record, you appear to rely upon [REDACTED], a non-disadvantaged individual, who is listed in the firm’s DBE application as assisting you with field production and operations/supervision, and estimating and bidding.  [REDACTED] possesses the requisite knowledge, skills, and expertise to perform these tasks.  Although Indiana’s on-site review report states “[REDACTED] worked @ Midwest Pipecoating applying epoxy coating,” there is no other information in the file to indicate that you understand the firm’s activities and could perform the core functions of the firm, without the involvement of [REDACTED].  [REDACTED] possesses the knowledge and experience in the firm’s primary line of work, whereas your experience appears to be more office and sales related.  
According to his résumé, [REDACTED] handles J-3’s sales and operations.  Specifically, he works on the firm’s sales of highway products, manages corporate and residential accounts, marketing and sales of new products and supervises manufacturing and design.  From July 1999 to May 2002, he was a national accounts manager with Valspar Corporation where he constructed sales budgets, managed large pipe manufacturing accounts, handled marketing and sales of high speed coatings, negotiated sales contracts, orchestrated coating equipment installations, and assisted in formulating patented coatings, among other duties.  Between March 1996 and August 1999, he served as the operations sales manager for Midwest Pipe Coating, Inc.  At this firm he worked with the pipe coating OD and ID as well as, the reinforcing bar coating/fabrication divisions, purchased equipment, and performed marketing and sales of coated products and other duties.  He served as a general manager with Steel Structures, Inc. from August 1993 to January 1996, where among other functions, [REDACTED] researched new product lines, directed powder coating operations, set up production schedules and staffing, and handled E.P.A. compliance.  He has also held various positions with Midwest Pipe Coating, Inc. such as production foreman, manager of custom power coating division, coating operator, coating inspector, and general laborer.  [REDACTED] attended the University of Wisconsin powder coating education program, which dealt in such topics as surface preparation, chemical pretreatment, powder applications, product curing, inspection, and packaging.  He once served as a sub-committee task group member for developing a powder coating specification for welded wire fabric with the American Society of Testing Materials.  He is a company representative for the National Association of Pipe Coating Applicators, the Midwest Gas Association, and the Southern Gas Association.   

Under the Regulation §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(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.  
Given what appears to be your limited knowledge and experience in steel manufacturing, it is unclear how you could exercise managerial control over the areas performed by [REDACTED], such that it is apparent that you control the firm’s operations, management and policies.  Without the contribution of [REDACTED], a non-disadvantaged individual, it does not appear you could perform the key functions of the firm necessary for J-3 to complete a specific job.  In contrast, [REDACTED], has extensive experience in performing these functions, and appears indispensable to the firm.  Without his involvement, it is doubtful that you would not be able to conduct these same activities without hiring replacements.  

3.  Under the Regulation §26.71(d), an owner must  posses 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 matters of management, policy, and operations.   The Regulation §26.71(d) also states that in a corporation, the disadvantaged owner must control the Board of Directors.  

It does not appear that you control J-3’s Board of Directors.  According the firm’s February 27, 2002, “unanimous consent of shareholders” documents, you and [REDACTED] are the firm’s directors, with you also serving as President and [REDACTED] serving as Secretary/Treasurer.  The firm’s bylaws indicate that the Board of Directors shall consist of between one and three members, and that special board meetings “may be called at any time by the President or by 1 Director for any purpose.”  The bylaws also state that the Treasurer “shall have the custody of the funds and securities of the corporation. . .”   According to the bylaws:
Wherever in these bylaws references are made to more than one incorporated, director, or shareholder, they shall, if this a sole incorporated, director, shareholder corporation, be construed to mean the solitary person; and all provisions with the quantum of majorities or quorums shall be deemed to mean the action by one person constituting the corporation.

You stated in your July 18, 2005, correspondence to COC: 

Following the advice of my attorney, he recommended there be at least one additional member of the Board of Directors in the case of something happening to myself.  As well as, in order to incorporate the company, it requires at least two members on a board.  I have 100% ownership of the company; therefore, I have all and final decision making authority on any issue regarding the corporation.
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.  Although you may be the sole owner and President of J-3, it appears that [REDACTED] has custody of the firm’s funds and securities of the corporation and can, as a director, convene board meetings without your authorization.  
The record contains a March 3, 2004, letter to you from your attorney, [REDACTED], that states:

In response to the request from [REDACTED], please be advised that you are the sole majority shareholder of the corporation.  As such, you control the membership of the Board of Directors.  This can be done at any time by you, as the majority shareholder, voting your shares to elect these people you want to the Board of Directors.  Accordingly, you control the Board of Directors.  If the Board does not act as you desire, you can replace it.  This is how you control the Board of Directors.  Should [REDACTED] need further clarification or should he desire that we amend the bylaws to make one person Board of Directors; that can be done.  

While it may be possible to amend the bylaws as suggested by [REDACTED], under the Regulation §26.89(f)(6), the Department must base its decision on the status of the firm at the time of COC’s decision to deny DBE certification.  
Substantial record evidence therefore supports COC’s determination that you have not met your burden of proof in demonstrating that you control the firm within the meaning of the Department’s Regulation §26.71.  
In summary, the information provided cumulatively supports a conclusion that J-3 Incorporated 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 COC’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: COC
