October 17, 2007

CERTIFIED MAIL

RETURN RECEIPT REQUESTED
Reference No: 07–0153

Mr. Tim Jochim

Attorney at Law

Jochim Co., L.P.A.

673 Mohawk Street, Suite 202

Columbus, Ohio 43206

Dear Attorney Jochim:

This is in response to the appeal that you filed on behalf of your client, CTL Engineering, Inc. (“CTLE”).  We have carefully reviewed the material provided by the South Carolina Department of Transportation (“SCDOT”) as well as the information you provided, and have concluded that the decision by SCDOT to deny the firm’s certification as an eligible 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 SCDOT’s conclusion that CTLE is not owned by a disadvantaged individual who possesses 51 percent of the company’s stock. 
The specific reasons for the denial of your appeal include the following:

OWNERSHIP

§26.5 defines Disadvantaged business enterprise or DBE to mean “a for-profit small business concern -- (1) That is at least 51 percent owned by one or more individuals who are both socially and economically disadvantaged or, in the case of a corporation, in which 51 percent of the stock is owned by one or more such individuals; and (2) Whose management and daily business operations are controlled by one or more of the socially and economically disadvantaged individuals who own it.” 

§26.61(b) states: “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.”

§26.69(c) states: “The firm’s ownership by socially and economically disadvantaged individuals must be real, 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.”

§26.69(d) states: “All securities that constitute ownership of a firm shall be held directly by disadvantaged persons.  Except as provided in this paragraph (d), no securities or assets held in trust, or by any guardian for a minor, are considered as held by disadvantaged persons in determining the ownership of a firm.  However, securities or assets held in trust are regarded as held by a disadvantaged individual for purposes of determining ownership of the firm, if -- (1) The beneficial owner of securities or assets held in trust is a disadvantaged individual, and the trustee is the same or another such individual; or (2) The beneficial owner of a trust is a disadvantaged individual who, rather than the trustee, exercises effective control over the management, policy-making, and daily operational activities of the firm.  Assets held in a revocable living trust may be counted only in the situation where the same disadvantaged individual is the sole grantor, beneficiary, and trustee.” 

§26.69 (h)(1) states: “You must presume as not being held by a socially and economically 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 -- (i) Involved in the same firm for which the individual is seeking certification, or an affiliate of that firm; (ii) Involved in the same or a similar line of business; or (iii) Engaged in an ongoing business relationship with the firm, or an affiliate of the firm, for which the individual is seeking certification.  (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 -- (i) The gift or transfer to the disadvantaged individual was made for reasons other than obtaining certification as a DBE; and (ii) 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.” 

1.  The firm’s January 2007 DBE certification application indicates that CTLE was established in 1928.  The firm’s President, Mr. C.K. Satyapriya, acquired his ownership interest in the firm in 1999.  According to Schedule K-1 of the firm’s 2005 Federal Income Tax Return, the shareholders of the firm consist of CTL Engineering, Inc. ESOP (84.97 percent) and Mr. Satyapriya (15.02 percent).  The firm’s ESOP is described on pages 18 and 19 of the firm’s Consolidated Financial Statements for December 31, 2005 and 2004, as follows:

The company maintains an ESOP that covers substantially all employees of the company and the company’s unconsolidated subsidiary, [REDACTED] who have worked more than one year.  Benefits vest over six years.  The company accounts for its ESOP in accordance with Statement of Position 93-6, Employer’s Accounting for Employee Stock Ownership Plans.  Accordingly, the debt of the ESOP is recorded as debt and the shares pledged as collateral are reported as unearned ESOP shares in the consolidated balance sheets. . . . 

The company is obligated to repurchase the allocated ESOP shares as participants leave the plan.  The obligation can be immediate or over time, as determined by the ESOP Administrative Committee, in accordance with the Plan agreement.  

You alleged in your July 18, 2007, rebuttal letter to the Department that: (1) as trustee of the ESOP, Mr. Satyapriya is the legal owner of all stock in the ESOP; (2) in addition to owning 15.9 percent of CTLE’s stock as an individual shareholder, Mr. Satyapriya as trustee owns approximately 84.1 percent of the remaining stock; (3) the firm’s ESOP trust is not the type of trust described in §26.69; and the ESOP participants do not qualify under the term “beneficial owner” as the Regulation describes; (4) the ESOP participants have a beneficial interest in the value of the firm’s stock in the ESOP but are not beneficial owners of the stock in the ESOP; and (5) the firm should not be denied DBE certification based on its failure to provide information concerning the “beneficial owners” of the stock in the ESOP trust, because such information is not relevant for such certification.  To support your third point above, you further alleged that since the firm has been certified as a S Corporation and its amended Articles of Incorporation substantially restrict “ownership” of applicant stock to individual employees of the applicant and to the ESOP, they are not beneficial owners and can only receive the cash value of the stock, not the stock itself.  

You attached to your rebuttal letter additional provisions of the CTLE’s Amended Articles of Incorporation and a page from the firm’s ESOP plan.  The Amended Articles of Incorporation state: “The ownership of the authorized shares of the corporation shall be substantially limited to employees of the corporation and to any employee stock ownership plan (ESOP) established by the corporation as defined in §4975(e)(7) of the Internal Revenue Code.”  Section 13.4 of the ESOP, entitled “Stock Distribution,” states: 

A participant shall have the right to request that his/her stock account be distributed, in whole or in part, in the form of stock pursuant to code section 409(h) unless (a) stock ownership is substantially limited to employees and this plan under the company’s corporation charter or its bylaws, or (b) by other applicable laws relating to the ownership of stock, or (c) unless the shareholders of the company elect tax treatment under the code as a Subchapter S Corporation.  The company’s charter has been amended pursuant to clause and, therefore, for plans years commencing after March 31, 1999, a participant shall not have the right to elect a distribution in the form of company stock.  

Section 13.5 of the ESOP entitled “In Service Distributions,” states:

A plan participant may elect to receive or commence receipt of distributions while employed by the company provided the participant (a) has attained normal retirement age and (b) has requested an in-service distribution in writing delivered to the company or to the plan administrator. . .

The relevant portions of §409 of the Internal Revenue Code are as follows:

(h) Right to demand employer securities; put option 
(1) In general 
A plan meets the requirements of this subsection if a participant who is entitled to a distribution from the plan— 

(A) has a right to demand that his benefits be distributed in the form of employer securities, and 
(B) if the employer securities are not readily tradable on an established market, has a right to require that the employer repurchase employer securities under a fair valuation formula. 
(2) Plan may distribute cash in certain cases 
(A) In general 
A plan which otherwise meets the requirements of this subsection or of section 4975

 HYPERLINK "http://www.law.cornell.edu/uscode/html/uscode26/usc_sec_26_00004975----000-.html" \l "e_7" (e)(7) shall not be considered to have failed to meet the requirements of section 401

 HYPERLINK "http://www.law.cornell.edu/uscode/html/uscode26/usc_sec_26_00000401----000-.html" \l "a" (a) merely because under the plan the benefits may be distributed in cash or in the form of employer securities. 

(B) Exception for certain plans restricted from distributing securities 
(i) In general A plan to which this subparagraph applies shall not be treated as failing to meet the requirements of this subsection or section 401

 HYPERLINK "http://www.law.cornell.edu/uscode/html/uscode26/usc_sec_26_00000401----000-.html" \l "a" (a) merely because it does not permit a participant to exercise the right described in paragraph (1)(A) if such plan provides that the participant entitled to a distribution has a right to receive the distribution in cash, except that such plan may distribute employer securities subject to a requirement that such securities may be resold to the employer under terms which meet the requirements of paragraph (1)(B). 
(ii) Applicable plans This subparagraph shall apply to a plan which otherwise meets the requirements of this subsection or section 4975

 HYPERLINK "http://www.law.cornell.edu/uscode/html/uscode26/usc_sec_26_00004975----000-.html" \l "e_7" (e)(7) and which is established and maintained by— 
(I) an employer whose charter or bylaws restrict the ownership of substantially all outstanding employer securities to employees or to a trust described in section 401

 HYPERLINK "http://www.law.cornell.edu/uscode/html/uscode26/usc_sec_26_00000401----000-.html" \l "a" (a), or 
(II) an S corporation. 
The focus of §26.69(d) is on whether the securities that constitute ownership of a firm are held directly by disadvantaged persons; and whether the beneficial owner of securities or assets held in trust is a disadvantaged individual, and the trustee is the same or another such individual. §26.69(d) states, in part: “All securities that constitute ownership of a firm shall be held directly by disadvantaged persons.  Except as provided in this paragraph (d), no securities or assets held in trust, or by any guardian for a minor, are considered as held by disadvantaged persons in determining the ownership of a firm.  However, securities or assets held in trust are regarded as held by a disadvantaged individual for purposes of determining ownership of the firm, if -- (1) The beneficial owner of securities or assets held in trust is a disadvantaged individual, and the trustee is the same or another such individual; or (2) The beneficial owner of a trust is a disadvantaged individual who, rather than the trustee, exercises effective control over the management, policy-making, and daily operational activities of the firm.”

The preamble to the Department’s Regulation states: “there are some ownership issues (e.g., concerning stock options and distribution of dividends) that SBA addresses in some detail in its regulations (see 13 CFR Sec. 124.105 (c), (e), (f)) that were not the subject of comments to the DOT SNPRM. These issues have not been prominent in DOT certification practice, to the best of our knowledge, so we are not adding them to the rule. However, we would use the SBA provisions as guidance in the event such issues arise.”  The Small Business Administration’s Regulations at 13 CFR Part 124.105 states, in part: 

What does it mean to be unconditionally owned by one or more disadvantaged individuals?

An applicant or Participant must be at least 51 percent unconditionally and directly owned by one or more socially and economically disadvantaged individuals who are citizens of the United States, except for concerns owned by Indian tribes, Alaska Native Corporations, Native Hawaiian Organizations, or Community Development Corporations (CDCs). 

(a) Ownership must be direct. 

Ownership by one or more disadvantaged individuals must be direct ownership. An applicant or Participant owned principally by another business entity or by a trust (including employee stock ownership trusts) that is in turn owned and controlled by one or more disadvantaged individuals does not meet this requirement.  However, ownership by a trust, such as a living trust, may be treated as the functional equivalent of ownership by a disadvantaged individual where the trust is revocable, and the disadvantaged individual is the grantor, a trustee, and the sole current beneficiary of the trust. . . 

(d) Ownership of a corporation. 

In the case of a concern which is a corporation, at least 51 percent of each class of voting stock outstanding and 51 percent of the aggregate of all stock outstanding must be unconditionally owned by one or more individuals determined by SBA to be socially and economically disadvantaged. . .

(f) Dividends and distributions. One or more disadvantaged individuals must be entitled to receive:

    (1) At least 51 percent of the annual distribution of dividends paid on the stock of a corporate applicant concern;

    (2) 100 percent of the value of each share of stock owned by them in the event that the stock is sold; and

    (3) At least 51 percent of the retained earnings of the concern and 100 percent of the unencumbered value of each share of stock owned in the event of dissolution of the corporation.

The term “unconditional ownership” is defined under 13 CFR §124.3 as: 

Ownership that is not subject to conditions precedent, conditions subsequent, executory agreements, voting trusts, restrictions on or assignments of voting rights, or other arrangements causing or potentially causing ownership benefits to go to another (other than after death or incapacity).  The pledge or encumbrance of stock or other ownership interest as collateral, including seller-financed transactions, does not affect the unconditional nature of ownership if the terms follow normal commercial practices and the owner retains control absent violations of the terms.

In this instance, the record evidence indicates that Mr. Satyapriya owns approximately 15.9 percent of the firm’s stock as an individual shareholder.  While the other members of the ESOP may possess the right to only the distribution of the value of their stock interests, this does not appear determinative.  Under §124.105 of SBA’s Regulation a firm must be at least 51 percent unconditionally and directly owned by one or more socially and economically disadvantaged individuals.  The SBA recognizes that interests held in trust may be treated as the functional equivalent of ownership by a disadvantaged individual ownership of the firm, and thus meet the “direct ownership” requirements if the trust is revocable, and the disadvantaged individual is the grantor, a trustee, and the sole current beneficiary of the trust.  Although Mr. Satyapriya may be trustee over the ESOP, he does not appear to be the sole beneficiary of the trust.  There is also no indication that he or other members who may be disadvantaged are entitled to receive what §124.105(f) requires—that is: (1) at least 51 percent of the annual distribution of dividends paid on the stock of a corporate applicant concern; (2) 100 percent of the value of each share of stock owned by them in the event that the stock is sold; and (3) at least 51 percent of the retained earnings of the concern and 100 percent of the unencumbered value of each share of stock owned in the event of dissolution of the corporation.  While the firm may have complied with §409(h) of the Internal Revenue Code by revising its Articles of Incorporation to prohibit participants from electing to have a distribution in the form of company stock, this does not appear to negate the fact that the other ESOP participants (who own 84.97 percent of the firm) possess the right to cash out their shares.  

These aspects of CTLE’s ESOP appear to prevent the firm from being considered a disadvantaged business enterprise within the meaning of §26.5, which defines the term, in part as 

a firm that is at least 51 percent owned by one or more individuals who are both socially and economically disadvantaged or, in the case of a corporation, in which 51 percent of the stock is owned by one or more such individuals.

2.  According to the record, [REDACTED] was the firm’s ESOP trustee until July 2001.  CTLE’s July 24, 2001, meeting minutes state:

C.K. [Satyapriya} advised that via a telephone conference held on July 2, 2001, the board of directors had agreed to a change in the trustee.  The new trustee would be C.K. Satyapriya and [REDACTED] become a member of the [REDACTED].  The basis for this decision was that MBE certification would be based on who makes the decisions for the company and that [REDACTED] ethnicity had been challenged due to his not being an active member of any [REDACTED].

There is no indication that Mr. Satyapriya’s ownership in the CTLE is real, substantial, and continuing as required by §26.69(c).  While Mr. Satyapriya may own 15.9 percent of the firm’s stock, the record does not contain any documents to substantiate his contribution for his ownership interest.  In addition, it appears [REDACTED] transferred control of the firm’s ESOP to Mr. Satyapriya yet remains involved in the firm as its Assistant Vice President.  There is no indication in the record that [REDACTED] is a disadvantaged individual.   

§26.69 (h)(1) states that “You must presume as not being held by a socially and economically 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 -- (i) Involved in the same firm for which the individual is seeking certification, or an affiliate of that firm; (ii) Involved in the same or a similar line of business; or (iii) Engaged in an ongoing business relationship with the firm, or an affiliate of the firm, for which the individual is seeking certification.  (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 -- (i) The gift or transfer to the disadvantaged individual was made for reasons other than obtaining certification as a DBE; and (ii) 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.” 

As stated above, the firm’s July 24, 2001, meeting minutes suggest that the basis for changing the trusteeship from [REDACTED] to Mr. Satyapriya was due to a challenge of [REDACTED] ethnicity.  This is precisely the type of arrangement §26.71(h) seeks to prevent. 

Substantial record evidence therefore supports a conclusion that (1) CTLE is not owned by a disadvantaged individual who possess 51 percent of the company’s stock, and (2) Mr. Satyapriya’s ownership in CTLE does not meet the requirements of §26.69. 

In summary, CTL Engineering, Inc. 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 SCDOT’s Federal financially-assisted projects.  This determination is administratively final as of the date of this correspondence. 

Sincerely,

Joseph E. Austin, Associate Director

External Civil Rights Programs Division 

Departmental Office of Civil Rights 

cc: SCDOT

