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Topics for Discussion

I. Why Understanding Bond Risks in the Federal Set-
Aside Arena has Become Necessary

II. Overview of SBA Programs and Their
Administration

III. Small Business Set Asides and the Basic Rules for
Calculating Business Sizes

IV. SBA Guidelines for Recognizing Improper
Affiliations
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I. Why Understanding Bond Risks in the
Federal Set-Asides Arena Has Become
Necessary

Current Market Trends + Federal Government
Small Business Policy

= New Players
in Market

New Players in Market + Present Regulatory
Framework/
Enforcement Policy

= Increased Risk to
Sureties



Goals for Allocating Federal Dollars

Non-Qualified Prime
Contracts

Prime Contracts for Small
Business

SB Set-Asides

WOSB

HUBZone -SB

SDVO-SB

SDBS

Source: SBA Website
www.sba.gov

77% Non-Qualified
Prime Contracts

23% of Prime Contracts
For Small Businesses

35.6% SB Set-Asides

21.7% W.O.S.B

13% HUBZone-SB

21.7% S.D.B.

13% S.D.V.O-SB
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Recovery Act Spending Resulted in Expanded
Opportunities for Small Businesses

Ear-marked as $13 billion of $60 billion and growing
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GAO Investigation Finds Fraud
and Abuse in Administering Small
Business Set-Aside Projects
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GAO Investigation Finds Fraud
and Abuse in Administering Small
Business Set-Aside Projects
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GAO Investigation Finds Fraud
and Abuse in Administering Small
Business Set-Aside Projects
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With Increased Spending
Has Come Congressional
Demand for Increased Oversight

This Act may be cited as the “Small Business Con-

tracting Fraud Prevention Act of 2011”.



1111

The Congressional Response

 In March 2011 the U.S. Senate Committee on Small
Business and Entrepreneurship introduced the Small
Contracting Fraud Prevention Act of 2011 seeking to
further prevent fraud in small business contracting
by:

1. Stringent contractor certification requirements
including on-line registration process (Prevention)

2. Annual certification requirements (Detection)

3. Increased oversight - additional certification review
and annual SBA reporting requirements (Detection)

4. Increasing damages available to government-
Presumption of loss to United States based on total
contract amount; potential “False Claims Act”
damages (Enforcement)
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Presumed Loss
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Congress Continues to Investigate
Fraud and Abuse in the Small
Business Set-Aside Arena
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Express Certification
Supplemented by
Deemed Certification
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Express Certification
Supplemented by
Deemed Certification
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Express Certification
Supplemented by
Deemed Certification
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Enforcement Training
and Prosecution
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Enforcement Training
and Prosecution
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What are the Surety Risks?

 Direct (to Surety)

■ Default termination on bonded set aside project

 Indirect (to Account)

■ Debarment

■ Forfeiture of affirmative claims

■ Civil/criminal penalties

20
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II. Overview of SBA Programs and Their
Administration

8(a) Business Development – Minority Small
Business Development (8(a) BD)

Historically Underutilized Business Zone Program
(HUBZone)

Small Disadvantage Business (SDB)

Service-Disabled Veteran Owned Small Businesses
(SDVOSB)

Women-Owned Small Business (WOSB)
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8(a) BD Program Basics

Small Business unconditionally owned (51%) and
controlled by one or more socially and economically
disadvantaged individuals

 Subject to racial or ethnic prejudice due to
circumstances beyond their control

 Ability to compete has been impaired due to diminished
capital and credit opportunities compared to others in
same or similar line of business

Good character

Citizens of the United States

Demonstrate potential for success

13 CFR §§ 124.1-124.603
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8(a) BD Program Basics

 Interested business files application with the SBA
certifying that it is a small business under the
applicable size standard

8(a) Program personnel will verify qualifications prior
to award of a contract

SBA involvement in award of the contract

 May sign primary contract with procuring agency and
subcontract with program participant

 Or may delegate authority to procuring agency to enter
into contract directly with program participant

13 CFR §§ 124.1-124.603
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HUBZone Program Basics

Principal office must be located within a designated
historically underutilized business zone

35% of the business’ employees must reside in the
HUBZone

Represent that the business will maintain 35%
employee residence throughout the duration of the
contract

13 CFR §§ 126.100-126.900
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HUBZone Program Basics

Apply to the SBA for certification

Must be small within the applicable size standard for
the industry

 Important subcontracting guidelines for the HUBZone
participant

 Required to spend at least 50% of labor costs on its
own employees

 May subcontract 35% of the cost of the contract to
other HUBZone participants

 May not subcontract more than 50% to non-qualified
HUBZone small businesses

13 CFR §§ 126.100-126.900
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Small Disadvantaged Business Basics

Participants in 8(a) BD Program automatically eligible

8(a) criteria apply to determine whether a firm
qualifies as a SDB except demonstrating the potential
for success is not required

Receive certification from the procuring agency

13 CFR §§ 124.1001-124.1014
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Service Disabled Veteran Owned Small
Business (SD VOSB) Basics

At least 51% unconditionally and directly owned by
one or more service-disabled veterans

Management and daily operations must be controlled
by one or more service-disabled veterans

Contractor self-certification

 It is a SDVOSB

 It is small under the applicable size standard

Will meet the percentage of work requirements

13 CFR §§ 125.1-125.29
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Women-Owned Small Businesses
Economically Disadvantaged Women-Owned
Businesses (EDWOSD)

One or more women unconditionally and directly own
at least 51% of the business

Management and daily operations controlled by one
or more women

EDWOSB

 Economically disadvantaged plus limitation on net
worth – 750K in assets (excluding ownership of the
business and primary residence)

Contractor self-certification

 Verified by third-party entity

13 CFR §§ 127.100-127.700
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Self-Performance Requirements for
SBA-Managed Programs - Construction

8(a) – perform 15% of the cost of the contract
(excluding materials) with its own employees

SDVOSBC – spend 15% of labor costs on own
employees or another SDVOSBC

HUBZone – spend 15% of labor costs with own
employees

WOSB/EDWOSB – spend 15% of the cost of the
contract (excluding materials) with its own employees

13 CFR § 125.6
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Calculating Average Annual Receipts for
SBA Size Determination

Receipts = total income + cost of goods sold

Receipts do not include:

 Capital gains or losses

 Taxes collected or remitted

 Proceeds from transactions with affiliated entities

Period of measurement

 In business for more than 3 years – 3 most recent
years divided by 3

 In business for less than 3 years – total receipts during
period of business divided by number of weeks in
business, multiplied by 52

13 CFR § 121.104
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Calculating Average Number of
Employees for SBA Size Determination

All employees = full time + part-time + any other basis

Consider totality of the circumstances to determine
whether individuals are employees

Period of measurement

 Number of employees for each of the pay periods for the
preceding completed 12 calendar months

13 CFR § 121.106
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The Process for Resolving Challenges to
Size Qualifications for Eligibility

Challenge can be initiated by the SBA or by referral to
the SBA by government procurement officer or
aggrieved bidder/prospective bidder

After challenge is initiated, investigation is performed
by SBA area office

Party aggrieved by SBA size determination can
appeal to United States Small Business
Administration Office of Hearings and Appeals
(“OHA”)

A party may then seek judicial review of the OHA
decision in the Federal Courts under the
Administrative Procedure Act

 Reviewed under the deferential arbitrary and capricious
standard
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Affiliation

Central question in SBA size determination is often
whether an entity being measured is properly
considered individually or in combination with other
entities
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Affiliation

Affiliation Defined

 An affiliation exists when an entity controls or has the
power to control the other, or a third party or parties
controls or has the power to control both
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Consequences of an Affiliation Finding

The combined size of the SBC and its affiliates
determine whether the SBC falls within the size
classification for a project

 Example: Project set-aside for businesses with $10 million
or less in annual revenue

SBC with $8 million in revenue for FY2009 = Eligible

SBC with $8 million in revenue but affiliated
with entity with $5 million in revenue for FY2009 = Ineligible
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Consequences of an Affiliation Finding

At the time of bidding, contractors must represent their
status as an eligible small business or a participant in
an SBA program

Obtaining a small business set-aside by fraud or
misrepresentation may result in Inspector General
investigations, termination, debarment, suspension,
criminal or civil penalties [See, e.g., 15 U.S.C § 645]
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Factors to Weigh When Making an
Affiliation Finding

The SBA considers

 Ownership Interest

 Management Control

Newly Organized Concern Rule

 Employee and Family Ties

 Contractual Agreements (i.e. Teaming Agreements,
Joint Venture Agreements)

Ostensible Subcontractor Rule
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Affiliation Determination –
Not Necessarily a Bright Line Determination

Totality of the circumstances analysis
(weighted averaging of several factors)

The SBA may find an affiliation even though no single
factor, by itself, would constitute an affiliation

Particularly fact-intensive and may produce different
results on a case-by-case basis

13 CFR § 121.103(a)(5)
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Threshold Inquiries –
Exceptions from an Affiliation Finding

Businesses will not be considered affiliated solely on
the basis of the following characteristics:

 Businesses owned by investment / development
companies qualified under the Small Business
Investment Act

 Businesses owned and controlled by Indian tribes,
Alaskan Native Corporations, Native Hawaiian
Organizations

 Businesses part of an SBA-approved pool for a joint
program of research and development

 Businesses which lease employees from a common
organization

13 CFR § 121.103(b)
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Threshold Inquiries –
Exceptions from an Affiliation Finding (cont’d)

Businesses will not be considered affiliated solely on
the basis of the following characteristics

 Participation in ERISA plans, charitable trusts and
foundations

 Firms participating in the Federal Mentor / Protégé
Program

 Member shareholders of a small agricultural
cooperative

13 CFR § 121.103(b)
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Indicia of Affiliation –
Ownership Interest / Management Control

Owning a majority of stock

Power to control a majority of voting stock

Own or control a combination of minority voting blocks

Owning future stock interests

Sharing officers, directors, managing members or
partners

Profit-Sharing Agreements

13 CFR §§ 121.103(c)–(e)
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Indicia of Affiliation –
Family Ties

Undue Family Influence

 Identity of Interest Rule

Rebuttable presumption that family members have
identical interests and will be treated as affiliates

– May be rebutted by evidence showing that the family
members are estranged or that they have independent
economic interests

Key Point:

The rebuttable presumption that family members have identical
interests arises from the family relationship itself, not from the
members involvement with each other’s business transactions.
Gallagher Transfer & Storage Co., SBA No. SIZ-4295 (1998)

13 CFR § 121.103(f)
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Indicia of Affiliation –
Employee Ties

Former Key Employee Influence

 Newly Organized Concern Rule – when former officers,
directors, principal stockholders, managing members or
other “key employees” form new business and receive
assistance from former employer there is a rebuttable
presumption that entities are affiliates

May be rebutted by demonstrating “a clear line of
fracture” between the two entities

13 CFR § 121.103(g)

Key Point:
Prevents large businesses from creating “spin off” firms
which appear to be small and independent, but are, in fact,
an extension of the large business [Field Support Services
Inc., SBA No. 4176 (1996)]
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Indicia of Affiliation –
Contractual Agreements

Joint Venture Agreements necessitate combining the
size of each entity comprising the joint venture for a
size determination unless special exceptions are met:

 Mentor / Protégé relationship

 Two small businesses bidding upon:

 “Bundled” small procurements made into a single, larger
contract

A contract with an employee-based sized standard and
the dollar value is greater than $10 million

A contract with a receipts-based size standard in which
the dollar value of the contract exceeds one-half of the
assigned NAICS size standard

13 CFR § 121.103(h)
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Indicia of Affiliation –
Contractual Agreements

Special exceptions to combining size of joint ventures
(cont’d)

 A joint venture of an 8(a) participant and another small
business bidding upon an 8(a) contract when:

At least one 8(a) participant is less than one-half of the
SIC code assigned to the contract; and

For contract with revenue-based size standard, the
contract exceeds the size standard; or

For a contract with an employee-based size standard, the
contract is greater than $10 million

13 CFR § 121.103(h)
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JV Affiliation Exceptions
(8(a) Joint Ventures)

 New Performance of the Work Requirements as of February 2011

 The prior regulation required an 8(a) to perform “a
significant portion of the contract”

 Current regulations require the 8(a) to perform 40% of the
work performed by the JV:
 The 8(a) must do more than administrative functions

 Unpopulated Joint Venturers - when both the 8(a) and non-8(a)
partners are technically subcontractors, the amount of work
performed by the partners will be aggregated and the work by the
8(a) must be at least 40% of the work done by all partners

 Populated Joint Venturers - the non-8(a) JV partner, or any
affiliates, may not be a subcontractor to the JV, unless approved
by the SBA

 New Annual Reporting Requirement

 The 8(a) partner must report annually to the SBA how the
performance of the work threshold is being met for each
contract

13 C.F.R 124.513(d)
124.513(i)
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Indicia of Affiliation –
The Ostensible Subcontractor

An affiliation is found under the ostensible
subcontractor doctrine when a small business is in
essence, performing as a subcontractor to a large
business that is nominally a subcontractor on the
project

The small business general contractor is therefore
“unusually reliant” on the large subcontractor

13 CFR § 121.103(h)(4)
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Indicia of Affiliation –
The Ostensible Subcontractor

The large subcontractor performs “primary and vital”
requirements of the contract

 Contract management

 Technical responsibilities

 Large percentage of actual labor

 Teaming Agreements

 Financial and bonding assistance

 Large subcontractor is the incumbent contractor

13 CFR § 121.103(h)(4)
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Indicia of Affiliation –
The Ostensible Subcontractor

An Ostensible Subcontractor affiliation may be found
during contract performance

A new regulation closed a “loophole” in which a small
business contractor could submit an offer proposing
that it will perform primary and vital portions of the
contract and then subcontract the entire contract after
award

Now, a contractor no longer may annually certify it is
a small business when a subcontractor assumes
primary and vital tasks during contract performance

13 CFR § 121.404(g)(4)
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Indicia of Affiliation –
The Ostensible Subcontractor – A Focus on Teaming
Agreements

Defined in the Federal Acquisition Regulations (FAR)
as a potential prime contractor agreeing with one or
more other companies for them to act as a
subcontractor under a Government contract

The FAR recognizes teaming arrangements may offer
the best combination of performance, cost and
delivery

The Government will accept the validity of teaming
arrangements provided they are fully and timely
disclosed

FAR 9.601 – 9.603
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Mentor / Protégé – The Basics

A feature of the 8(a) Program

Purpose

 Enhance the capabilities of the protégé and improve its
ability to compete

Mentor may provide many forms of assistance:

 Technical

 Management

 Financial – equity or loans

 Subcontracts

 Performing prime contract work in the joint venture

13 CFR § 124.520
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Mentor / Protégé – The Basics

To be a Mentor

 Financially stable

 Good character

 Not on debarred or suspended list

 Able to impart knowledge and experience to the
protégé

13 CFR § 124.520
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Mentor / Protégé – The Basics

To be a Protégé

 In the developmental stage of the 8(a) Program

 Have never been awarded a contract set aside for an
8(a) Program participant

 Less than one-half of the size standard corresponding
to its SIC code

 In good standing within the program

Generally, can only be involved in one mentor /
protégé relationship at a time

13 CFR § 124.520
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Mentor / Protégé – The Basics

No affiliation due to the mentor / protégé agreement
or assistance provided

 Must enter into written agreement subject to SBA
review

 Relationship will be annually reviewed by the SBA

13 CFR § 124.520
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JV Affiliation Exceptions
(Mentor / Protégé Joint Ventures)

 New annual reporting requirements

 Protégé must report to the SBA on the mentor’s assistance
each program year

 Annual certification whether any changes to the agreement

 New consequences of the mentor not providing the stated plan
of assistance

 Termination of the mentor / protégé relationship

 Firm will be ineligible to mentor for two years

 SBA may recommend the procuring agency issue stop work
order for each mentor / protégé JV contract

 SBA may consider failure to be a basis for debarment

13 CFR § 124.520(H)
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Weighing the Surety’s Risks –
Other Consequences

Has there been a SBA certification approval?

Has the small business entity provided the
Government with documentation defining its
relationship with the large entity?

 Is the relationship between the small business entity
and the large entity an approved relationship, i.e.
Mentor/Protégé?
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Weighing the Risks –
Other Consequences

Will the rights and obligations of the “small business”
entity be enforceable if the entity was actually
ineligible for the set-aside contract?

 Recent decision held that an affiliated large
subcontractor could not enforce provisions of its
agreement with a small business who obtained a set-
aside contract in violation of the SBA Regulations
Morris-Griffin Corp. v. C&L Serv. Corp., 731 F.Supp. 2d
488 (E.D. Va. 2010) order vacated (Dec. 7, 2011).

Potential implications for sureties
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