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1.  The first things to keep in mind are that affiliation and limitation of subcontracting are separate issues.  Affiliation is about business relationships a small business may have with other firms and how those relationships affect the business size standing of the small business.  Limitation of subcontracting is self descriptive.  It is about limitations on how much a small business prime contractor can subcontract.  Both issues are relevant only if the procurement is being awarded under some type of set-aside [small business, 8(a) or Historically Underutilized Business Zone (HUBZone)],or price preference [HUBZone, Small Disadvantaged Business].  That is, when the firm has to be small to be eligible for award.
Affiliation

2.  What is affiliation?  

a.  One cause of affiliation is when a small business firm, proposing as a prime contractor, does not act independently when proposing on, securing or performing a contract.  This usually occurs because of a prime-subcontractor relationship that is not “arms-length.”  The Small Business Administration (SBA) refers to this as the “Ostensible Subcontractor Rule.” 
  An ostensible (appearing to be but not demonstrably true) prime-subcontract relationship is treated as a joint venture when the prime contractor is unusually reliant on the subcontractor or the subcontractor will be performing primary and vital requirements of the contract.  However, a firm may have subcontractors but still act independently (with an “arms-length” relationship).  So, a prime-subcontractor relationship does not automatically mean affiliation.  The SBA applies a seven-point test to a prime-subcontractor relationship to determine if affiliation exists. 
  None of these factors by itself is dispositive, nor are they given equal weight.  The SBA’s Office of Hearings and Appeals keeps case precedence decisions, which can be reviewed.  If affiliation is found, the parties are treated as a joint venture.  These seven points are:



1.  Who will manage the contract?



2.  Which party possesses the requisite background and expertise to carry out the contract?



3.  Which party “chased” the contract?



4.  The degree of collaboration on the bid or proposal.



5.  The relative amount of work to be performed by each.

6.  Are there discrete tasks to be performed by each, or a commingling of personnel and material?



7.  Which party performs the more complex and costly contract functions?

b.  A formal joint venture is an automatic affiliation.  Throughout this paper, joint venture means a formal arrangement between two or more firms where a new contracting entity is created.

c.  Affiliation may also occur because of a SB firm’s business relationship with another firm(s) because of factors not directly related to performance of an individual contract.  Examples include ownership, management, previous relationships and the power or ability to control.

d.  The reason SBA concerns themselves with affiliation is so that “true,” independent small businesses, not “fronts,” receive the benefits of the SB program.

3.  When does affiliation have consequences?  When affiliation occurs and is not exempted, SBA will add the average annual receipts or numbers of employees of the affiliated firms, depending on the size standard, to determine if the firm in question is “small.”  For example, take a small business set-aside procurement under North American Industrial Classification System (NAICS) code 541330 (Engineering Services) with a size standard of $4M in average annual receipts.  In determining whether a firm is small, if SBA finds that the firm has affiliated with other firm(s) (when not exempted), SBA will add the receipts of all affiliated firms to determine if the company at question is small.  The total of all annual receipts for the affiliated firms must be under $4M for the proposing company to be small.

4.  SBA made extensive changes in their affiliation rules that now allow small business firms, under certain circumstances, to affiliate with other small firms without the penalty of adding the receipts or number of employees to determine size status.  SBA calls this “exclusion from affiliation rules.” 
  There are not any exclusions for small business affiliations with large business, except as noted in 4.d. below.  Exclusion circumstances are:


a.  For a non-8(a) procurement, a joint venture or teaming arrangement (I interpret “team” to mean a prime-subcontractor(s) team) may submit an offer without regard to affiliation so long as:  

1.  each firm [that is affiliated—there may be non-affiliated subcontractors!] is small under the size standard for the NAICS code of the procurement, and, 

2.  the procurement exceeds ½ the size standard if revenue-based or the procurement exceeds $10M if employee-based.  Note:  These procurement/contract size limitations do not apply when the procurement is a “bundled procurement.”  Bundling is when two or more contract requirements that were previously performed by small business or were suitable for performance by small business are consolidated such that a small business can no longer perform as prime contractor. 


b.  For an 8(a) competition, a joint venture with at least one 8(a) firm or a teaming arrangement [I interpret team to mean an 8(a) prime with subcontractor(s)] may submit an offer without regard to affiliation so long as 

1.  each firm [that is affiliated—there may be non-affiliated subcontractors!] is small under the size standard for the NAICS code of the procurement, and,

2.  the size of at least one 8(a) firm is less than ½ the size standard of the procurement, and, 

3.  the procurement exceeds ½ the size standard if revenue-based or the procurement exceeds $10M if employee-based, and,

4.  If joint venture, the SBA approves the joint venture agreement prior to award.  SBA’s approval criteria are at 13 CFR 124.513 and are designed to require that the 8(a) firm be a significant player in the joint venture.


c.  For an 8(a) sole source, the only type of affiliation excluded from the affiliation rules is when there is a mentor-protégé agreement as described in “d” immediately below.


d.  For any procurement, an 8(a) firm is exempt from affiliation rules when it affiliates, as a protégé, with a mentor firm (large or small) under the SBA mentor-protégé program. 
  The mentor-protégé program is described in 13 CFR 124.520.  “Any procurement” means any size contract and any type of set-aside.  SBA must approve the mentor-protégé agreement.  This is a separate program from the DoD mentor-protégé program.  Of course the 8(a) must be small under the NAICS code of the procurement.  There are limits on total sole source dollars awarded under the 8(a) program that may affect this exemption and these are specified in 13 CFR 124.519.  The limits are monitored by the SBA and the 8(a) firm.

Limitation on Subcontracting
5.  Contracts awarded under the Small Business program have a minimum amount of work that must be performed by small business.  Sometimes the prime small business contractor must do the minimum work; sometimes the minimum work must be done by the cooperative efforts of small business members of a joint venture or prime-subcontractor(s) team.  The period of time used to determine compliance is the period of performance that the evaluating agency uses to evaluate the proposal or bid. 
  This means that if the contract has options, and the agency evaluated the options as part of contractor selection, then the minimum prime contractor performance is calculated based on total contract performance, not just the basic contract period or quantities.  For example, and assuming a service contract, a prime-subcontractor team can start in the basic contract period with the prime performing 30% of the contract and end in the last option period with the prime doing 70%.  This approach is in compliance if it averages 50% performance by the prime over the life of the contract.  

6.  The FAR contract clauses for small business set-asides, 8(a) contracts
 and contracts awarded using the 10% small disadvantaged business price evaluation credit
 have not been re-written to accommodate new Code of Federal Regulation rules.  The FAR contract clause for HUBZone contracts
 is up to date.  The CFR rules are best explained with a matrix.  The following is how Contracting Officers should administer their contracts:

What are the Limits?


Services
Supplies
General Construction
Special Trade Construction

What is the limitation on sub-

contracting? 

will perform at least 50% of the cost of the contract incurred for personnel
will perform at least 50% of the cost of manufacturing, excluding the cost of materials
will perform at least 15% of the cost of the contract with its own employees, excluding the cost of materials
will perform at least 25% of the cost of the contract with its own employees, excluding the cost of materials







Who Must Perform the Minimum?

Type of procurement
Small Business Set Aside, or 8(a), or SDB (when the 10% SDB price evaluation credit is claimed…only used in full & open) Contract lesser in value than ½ of the size standard of the NAICS (if revenue-based NAICS) or lesser than $10M for employee-based NAICS.  Options are included.
Small Business Set Aside or 8(a) or SDB (when the 10% SDB price evaluation credit is claimed) Contract greater in value than ½ of the size standard of the NAICS (if revenue-based NAICS) or greater than $10M for employee-based NAICS.  Options are included.
HUBZone Sole Source, Competitive, or a full and open contract in which the 10% price preference was used (price pref. only used in full and open)

Who has to perform the minimum?
(
)

The small business (SB) prime by itself.

The small joint venture (if a formal JV)
(
)

The SB prime together with any 1st tier SB subs.

The small joint venture (if a formal JV)

If 8(a), SBA approves the JV agreement.
(
)

The SB HUBZone prime together with any HUBZone subs.

If a small joint venture, by the HUBZone member(s) of the JV.






Contact SBA

6.  Small business affiliation and limitation of subcontracting rules became more complicated when SBA implemented their bundling regulations.  Any firm that intends to incorporate new affiliation rules or limitation of subcontracting rules into their business strategy should consult with their SBA representative and read the Code of Federal Regulations (CFR) and Federal Acquisition Regulations (FAR) coverage.

Additional Copies

7.  Additional and updated copies of this paper may be found at the HQ AFSPC Contracting and Small Business Website at www.peterson.af.mil/hqafspc/contracting/  (Click on “Small Business”).
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