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Executive Summary

Purpose

From 1978 through June 1987, the Department of Education awarded
the Cleveland School District $30.2 million in desegregation grant funds
under the Emergency School Aid Act (EsAA) and the Magnet School
Assistance Program. Concerns about how these federal funds were used
prompted Representative Louis Stokes to ask GAO to determine

how much federal funding for desegregation activities the Cleveland
School District had received,

whether the school district spent the federal funds for activities speci-
fied in the 1978 court order and subsequent federal grant agreements,
and

whether the school district complied with the administrative conditions
and restrictions for federal grants.

GAO also sought to determine whether Education adequately monitored
and administered the grant agreements.

Background

In 1976, the U.S. District Court for Northern Ohio found that Cleveland
schools discriminated against black students and were racially segre-
gated. By February 1978, a desegregation plan had been developed that
was adopted by the Court in the form of a court order. Since 1978, the
school district’s desegregation efforts have (1) been funded by state,
local, and federal funds and (2) focused on achieving the goals estab-
lished in the plan and maintaining those goals that have been achieved.
From 1977 to 1982, the school district received $27.7 million in federal
ESAA grants. From 1985 to 1987, $2.5 million in federal Magnet School
grant funds were awarded to the district.

Results in Brief

GAO found that the total federal funding the school district had received
from 1978 through 1987 was $385.9 million, funded as follows: federal
government, $30.2 million (7.8 percent); state government, $130.2 mil-
lion (33.7 percent); and local government, $225.5 million (68.5 percent).
No federal funds were provided specifically for desegregation activities
after June 1987 (see p. 15). Federal funds were appropriately spent on
desegregation activities, but the school district did not comply with all
the specifications in the 1978 court order and subsequent federal grant
agreements. Use of both Esaa and Magnet School program funds was
consistent with the court order. The school district did not, however,
comply with the administrative conditions and restrictions for federal
grants. The school district (1) requested and received excessive
advances of federal grant funds; (2) accrued interest on these advances,
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Executive Summary

but did not report or remit this income to Education; (3) without the
required Education approval, obligated and spent first-year grant funds
in the second year; and (4) did not comply with some federal procure-
ment requirements. In addition, in school year 1985-86, the school dis-
trict used more than $1.5 million of EsaA 1979-80 and 1981-82 funds for
the Magnet School and other Education grant programs.

The deficiencies Ga0 found in the school district went undetected
because Education officials did not adequately monitor and administer
the grant agreements, as prescribed by federal regulations and Office of
Management and Budget circulars.

{50000 S

Principal Findings

Funds Used for Court-
Ordered and Education-
Approved Activities

The largest EsaA and Magnet School funding was for (1) staff develop-
ment and student training in human relations ($5.4 million) and (2) mag-
net schools and vocational schools ($5.2 million). Because complete ESAA
program records were unavailable, GAO could not determine whether
ESAA activities complied with purposes approved by Education. Gao did
determine that the school district used the $2.5 million in Magnet School
grant funds for six activities approved by Education. Two of the activi-
ties were (1) starting additional magnet schools and (2) developing and
testing redesigned curricula. GAO tests of grant expenditures, primarily
to buy equipment and pay salaries, showed that these funds were used
for Education-approved activities (see pp. 15-20).

Clevéland School District
Did Not Comply With
Regulations

The Cleveland School District violated federal regulations by not
returning to Education $1,553,000 in unobligated cash advances from
the EsAA grants for the 1979-80 and 1981-82 school years. Later, the
school district used $825,000 of the total funds to cover the first 14
months of outlays under the Magnet School grant program (from Oct.
1985 through Nov. 1986). The remaining $728,000 was used for other
Education grant programs. According to Department of Education
records, no subsequent reductions were made to these other grants.
Therefore, the Cleveland School District received $1,553,000 more than
it should have.

In addition, the school district (1) improperly obligated and spent $1.4
million of first-year Magnet School grant funds during the second year,
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without receiving written authorization from Education officials (see p.
24), and (2) did not have all required documentation for purchases of
$10,000 or more to show the basis for contractor selection and the justi-
fication for the reasonableness of contract awards (see pp. 32-36).

The school district also requested and received advances for the second
year of the Magnet School program that exceeded its cash needs. As of
January 1989, the district retained $197,000 from these advances that,
according to regulations, should have been returned to Education. Gao
found that the district’s reports to Education included evidence that the
district’s cash advances exceeded its needs. Education officials did not,
however, follow up on such evidence and remained unaware of the prob-
lems. Education officials rely on the grant recipient, they told us, to
return to Education any excess cash advances not expended at the end
of a grant period and any interest income earned on these cash
advances. After Gao informed Education officials of its findings, the
officials notified the district that in accordance with federal regulations,
the funds should be returned. Education, in commenting on a draft of
this report, said that the Cleveland School District sent a $200,000 check

for these excess funds (see pp. 24-26).

Eélucation Did Not
Properly Oversee Grant
Funds

Education’s fiscal year 1987 report on its Internal Controls Program
indicated weaknesses in grants monitoring and administration, including
closing out grants. Education officials told Gao that in fiscal year 1987, a
backlog of 14,000 grant files, ostensibly closed out, had been sent to the
Federal Records Center without reports and actions being completed, as
required by federal regulations. The 1987 report on the Internal Con-
trols Program included statements assuring corrective action; GAO’s
review indicated, however, that these weaknesses still exist (see pp. 30-
31).

During the 1980s, Education annually awarded the school district grants
totaling millions of dollars, but did not properly oversee the district’s
administration of those funds. From discussions with school district
officials and documents obtained from them, GAO concluded that the dis-
trict’s policies and practices concerning the Magnet School grants
applied to other 1978-88 Education grants it received. Therefore, similar
weaknesses and shortcomings probably would be found in those grants.
In addition, GAO’s review indicates that the weaknesses found in Educa-
tion’s administration of Cleveland’s grant programs are systemic (see
Pp. 36-37).
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0
Recommendations

GAO recommends that the Secretary of Education direct the Cleveland
School District to

return the $1,553,000 of EsaA funds that remained in its accounts when
the authorization for EsaA expired in 1982 and

review its procurement system to ensure it complies with federal pro-
curement regulations.

GAO also recommends that the Secretary of Education work with school
district officials to determine the amounts of interest, earned on exces-
sive cash advances from federal grant programs over the years, that
should be returned, Finally, GA0O recommends that the Office of the
Inspector General in Education review Education’s policies and practices
for grants, especially relating to cash management and closing out
grants. This review should determine whether Education’s grant man-
agement weaknesses concerning grants for the Cleveland Magnet School
Program are prevalent in other grant programs and school districts.

R

Agency Comments

In its comments on a draft of this report, the Department of Education
agreed with GAO’s recommendations to review the Cleveland School Dis-
trict’s procurement system and to determine the amount of earned inter-
est to be returned to Education. But it did not agree with GAO’s
recommendation that $1,5653,000 of EsaA funds be returned to
Education.

In its comments, the Department of Education stated that the Secretary
is barred from recovering this $1,553,000 by 20 U.S.C. 1234a (k)
because the violation—not returning the unspent EsaA funds to Educa-
tion—occurred more than 5 years ago. GAO interprets this statute to
mean that federal funds cannot be recovered from grantees 5 years after
the grant funds have been expended. Therefore, GAO believes that its
recommendation is valid because, although advanced to the Cleveland
School District in fiscal years 1980 and 1982, the $1,553,000 in question
was not expended until fiscal years 1986 and 1987.
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Chapter 1

Introduction

In 1978, the U.S. District Court for Northern Ohio issued an order to
desegregate the public schools operated by the Cleveland School Dis-
trict. Since then, the district has used federal, state, and local funds to
support its desegregation efforts. Concerns about how the federal funds
were used prompted Representative Louis Stokes, in June 1988, to ask
us to review desegregation activities in the school district from 1978
through 1988.

The school district received federal funds for desegregation activities
from 1978 until 1982 through Department of Education grants under
the Emergency School Aid Act (ESAA). The ESAA grants were to (1) meet
school districts’ special needs in eliminating segregation and discrimina-
tion among students and faculty in elementary and secondary schools
and (2) encourage school districts to voluntarily eliminate, reduce, or
prevent minority group isolation in elementary and secondary schools
with large proportions of minority group students. A variety of desegre-
gation activities were funded, including school and community relations,
staff development and student training, and magnet schools. (Magnet
school is the term used for a school or education center that offers a
special curriculum that can attract substantial numbers of students
from different racial backgrounds. Such a curriculum complements and
enhances a school district’s overall desegregation plan).

In 1981, the ESAA program was consolidated with the Chapter 2 Block
Grants Program. The Chapter 2 program awarded funds directly to the
states, which were required to pass down 80 percent of their grants to
local school districts. School districts, in turn, were given the flexibility
to decide how to allocate their grants among the various eligible pro-
gram activities, including desegregation. From 1982 through 1989,
under the program, funds were awarded to the school district through
the Ohio department of education. The school district may have used
these funds for desegregation activities; it did not, however, compile
data showing different allocations because the Department of Education
had no such requirement.

Beginning in 1984, the Magnet School Assistance Program also provided
federal funds for desegregation activities. These funds are to (1) help
school districts establish and operate magnet schools and (2) encourage
districts to develop courses of instruction for students who attend these
schools. Such courses are to strengthen students’ vocational skills and
knowledge of academic subjects. The Cleveland School District received
Magnet School funds in fiscal year 1985 (for school year 1985-86) and in
fiscul year 1986 (for school year 1986-87).
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Desegregation of
Cleveland School
District

Chapter 1
Introduction

In 1978, the U.S. District Court for Northern Ohio issued an order stem-
ming from a 1976 opinion that found Cleveland schools discriminated
against black students and were racially segregated. The opinion cited
over 200 specific acts that caused or perpetuated racial segregation,
including (1) constructing schools so as to prevent or reduce the likeli-
hood of black and white students attending school together and

(2) changing school boundaries, resulting in new segregation or intensi-
fying existing segregation.

In September 1976, the Court appointed a desegregation expert to
develop a comprehensive plan for the school system to correct the viola-
tions and identify the school district’s administrative needs to ensure
desegregation. The plan was adopted by the Court in the form of an
order issued on February 6, 1978. The plan included 14 requirements, as
follows:

1. Student assignments: The racial composition of each school is to
reflect the school system as a whole.

2. Testing and tracking (ability grouping): Testing and tracking should
not resegregate students.

3. Reading: Improved reading performance by all students is to be
aggressively pursued; in addition, the gap between the reading scores of
black and white students is to be closed.

4. Counseling and career guidance: Students are to be counseled in a
racially unbiased manner.

5. Magnet schools and programs, as well as vocational schools and pro-
grams: Magnet and vocational schools and programs are to enhance and
aid desegregation.

6. Cooperation with universities, businesses, and cultural institutions:
The school system is to reach out to business, educational, and cultural
organizations to expand educational opportunities and school quality.

7. Extracurricular activities: All students are to have equal access to
extracurricular activities.

8. Staff development and student training in human relations: Staff and
students are to receive training about desegregated education.
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Monitoring the
Desegregation Process

9. Student rights: Discipline is to be applied fairly to students.

10. School community relations: The school system is to improve rela-
tions with the community and parents.

11. Transportation: Students are to be transported to and from school
safely, economically, and efficiently.

12. Safety and security: Schools are to be safe.

13. Management and finance: The system is to be well managed; this
would require (1) administrative reorganization with emphasis on man-
agement systems and (2) decision-making decentralized at the school
level.

14. Staff desegregation: The staff at each school is to be desegregated.

Since 1978, the Cleveland School District’s desegregation efforts have
been focused on achieving the goals established in this plan. At the time
of our review (July 1988 to Feb. 1989), the district’s desegregation
efforts included completing unfinished tasks in the plan and maintaining
the positive results achieved over the years.

In May 1978 the U.S. District Court ordered that the office on school
monitoring and community relations (the monitoring office) be estab-
lished to observe, assess, and report on the district’s progress, as well as
foster public awareness and understanding of the desegregation process.
The monitoring office is to provide the Court a credible, independent
source of reliable information on whether remedies are sufficient and
are being implemented effectively. The office employs a professional
staff with expertise in areas such as education, law, community rela-
tions, and principles of school desegregation. It regularly submits writ-
ten reports to the U.S. District Court on various desegregation matters.

According to data compiled by the monitoring office in a 1988 report,
the Cleveland School District had achieved some goals in the desegrega-
tion plan. With relatively few exceptions, the Cleveland schools had
become racially representative of the district’s total student enrollment.
In general, progress was positive and continuing, with measurable
achievements in reading scores, especially in the elementary grades,
throughout the school district; similar progress in improved mathemat-
ics test scores since 1978-79 was evident in grades 3 through 8.
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Objectives, Scope, and
Methodology

Other aspects of school district programs and activities showed mixed
results in school year 1986-87. Magnet schools enrolled 7 percent of all
students. For several magnet schools, however, enrollment rates were
less than capacity; some were underenrolled by 30 percent. For grade 9
students, 45 percent were not promoted to grade 10; the second consecu-
tive year the nonpromoted rate was over 40 percent. For all grades, 15
percent were not promoted. The dropout rate was 46 percent for the
class of 1987, the fourth successive graduating class with a dropout rate
exceeding 40 percent.

In his request letter to us and in subsequent meetings, Congressman
Stokes asked us to determine

how much federal funding for desegregation activities the Cleveland
School District had received,

whether the school district spent the funds for activities specified in the
1978 desegregation court order and subsequent federal grant agree-
ments, and

whether the school district complied with federal grant administrative
conditions and restrictions.

We also sought to determine whether Education adequately monitored
and administered the grant agreements.

In response to the Congressman’s request, we interviewed officials and
examined available documentation at the Department of Education, the
Cleveland School District, and the monitoring office. We limited most
aspects of our audit to the Magnet School Assistance Program grant
because (1) the federal retention period had lapsed for records of Esaa
grants and Education had destroyed the records and (2) pertinent docu-
ments were not readily available in usable form at Education or the
school district. Education’s administrative regulations require both Edu-
cation and grantees to retain financial records, supporting source docu-
ments, and other records pertinent to a grant for 3 years after the
grantee submits its last expenditure report for a given period. By using a
combination of budget data obtained from the school district and cost
data included in reports issued by the monitoring office, however, we
were able to develop enough general information to determine whether
the school district’s use of ESAA grant funds was consistent with desegre-
gation court orders. We were unable to gather enough information to
determine whether the school district’s use of these funds complied with
federal grant conditions and restrictions.
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Our audit of the Magnet School Assistance Program grant included
reviewing grant agreements, approved grant applications, budgets, pro-
gram and financial reports submitted to the Department of Education by
the Cleveland School District, official contract files, and various
accounting records and reports. We interviewed Education officials
responsible for grants management and financial management; officials
in the Office of Management Improvement Services; as well as program
officials in the Office of Elementary and Secondary Education, who are
responsible for the Magnet School Assistance Program; we also obtained
related documents. In addition, we interviewed Cleveland School District
officials responsible for the technical-vocational education division, the
accounting division, and the purchasing office.

To determine whether grant funds were used in accordance with Educa-
tion-approved conditions and restrictions, we reviewed the expenditures
charged against the grant in the school district’s accounting system
records. We also reviewed a sample of 14 equipment purchases made for
the technical-vocational program. For this review, we obtained docu-
mentary information on the use of the equipment and visited one school
for verification. At the monitoring office, we interviewed the director
and obtained reports issued on subjects such as desegregation funding
and the status of the desegregation effort.

We reviewed a January 1987 audit report on school district programs
funded with federal assistance from January 1, 1985 through June 30,
1986. The report, prepared by a public accounting firm, included

(1) tests of several Department of Education categorical program grants
awarded to the school district (the tests did not include the magnet
school grant) and (2) several findings and recommendations relating to
grant administration policies and practices similar to those in our report.
We also spoke with Education’s Office of the Inspector General (01G)
about the follow-up and resolution of audit findings concerning Educa-
tion programs, which were reported by public accounting firms.

We reviewed the reports for fiscal years 1987 and 1988 on the Internal
Controls Program in Education; these reports are compiled annually
through the Federal Managers’ Financial Integrity Act (FMFIA). The fis-
cal year 1987 report included discussions of several internal control
weaknesses relating to the same grants management activities that we
were reviewing. To determine the basis for Education’s report position
that the identified internal control weaknesses had been corrected, we
spoke with officials in Education’s 016 and Office of Management
Improvement Services.
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We conducted our review from July 1988 to February 1989 in accord-
ance with generally accepted government auditing standards.
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Chapter 2

Amount and Use of Federal Funds for
Desegregation Activities

Desegregation Costs
and Funding

From the 1978 desegregation court order through June 1987, the Cleve-
land School District received federal desegregation grant funds of

$27.7 million under ESAA grants and $2.5 million under a Magnet School
grant—a total of $30.2 million. This represented about 8 percent of the
school district’s identified desegregation costs. The combined federal,
state, and local funds for desegregation activities totaled $385.9 million.

We found that the federal funds from both grant programs were used
for desegregation activities that were consistent with the court order.
Records for the Magnet School grant showed funds were used for pro-
gram activities approved by Education. Because complete ESAA grant
records were unavailable, however, we could not determine whether
these funds were used for grant purposes approved by Education.

According to information provided by the monitoring office, the school
district’s total desegregation costs of $385.9 million were primarily
funded locally by the Cleveland School District (59 percent), with the
Ohio department of education contributing about 33 percent and the
federal Department of Education the remaining 8 percent (as shown in
table 2.1). Federal funding, although a small percentage overall, was sig-
nificant compared with state and local funds during the first 3 years of
the desegregation effort.

Of the $30.2 million in federal funds, $27.7 million was from Education
ESAA grants for the 5 school years 1977-78 through 1981-82 and $2.56
million was from the Magnet School grant for the 1985-86 and 1986-87
school years. In school years 1982-83, 1984-85, 1987-88, and 1988-89, no
federal funding for desegregation activities was budgeted or reported.
Federal funding through ESAA ended in 1982, when the Omnibus Budget
Reconciliation Act of 1981 consolidated 38 federal educational programs
into a single block grant to each state. Officials said federal block grants
may have been used for desegregation activities, but because school dis-
tricts were not required to report how the grant funds were used, we
could not determine whether they in fact were.
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Table 2.1: Funding Sources for
Desegregation in the Cleveland School
District (1978-87)

Use of Federal Funds
for:Court-Ordered
Desegregation
Activities

Dollars in millions

Funding source Total
District fiscal year Federal® State Local costs
1978 $0.5 $0 $1.7 $2.2
1979 51 0 57 10.8
1980 11.1 20 94 22,5
1981 7.1 1.9 300 39.0
1982 3.9 43 33.3 415
1983-85 0 91.0° 77 162.7
1986 (6 months)® 1.4 9.0 252 35.6
1987 1.1 22.0 485 71.6
Total © $30.2 $130.2 $225.5 $385.9
Percent 7.8 3.7 58.5 100.0

2Federal funds were assigned to the fiscal year most closely corresponding with the federal grant peri-
ods. Federal block grants awarded to the school district through the Ohio Department of Education in
fiscal years 1982-89 may have been used for desegregation activities, but records indicating the
amounts spent for these activities were not required or maintained.

bThe state contributed $37 million of this amount in 1983 to make up for its limited contributions in
previous years.

°At the end of 1985, the district’s fiscal year changed from January 1 (ending Dec. 31) to July 1 {ending
June 30).

According to available records, the Cleveland School District used $27.8
million (92 percent) of the $30.2 million in federal grant funds for activi-
ties that were consistent with the court-ordered desegregation plan.
From records we examined and used to develop our estimates, we could
not determine how the remaining $2.4 million was used. As shown in
table 2.2, most of the $27.8 million—about $23.2 million—was used to
support activities under 9 of the 14 requirements outlined in the plan.
About $4.7 million was used for activities not specified in the plan; the
monitoring office, however, considered these activities to be appropriate
desegregation costs.

As previously discussed (see p. 11), our estimates of how the ESAA grant
funds were used were formulated from a combination of expenditure
and budget data. According to a monitoring office attorney and the man-
ager of the school district’s accounting division, this was the best infor-
mation available; therefore, some of these data are based on planned,
rather than actual, expenditures. Actual expenditure information and
records were available for Magnet School grants. Budget data showed
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that federal grant funds of $4.7 million were spent on some desegrega-
tion activities not specified in the 14 requirements, including the moni-
toring office.

We noted that no federal funds were budgeted for transportation (in
accordance with prohibitions in federal law), but transportation was an
allowable desegregation cost for the state and the school district.

Table 2.2: Use of Federal Funds for
Desegregation by the Cleveland School
District (1978-87)

Dollars in thousands

School years?

1977-78 1980-81 1985-86
througg and and

Activity® 1979- 1981-82 1986-87  Total
Plan requirements:
Testing and tracking $29 $156 ¢ $185
Reading 406 2,903 ¢ 3,309
Counseling and career guidance 477 295 © 772
Magnet schools and programs/ vocational

schools and programs 1,059 1,584 $2527 5,170
Extracurricular activities 483 587 ¢ 1,070
Staff development and student training in

human relations 3,459 1,953 ¢ 5,412
School community relations 1,077 1,090 ¢ 2,167
Safety and security 2,930 1,067 c 3,997
Management and finance 1,005 83 ¢ 1,088
Subtotal 10,925 9,718 2,527 23,170

Nonplan requirements:
Office on schoo! monitoring and community

relations 1,163 1,265 ¢ 2,428
Preimplementation activities 90 ¢ ° 90
Nonreading instruction 2,092 59 ¢ 2,151 »
Subtotal 3,345 1,324 ¢ 4,669
Other (could not identify) 2,389 c ¢ 2,389
Total $16,659 $11,042 $2,527 $30,228

8Data for school years 1977-82 were obtained from reports by the district office on school monitoring
and community relations and the Cleveland School District budgets.

PThe five activities for which federal funds were not used were student assignments; cooperation with
universities, businesses, and cuitural institutions; student rights; transportation; and staff
desegregation.

“No federal funds were used.
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Use of Federal Funds
for Education-
Approved
Desegregation
Activities

Of the estimated $30.2 million in federal funds that the school district
received, we could only determine whether $2.5 million in Magnet
School grant funds was used for purposes approved by the Department
of Education. Its records for the EsaA grants had been destroyed, and
complete school district records were not available. Our examination of
Magnet School grant objectives and expenditures showed funds for
these grants were used for the purposes specified by Education.

Magnet School Grant
Objectives and
Achievements

The approved Magnet School grant applications stated that the follow-
ing activities would be carried out during the first and second years:

develop and test thematic magnet programs in each of the 12 compre-
hensive high schools; for example, “Technology in the Classroom,”
“Academic Competition,” “The Research High School,” and “Global
Studies”’;

develop and start an elementary level magnet school featuring the best
of various approaches to teaching, back-to-excellence concepts, and use
of creative instructional aids;

adapt and start six elementary level magnet schools for implementation
during the 1987-88 school year;

provide educational services to students and faculty (1) using university
resources at the law and public service magnet school and professional
artists at the arts magnet school and (2) enhancing students’ performing
skills by implementing new musical units at the arts magnet school;
develop and test the redesigned curriculum for the technical-vocational
program;

develop and implement a comprehensive model for evaluating the mag-
net school program; and

prepare reports for the Department of Education.

According to Education officials, they were aware that the school dis-
trict experienced start-up problems with the Magnet School grant. Edu-
cation’s monitoring reports indicated that from October 1985 until
February 1986, some planning and development activities took place
under the grant, but no classroom activities took place because staff had
not been selected and approved. Later, monitoring reports indicated that
grant operations were progressing, but acknowledged problems associ-
ated with the initial implementation activities.

On completion of the grant period, the school district (in a December 29,
1987, program evaluation report) informed Education that with two
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exceptions, all grant objectives were met. Reported accomplishments
included establishing a computer technology center for elementary
school students and developing a broadened and updated music curricu-
lum for the arts magnet school. In addition, the purchase of new musical
instruments and electronic equipment provided opportunities for sup-
plementary educational services. The two objectives not achieved were
(1) the high school thematic magnet program (pilot testing of the curric-
ulum had not occurred at 9 of 12 schools) and (2) the redesigned curric-

ulum for the technical-vocational program (curriculum development for
new courses was incomplete).

Magnet School Grant
Expenditures

The grant applications for magnet schools described the Kinds of activi-
ties to be conducted and the resources, such as personnel and equip-
ment, needed to support the activities. The accounting records for the
school district showed that funds were expended for the activities cited
in the grant applications, and the percentages of funds spent in the vari-
ous cost categories were generally consistent with the grant application
estimates. Expenditures charged against the grant, according to the
school district’s accounting records, are shown in table 2.3.

Tabli 2.3: Magnet School Grant
Expenditures According to Cost

Category in the Cleveland School District
(School Years 1985-86 and 1986-87)

Cost category Amount Percent
Equipment $1,098,000 434
Salaries 877,000 34.7
Purchased services 205,000 8.1
Supplies and materials 239,000 9.5
Support services 108,000 43
Total $2,527,000 100.0

Most of the equipment was purchased for the redesigned curriculum of
the technical-vocational program. The grants included funds for outfit-
ting two technical high schools with

Job exploration laboratories containing equipment for newly developed
courses in agri-business, human care services, information processing,
industrial technology, electronics technology, marketing, transportation,
and career decisions and

Jjob preparation laboratories containing equipment for newly developed
courses in child care, electronics, information processing, and computer-
aided graphics and design.
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Fourteen equipment purchases, totaling $731,000, were made for the
redesigned program. This equipment was purchased for the job explora-
tion and preparation laboratories. We obtained documentary informa-
tion on the use of the equipment and visited one school to verify the
information. As of September 1988, the equipment was installed and
operational for 11 of the 14 purchases. The director of the technical-
vocational education division told us that the equipment for the other
three purchases would also be installed in school district laboratories.
These three purchases consisted of 24 computers, 8 printers, and com-
puter anti-theft devices, costing, in total, $86,000. The director said the
computers and printers were placed in storage or loaned out pending
building renovations scheduled for completion in January 1989.

Our review of the $877,000 in salary charges indicated that the funds
were used to pay salaries of personnel working in the positions
approved in the grant applications. Further, the salaries for these posi-
tions were charged to the grant, consistent with the approved grant
applications. For example, positions that were to be filled throughout
the entire school year reflected charges in the accounting records
throughout the entire year. Positions that called for employees to work
on activities for such short periods as 2 weeks reflected charges that
varied in amount, with most charges made in a single month, as would
be expected. After noting these patterns, we did no further tests of sal-
ary charges.

Our review of purchased services ($205,000) showed they were primar-
ily ($137,000) for grant-approved services, which employees of a local
university were to provide to teachers and students at the law and pub-
lic service magnet school. We found, however, that the school district
paid the university for these services without receiving documentation
to support the actual time charges for the services performed, as speci-
fied in the agreement between the parties. This matter is discussed in
more detail in chapter 3 (see pp. 32-36).

Our review of accounting records for the remaining two cost catego-
ries—(1) supplies and materials and (2) support services—was limited
to identifying how the school district reported the funds were used.
Although we did no tests to compare accounting records with source
documents, records indicated that the charges for supplies and materials
of $239,000 were primarily for instructional supplies, teaching aids, and
textbooks. The $108,000 charged against support services was primarily
for program evaluation, payroll processing, accounting, and purchasing.
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Conclusions

These kinds of supplies, materials, and services were consistent with
those approved in the grant.

The limited information we obtained from the school district and the
independent monitoring office indicated that the district generally used
the $30.2 million for purposes consistent with the desegregation court
order. We were unable to determine whether the EsAA grant funds were
used as specified in the federal grant agreements because records were

unavailable, but Magnet School grant funds were used as specified.
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Although grant funds for magnet schools were used for purposes
approved in grant agreements, we found that the Cleveland School Dis-
trict did not comply with Education’s regulations for grant administra-
tion. Requirements in the regulations, as well as the grant agreements,
cover such matters as submitting financial and program reports, main-
taining adequate accounting records, managing cash advances, procur-
ing goods and services, and adhering to restrictions on obligating and
spending grant funds. The school district certified in its grant applica-
tions that it would comply with all such requirements. We found, how-
ever, that the school district

» requested, received, and retained excessive advances of federal grant
funds because it neglected to report cash on hand and cash needs data
accurately;

« obligated and spent first-year grant funds, totaling $1.4 million, in the
second grant year without obtaining required Department of Education
authorization;

+ did not submit required financial status reports to close out its grant in a
timely manner; and

+ inadequately documented the reasons for selecting high or sole bidders
when purchasing equipment and paid for contract services without
receiving the required documentation that the services had been
performed.

At the close of the grant ending September 30, 1987, the school district
retained $197,000 of unneeded cash from advances, which should have
been returned to the U.S, Treasury. The school district still had these
funds in January 1989. In addition, to support other Department of Edu-
cation grant programs during fiscal year 1986, the school district used
more than $1.5 million of carryover ESAA grant funds remaining in its
accounts from school years 1979-80 and 1981-82. Of the total amount,
the school district transferred $825,000 to the Magnet School grant
account. The district did not inform Education officials of its actions.
The use of funds from earlier years and other grant programs is prohib-
ited, unless written approval for such transfers is given by Education
officials. In addition, according to Education records, no funding adjust-
ments were made to subsequent grant awards; therefore, the school dis-
trict received $1.5 million more than it should have.

The deficiencies we found in the school district went undetected because
Education officials did not carry out their responsibilities as prescribed
by federal regulations and the Office of Management and Budget (OMB)
circulars.
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Our analysis showed that the school district (1) received and inappropri-
ately retained $1,653,000 in federal funds awarded through several ESAA
grants and (2) received and retained excessive cash balances under mag-
net school grants. Although the district’s financial reports to Education
included evidence that the school district’s cash advances exceeded
needs, Education took no action to have the funds returned. Further-
more, the interest earned by the school district on federal funds was not

- remitted to Education, as required by federal regulations.

After Education awards a grant, grantees may obtain federal funds to
carry out approved grant activities in one of two ways—an advance of
funds before actual outlays of cash are made or reimbursement of actual
expenditures. According to Education’s regulations, a grantee qualifies
for receiving advances if it has

procedures that minimize the time between transfer of funds from the
U.S. Treasury and disbursement by the grantee and

a financial management system that meets Education standards for fund
control and accountability.

According to Education Finance Office officials, the school district met
the above criteria and received federal funds through cash advances.
Federal cash advance requests are to be (1) limited by the grantee to the
minimum amounts needed and (2) timed to coincide with immediate
cash needs. Under this policy, grantees are to submit monthly requests
for advances; that is, advances should be limited to meeting anticipated
expenditures for 1 month. This policy does not permit less frequent
requests because they would result in advances covering excessive peri-
ods of time. According to federal regulations, interest or other invest-
ment income earned on advances of grant funds generally must be
remitted to Education.

According to federal regulations, Education is to monitor advances by
requiring grantees to submit a federal cash transaction report every
quarter. These reports enable Education to determine the amount of
cash the grantee has on hand; Education subtracts disbursements during
the quarter from cash available (the sum of cash on hand from Educa-
tion at the beginning of the quarter and cash receipts for ongoing Educa-
tion grants during the quarter). Department officials told us they rely on
the grant recipient to request only the cash needed for expenditures and
to correctly report cash on hand.
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Unauthorized Use of ESAA
Grant Funds for Magnet
School Grant

Education regulations specify that grantees are to refund unused cash at
the end of a grant. The district, however, retained $1,553,000 from the
ESAA grant funds received for the 1979-80 and 1981-82 school years. It
used $825,000 to pay for the first 14 months’ expenses incurred under
the Magnet School grant (from Oct. 1985 through Nov. 1986). Account-
ing records for the school district showed the $825,000 was transferred
from the ESAA accounts to the Magnet School account. There was no indi-
cation that Education had been told about these funds or had authorized
the funds’ transfer. The school district used the balance of the ESAA
grant funds ($728,000) for other Education grants. These funds should
have been returned to Education and the earned interest remitted,
according to federal regulations.

Records are no longer available, the manager of the school district’s
accounting division said, to explain the circumstances under which the
school district retained these funds. Further, although federal regula-
tions require grantees to report and remit any interest earned on cash
from a grant, the manager acknowledged that the school district had not
done so. According to the manager, the school district should not be held
responsible for the interest because nonfederal funds were frequently
used to temporarily cover costs when federal funds were not received
promptly.

According to Education officials, they were not aware that the district
had funds remaining from the ESAA grants. Further, the district did not
inform them that part of these carryover funds would be used for mag-
net schools. Because so much time has passed since the ESAA program
ended, the officials said, no records were available to show whether the
ESAA grants were ever closed out by Education.! They said, however,
that the total $1,553,000 in funds should have been returned to Educa-
tion and not used for any other activities without authorization. Accord-
ing to Education records, no funding adjustments were made to
subsequent grant awards on the bases of these funds.

The Cleveland School District, however, stated that it applied these
funds, including the $825,000 for the Magnet School grant, to other Edu-
cation grants. As a result, the school district said, it received $825,000
less in cash advances than it should have. Education officials told us
they are negotiating with school district officials on this issue.

! At a minimum, these records would include information on the submission of required financial
reports and program evaluations by the grantee at the end of the grant, the refund or other disposi-
tion of unobligated cash balances, and the upward or downward adjustment of the federal share of
grant costs.

Page 23 GAO/HRD-89-83 Cleveland School Desegregation




Chapter 3
Noncompliance With Federal Regulations for
Grant Administration

Magnet School Grant
Obligation Requirements
Not Followed

Education approved Cleveland’s Magnet School grant activities for a
2-year period, from October 1, 1985 to September 30, 1987. The first-
year grant was for $1.4 million and the second-year grant, for $1.3 mil-
lion. Under the Department’s requirements, however, funding is
approved for only 1 year and funds must be obligated within that year.?
If not so obligated, the funds may be carried over into the succeeding
year, provided that Education gives its written approval.

During the first-year grant, Cleveland did not request or obligate any
funds from Education. During the second-year grant, the school district
obligated and spent the $1.4 million from the first-year grant without
prior written approval from the Education grants officer. Therefore,
Cleveland obligated grant funds in violation of Department
requirements. '

More Funds Requested
Than Needed

The school district requested more federal funds than needed through-
out the 2-year magnet school grant. At the end of the grant period, it
had an excess of $197,000 that should have been returned to the federal
government. The interest earned on this excess cash had also not been
reported or remitted as required.

The school district did not request cash advances under the magnet
school grant from October 1985 to February 1987. The first such
advance amounted to $1,085,000 and was received in February 1987—
enough to fund expenditures through June 1987. By that time, as indi-
cated in table 3.1, the district had spent the $825,000 carryover of ESAA
grant funds and $175,000 of nonfederal funds. The second advance,
received in July 1987, was for $722,000 and covered all grant expendi-
tures made through December 31, 1987. The third advance—$91,000—
was received in January 1988, even though $106,000 remained from the
previous advance. This advance increased the ending cash balance on
the grant to $197,000, which the district still retained as of January
1989. This grant should have been closed out promptly, with the funds
and earned interest returned to Education.

Further, the school district did not accurately report its cash needs to
Education. The manager of the accounting division told us that the
amounts requested were based on available information on expenditures

20bligations are the amounts of orders placed, contracts and grants awarded, services received, and
similar transactions during a given period that will require payment during the same or a future
period.
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and obligations at the time; the amounts were, therefore, the district’s
best estimates. We found, however, that information available when the
district submitted the three requests indicated that less cash was
needed. For example, the February 1987 and July 1987 advances were
both based on estimated expenditures for 3-month periods, rather than
for 1 month as prescribed by federal regulations. In addition, when
requesting the $91,000 advance in January 1988, the district reported to
Education that it had $9,000 on hand as of September 30, 1987. But the
balance on that date was actually $3563,000. Further, according to Cleve-
land School District documents, no grant expenditures were made after

December 1987.

Table 3.1: Cash Advances and Expenditures for Magnet School Grants in the Cleveland School District (Feb. 1987-Jan. 1988)

Dollar$ in thousands

Ending balance
exceeded next

Beginning Cash advance Funds Ending month’s
Month balance receipt available Expenditures balance expenditures
Feb. 87 ' —$175 $1,085 $910 $415 $495 Yes
Mar. ‘87 495 a 495 138 357 Yes
Apr. ‘87 357 2 357 109 248 Yes
May '87 o 248 a 248 60 188 Yes
Jun. ‘87 i 188 a 188 116 72 No
July ‘87 72 722 794 127 667 Yes
Aug. 87 667 2 667 135 532 Yes
Sep. 87 o 532 a 532 179 353 Yes
Oct. 87 - 353 . 353 145 208 Yes
Nov. '87 208 a 208 45 163 Yes
Dec. '87 163 a 163 57 106 Yes
Jan. 88 106 91 197 197

3No cash advances received.

PNo expenditures made.

®Does not apply because no expenditures were reported after December 1987,

In the absence of other information, Education Finance Office officials
said, they advance funds to grantees like the Cleveland School District if
the cumulative requests do not exceed the total grant funds authorized
for a given period. Further, the Finance Office does not review any doc-
uments or records to determine the basis or the need for cash advances,
relying completely on the grantees to request only the cash needed for
the next month. Education, in commenting on our draft report, said that
a reconciliation of the Cleveland account was carried out in December
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1988, identifying excess cash. Education reported that as a result of the
reconciliation, the Cleveland School District sent a $200,000 check for
these excess funds.

Cash Management
Practices Not Reviewed

Treasury regulations make federal agencies responsible for (1) review-
ing the financial practices of grantees to ensure that grantees comply
with federal regulations and (2) instituting remedial measures, as neces-
sary, in the event grantees are unwilling or unable to comply with these
regulations. If a grantee does not minimize the time between receiving
advances and disbursing them, Treasury regulations specify that the
federal agency funding the grant may terminate advance financing,
require the grantee to use its own funds to finance operations, and,
later, reimburse the grantee for disbursements.

Education said it was unaware that the school district had received cash
advances that exceeded requirements. Education should have been
aware of this situation, however, because it had evidence about inade-
quacies in the district’s cash management practices from the Magnet
School grant. For example:

The entire first school year (1985-86) and 3 months of the second
elapsed before the district requested a cash advance from Education.
This should have raised questions at Education as to how the district
was funding grant activities.

The district’s first federal cash transaction report was submitted for the
quarter ended September 30, 1986, the end of the first grant award
period; the report showed cash on hand of $241,000. This should have
raised questions about where the funds came from because the district
had neither requested nor received cash advances from Education for
the grant.

The district did not receive a cash advance for the months of March
through June 1987, raising questions about whether the February 1987
cash advance was to cover more than 1 month’s expenditures. In addi-
tion, the July 1987 cash advance was sufficient to meet grant expenses
through January 1988.

Under its financial management system, Education officials said, the
agency compiles data and tracks cash advances on the basis of the total
amount of federal grant funds, not individual amounts, available to a
grantee from all grants during a given period. Cash advances, made
against a grantee’s individual identification number, reduce the total
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amount available during a given period. The system is designed, how-
ever, to prevent cash advances from exceeding the total authorized
amount available to the school district from all Education funds availa-
ble. The Finance Office prepares a quarterly statement for each grantee,
the officials said, showing the total amounts authorized and disbursed
for each individual grant. The grantee is expected to reconcile Educa-
tion’s disbursements with grantee records and return the adjusted state-
ment to the Finance Office. Officials said they rely on grantees to make
appropriate adjustments to the quarterly reports; audits and on-site vis-
its are needed to find errors.

In comments on how it carried out its oversight responsibilities, the
Department of Education said that (1) its payment management system
depends on correctly reported expenditures by grantees and (2) this sys-
tem cannot prevent grantees from submitting inaccurate information.
Education explained that these problems and others are generally dis-
covered through Single Audit Act audits,? special 01G audits, and other
special reviews.

We agree that the system cannot prevent grantees from submitting inac-
curate data on financial and program matters and that audits and
reviews help to discover such problems. Our review, however, showed
that Education carried out minimal monitoring of the Cleveland School
District’s program and financial activities relating to its Magnet School
grant. Education did not follow up on available evidence, such as that
discussed on p. 26, that should have raised questions about the district’s
cash management practices. Unless Education places more emphasis on
effective monitoring, similar problems could continue to occur and may
remain undetected because Education cannot be fully assured that
audits and reviews will discover all irregularities.

Finéncial Status Reports
Not Filed

When the Magnet School grant was awarded, Education regulations
required that grantees submit a financial status report (form 269) annu-
ally or within 90 days of the expiration of a grant or both. This report
shows the total funds authorized, obligations incurred, and expenditures
made under an individual grant. In this report, the grantee also certifies

3The Single Audit Act of 1984 (P.L. 98-502) requires state or local governments (including school
districts) receiving $100,000 or more a year in federal financial assistance to have annual audits
conducted by an independent auditor, including public accounting firms, in accordance with generally
accepted government auditing standards. In Education, OIG is responsible for ensuring that audits are
made and reports received in a timely manner and in accordance with prescribed federal standards.
OIG is also responsible for overseeing (1) the distribution of audit reports to responsible Education
components and (2) the resolution of audit findings.
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the amounts claimed for indirect costs, the nonfederal matching share
contributed to the grant project, and any income earned as a result of
the grant. This report is important because it is used in closing grants
and determining whether grantees should return federal funds. Educa-
tion officials review the report to determine the extent to which a
grantee used federal funds to pay for direct costs incurred in accom-
plishing grant objectives. The school district did not submit its status
report to Education at the end of the first grant year, as required. If this
report, with the correct financial information, had been submitted, it
would have shown that the district had an unobligated balance of fed-
eral funds. In addition, the required financial status report, due at the
end of the second grant year, was not submitted promptly. According to
district officials, reports covering both grant awards were submitted in
July 1988. These reports indicated that the unobligated balance at the
end of the grant was $224,000. As of January 1989, however, Education
officials said they had not received these reports. After we called this
matter to their attention, Education officials wrote a letter in February
1989 to the Cleveland School District requesting that excess funds be
returned.

In April 1987, grants management officials at Education issued a bulle-
tin to establish new guidance and procedures for the financial status
report. The bulletin explained that requirements for the grant recipi-
ent’s filing of this report were waived except for grant awards with pro-
gram income, restricted indirect cost rates, or nonfederal cost-sharing
and matching requirements. According to these officials, the waiver
affected about 60 percent of the grant recipients; however, Education
never notified the grantees of this change. The grants management offi-
cials said that instead of the financial status report data, they planned
to use data collected by Education’s Finance Office to determine
whether the grantees had excess federal funds that should be returned.

Audit Reports Discussed
Findings Similar to GAO’s

We reviewed a January 1987 audit report prepared by a public account-
ing firm under the Single Audit Act. The report covered school district
activities funded with federal financial assistance—primarily from Edu-
cation. This audit covered the period January 1, 1985, through June 30,
1986, and included tests of various transactions for several Department
of Education categorical grant programs. The audit report did not
include the Magnet School program grants that we reviewed, but it did
address the ESAA grant funds.
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The audit report included discussions of several of the same problems
that we noted during our review. It also included a number of recom-
mendations to the school district to rectify the problems noted, bring the
school district into compliance with federal regulations, or both.

The problems in the public accounting firm’s audit report that were sim-
ilar to our findings on cash management of federal grant funds included
the following:

Education grant funds were improperly transferred from one funding
year to another.

Financial status reports for individual grants were not submitted
promptly or not submitted at all. As a result, federal grants were not
closed out.

Excess cash advances of federal funds were received and retained for
long periods.

Interest income earned on federal cash advances was not reported or
remitted to Education.

Inaccurate expenditure data were reported to federal agencies, and
detailed accounting records did not support expenditure data reported.

School district officials stated that corrective action had been taken or
would be taken on all the issues in the audit report, except the one deal-
ing with interest income due to the federal government. On this issue,
school district officials disagreed, stating that “. . . many of the federal
funds operate in a deficit position which are subsidized by the [school
district’s] general fund.”

This January 1987 audit report was not made available to Education
officials in Washington headquarters until February 1989. Meanwhile,
another audit report has been prepared by a different public accounting
firm; it concerns federal financial assistance to the school district during
its fiscal year ending June 30, 1987. According to the OIG representative,
this audit report, dated December 31, 1987, and accepted by the Ohio
state auditor in April 1988, was also released to Education program offi-
cials in February 1989. This second audit report included findings
related to Education grants on the submission of required financial
reports and program evaluations, interest income earned on federal
funds, and indirect cost allocations.
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Internal Controls Program
Identified Grants
Management Weaknesses

Monitoring Grant Compliance

Grant Closeouts

We reviewed the fiscal year 1987 and 1988 reports on Education’s Inter-
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included discussions of four internal control weaknesses concerning
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reviewed: (1) monitoring grant compliance and (2) grant closeouts.

The report stated that monitoring grant compliance had been a perva-
sive weakness throughout Education, and directives on grant monitoring
needed to be completed and implemented. According to the report, in
August 1985, the Under Secretary of Education issued a directive to
improve the quality of monitoring of categorical grants, establishing
minimum standards that all offices were expected to follow. The report
went on to say that the policies and procedures in this directive had

significantly strengthened and improved the Department’s grant-moni-
fnrmo activities. The report also indicated that this nphnrfmpnf-‘mdp

weakness had been corrected and, therefore, it was deleted from the list

of intornal saontral wanlmacana
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The Office of Management Improvement Services is responsible for
ensuring that internal control weaknesses in Education are identified
and corrected. According to representatives of this office, no documen-
tation showed that action other than issuing the directive had been
taken by Education concerning this Department-wide weakness. That is,
no follow-up had been initiated and no test had been done to assure that
the provisions of this directive had been implemented and monitoring
activities had, in fact, improved throughout Education.

The report stated that (1) grant closeouts had been a pervasive weak-

ness throughout Education and (2) a process was needed to ensure that
all grants are closed out nromntlv after exniration, Qther documentation
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disclosed that during fiscal year 1987, a backlog of about 14,000 expired
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mg out expired grants had been developed, the fiscal year 1987 report

bdlu and LIle IIIII)IEIIlEIlLdLIOIl 01 these recommendations resuited in elim-
inating the backlog.

In February 1989, officials of Grants and Contracts Services (the office
in Education responsible for grant and contract administration) told us
that the 14,000 expired grants had not been closed out. Rather, Educa-
tion officials had decided to remove the official grant folders from Edu-
cation and transfer them to the Federal Records Center. But Education
officials had not taken the steps prescribed by federal regulations (1) to
ensure that required financial reports and program evaluations had
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been submitted and (2) to determine whether grant objectives were
achieved and federal funds should be returned. These officials said that,
in effect, waivers exempting the 14,000 grants from being closed out
had been approved, but, to their knowledge, this waiver decision was
not documented.

According to the fiscal year 1987 report, grant closeout requirements
had been developed and integrated into the design of a new grants and
contracts management system; installation of the closeout function of
the new system was scheduled for December 31, 1987. This internal con-
trol weakness concerning grant closeouts was not mentioned in the fiscal
year 1988 report. Officials in the Grants and Contracts Service told us,
in February 1989, that the new system was not yet fully implemented,
but they hoped that it would be by December 1989.

In commenting on the closeout of the 14,000 grant files in 1987, Educa-
tion defended its actions by stating that since the formation of the
Department, closeouts had assumed a lower priority than making timely
awards to achieve national objectives. Education also explained that
resources were allocated accordingly and, because of staffing con-
straints, a large backlog of files to be closed out resulted. Education
added that when it implemented automation and streamlined the pro-
cess used to handle an increasing volume of grant awards, it also imple-
mented improvements to its payment management system. Education
said the closeout of the 14,000 files, which included the cursory review
of these files and the issuance of waivers for missing reports, was tied to
these changes. This closeout effort, according to Education, allowed the
Department to conduct a massive deobligation of unspent grant funds in
1987, to the benefit of the federal government.

We recognize the large volume of grant review and award activity that
Education faces annually and that various grants management and pay-
ment changes have been implemented to cope with the workload. Educa-
tion officials, however, who work in offices responsible for programs,
grants management, and funding should coordinate the implementation
of these changes. They should ensure that the new systems and policies,
when fully implemented, will lead to more effective administration and
monitoring of the Department’s grant activities and more timely and
efficient actions in closing out grants, as required by federal regulations.
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The school district did not comply with some Education procurement
regulations. Purchases of over $10,000 were not fully documented, and
receipt of contracted services was not properly verified. Education was
unaware of these weaknesses in the school district’s procurement sys-
tem and practices because Education did not review the system before
the grant award.

Education Did Not Review
the District’s Procurement
System

Education officials said they generally do not assist in establishing or
reviewing a grantee’s procurement system, although applicable OMB cir-
culars encourage such actions. OMB circular A-102, attachment O, in
effect at the time of the Magnet School grant, permitted a federal grant
recipient to use its own procurement system provided it was consistent
with Education’s regulations. This circular requires free and open com-
petition and documented justification for purchases in excess of
$10,000.

OMB circular A-102 included requirements for assistance to state and
local governments and encouraged federal agencies to review a grantee’s
procurement system if a (1) continuing relationship with the grantee is
anticipated or (2) substantial amount of the federal assistance is to be
used for procurement.* This review is to (1) determine whether a
grantee’s procurement system meets federal standards and (2) give an
agency an opportunity to provide technical assistance to a grantee if its
procurement system does not fully comply with the federal require-
ments. To the maximum extent feasible, reviewers are to rely on evalua-
tions and analyses done by agencies or organizations independent of the
grantee’s procurement system. We found no evidence that Education
had reviewed the school district’s procurement system and practices,
even though the district’s procurement expenditures appeared to meet
the criteria for federal review.

I"rdcurement Records Did
Not Include Required
Explanations

Our review of procurement records showed that the school district did
not comply with Education regulations specifying that procurement
records for purchases in excess of $10,000 are to include the

4 Attachment O of this OMB circular established standards for the procurement of supplies, equip-
ment, and services for federal assistance programs. These standards are designed to ensure that sup-
plies, equipment, and services are obtained efficiently, economically, and in compliance with
provisions of applicable federal laws and executive orders. On March 3, 1988, this circular was
revised.
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basis for contractor selection,

- justification for lack of competition when competitive bids or offers are

not obtained, and
basis for award cost or price.

For review, we selected procurement records for six equipment
purchases of over $10,000 each, which totaled $671,985—61 percent of
all equipment purchases under the Magnet School grant. We were unable
to review three of the purchases because the district could not locate
such key documents as the proposals submitted by competing bidders.
The procurement records for the other three purchases were more com-
plete with requisitions, bidders’ proposals, bid summaries, and purchase
orders. The procurement records for these three purchases, however,
did not include certain information required by Education regulations.

The first equipment purchase, totaling $300,288, was for hardware and
software to equip a computer-aided design laboratory. The district
issued a request for proposal with 23 individual line items to bidders,
but it did not require or direct bidders to bid on all line items. The
request stated that the district reserved the right to make awards by
line item or to the lowest total bidder. The district awarded the purchase
to a bidder who submitted prices on all 23 line items. Other bidders,
however, with proposals bidding on some, but not all, of the line items,
submitted prices for individual line items that were lower than those
proposed by the bidder receiving the purchase award. For example, the
bidder that won the award made a bid of $112,890 for 26 personal com-
puters. The bids from three other bidders were lower—$93,626,
$104,780, and $104,000. The procurement records for this purchase did
not explain the basis for the bidder selection.

The second equipment purchase, totaling $56,794, was for hardware
and software to equip a computer-aided graphics laboratory. The
request for proposal stated that bidders could quote prices on the brand
specified or an equal brand, stating brand and specifications. Two bid-
ders submitted prices of $39,990 and $56,794, with the award going to
the highest bidder. The bidder that won the award proposed using the
specified brand; the other bidder proposed a brand it claimed was more
powerful than the specified brand. The records for this purchase did not
explain the basis for the bidder selection.

The third equipment purchase, totaling $98,352, was for nine electronic

work stations to equip an electronic job preparation laboratory. The
request for proposal included a requirement that the equipment must be
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compatible with the equipment at another school. The bidder that won
the award was the only bidder. Three other firms returned the requests
with no bids. The records for this equipment purchase did not include an
explanation of the basis of the award price.

Contracted Services Not
Documented by Actual
Expense Records

The school district paid for contract services without reviewing the con-
tractor’s actual expenditures, even though both parties had agreed
actual expenditures would be documented and form the basis for pay-
ment. The district’s action was contrary to Education regulations that
require grantees to ensure that each contractor conforms to contract
terms, conditions, and specifications.

The school district entered into an agreement with a local university to
provide services for the law and public service magnet school. The ser-
vices included

providing students access to libraries, computer facilities, faculty and
staff expertise, assemblies, special events, and joint program classes;
and

working with teachers to review, update, or create new curriculum units
for all courses.

Under this agreement, the district paid the university $90,000 for ser-
vices during the first grant year and $46,844 during the second. For
each year, the school district and the university agreed on the estimated
costs to be incurred under the agreement. Those for the first year are
shown in table 3.2; a similar agreement was made for the second year.

The agreement for both years stated that the school district would pay
the university’s expenses each month (up to $90,000 for the first year
and $46,844 for the second year) on receipt of an invoice setting forth
the activities the contractor carried out under the agreement and the
costs. The district paid the university for the activities on the basis of
invoices that showed no information on actual expenses incurred.
Instead, the invoices were based on a monthly prorating of the total
agreement amount; for example, the July 1986 billing was for $7,500,
one-twelfth of the maximum agreement amount of $90,000.

Education officials said that a copy of Education’s regulations—includ-
ing procurement standards—is sent to each grantee. The officials expect
each grantee to establish and follow a sound, responsible procurement
system; they do not generally review grantees’ procurement systems
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before grant fund awards or procurement activities during grant
projects. In addition, they expect grantees to follow federal procurement
regulations and notify Education’s procurement officials if questions or
problems arise.

Table 3.2: Estimated Costs Under

University Agreement (Oct. 1, 1985-Sept.

30, 1986)

Percent of salary Estimated
Employee charged to contract salary costs
A 35 $15,875
B 18 7,938
C 33 7,937
D 86 18,000
E , 86 18,000
Subtotal 67,750
Fringe benefits® 15,583
Subtotal 83,333
Indirect costs® 6,667
Total $90,000

2Fringe benefits were 23 percent of $67,750.

bindirect costs were 8 percent of $83,333.

Audit Reports Disclosed
Procurement Weaknesses

The school district’s internal audit reports indicated that its procure-
ment system needed improvement. Although the reports did not include
reviews of the Magnet School grant, they did include some of the same
procurement weaknesses that we found. For example, a June 1985 inter-
nal audit report stated that several studies of purchasing carried out by
both outside consultants and school district management disclosed
weaknesses, but resulted in little follow-up action. Moreover, a January
1987 follow-up report stated that actions taken since the June 1985
report often did not comply with or respond to the recommendations.

The most recent internal audit report on purchasing, issued in May
1988, covered purchases that occurred during the second year of the
Magnet School grant. This report included findings similar to ours, for
example:

Purchases of materials or services for federally funded programs or
activities appeared to be technically not in compliance with federal pro-
curement standards on purchases of $10,000 or more.

Sometimes the school district did not consider a contract proposal
because it was termed ‘‘incomplete.” It appeared the district, however,
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categorized a proposal as incomplete when a bidder chose not to bid on
all items. Often a bidder with an incomplete proposal had the lowest bid
on the items quoted, but was not awarded any of the purchases.
Specifications in the district requests for proposals were so restrictive
that they tended to eliminate or reduce competitive bidding.

The May 1988 report discussed several recommendations, including the
following: the school district purchasing division should acquire copies
of the federal procurement regulations and distribute them to all
purchasing personnel working on federally funded programs. These reg-
ulations were not obtained by the school district until we provided them
during our review in September 1988.

_
Conclusions

Education’s lack of oversight and the Cleveland School District’s non-
compliance with federal grant regulations contributed to the cash man-
agement and procurement problems we observed during our review. The
district accumulated excessive federal cash balances and retained them
for long periods, did not submit financial reports, and used a procure-
ment system that did not satisfy documentation standards promulgated
by Education.

The school district used $1,553,000 of carryover ESAA funds for other
Education grant programs without requesting approval from Education.
These funds should have been returned to Education when authoriza-
tion for EsaA expired in 1982. Among other uses, the district transferred
$825,000 of these funds to its Magnet School program. This in turn con-
tributed to the accumulation of excess cash during the 2-year program.

Federal regulations provide that cash advances be requested by grant
recipients at regular intervals only to meet current needs. The school
district was permitted to receive large cash advances, however, even
though funds were not needed to pay immediate bills. Excessive cash
advances cost the federal government interest; in addition, the school
district earned interest on Education’s cash advances that was not
reported and returned, as required.

The district did not follow standard grant conditions concerning the
obligation and expenditure of Magnet School funds awarded for school
years 1985-86 and 1986-87, in that it obligated the $1.4 million autho-
rized for the first grant year during the second grant year. If correct
financial status reports had been submitted as required and effective
monitoring had taken place, Education officials could have known about
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the improper obligation and the resultant violations might have been
detected earlier.

In our limited review of the district’s procurement system and practices,
we noted that Education procurement regulations were not satisfied in
that (1) the official contract records did not contain all required docu-
ments, for example, the basis for contractor selection and award price;
(2) written justification explaining why low bidders were not awarded
competitive contracts was not provided; and (3) expense records to sup-
port contract costs were not maintained.

During the 1980s, the school district received from Education categori-
cal grants totaling millions of dollars annually. From discussions with
district officials and documents obtained from them, we concluded that
district policies and practices discussed in this report applied to other
1978-88 Education grants received by the Cleveland School District.
Therefore, similar weaknesses and shortcomings probably would be
found in these other grant programs.

Finally, our review indicates that there are systemic problems in the
way Education manages its grant programs. The fiscal year 1987 report
on the Internal Controls Program in Education (1) identified monitoring
grant compliance and grant closeouts as weaknesses and (2) said that
corrective actions had been taken. Education, however, prematurely
deleted these issues from the weaknesses list; based on what we learned
during this review, monitoring grant compliance and grant closeouts are
still weaknesses in Education.

0
Recommendations

We recommend that the Secretary of Education direct the Cleveland
School District to

return the $1,5563,000 of ESAA funds that remained in its accounts when
the authorization for ESAA expired in 1982 and

review its procurement system to assure compliance with federal pro-
curement regulations.

We also recommend that the Secretary of Education work with school
district officials to determine the amounts of interest earned on exces-
sive cash balances from federal grant programs over the years, which
should be returned to Education.
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Agency Comments

To determine whether Education’s grant management weaknesses seen
in Cleveland’s Magnet School program grants are prevalent in other
grant programs and other school districts, we recommend that 0IG
review Education’s grant administration policies and practices, espe-
cially relating to cash management and grant closeouts.

The Department of Education in its comments did not disagree that the
Cleveland School District had received cash advances of $1,5653,000
under EsaA that had not been expended for ESAA activities. Nor did it
deny that this amount had been transferred, without proper authoriza-
tion from Education officials, to other Education grant accounts. Educa-
tion, however, stated that the Secretary is barred from recovering this
$1,653,00 by 20 U.S.C. 1234a (k) because the violation—not returning
the unspent EsaA funds to Education—occurred more than 5 years ago.

Education is incorrect. The statute it refers to, 20 U.S.C. 1234a (k), bars
the Secretary from recovering funds under the following circumstances:
if the funds have been ‘‘expended in a manner not authorized by law”
(underline ours) more than 5 years before the recipient received written
notice of a preliminary Education decision that the recipient is liable for
such funds. Thus, the critical event is not the district’s failure to return
the cash, as Education contends. Rather, it is the expenditure of those
funds. We, therefore, believe that our recommendation is valid because
the $1,56563,000 in question, although incorrectly retained by Cleveland
in 1980 and 1982, was not expended until fiscal years 1986 and 1987.

The Cleveland School District, in its comments on this recommendation,
acknowledged that the $1,5653,000 remaining from ESAA had been trans-
ferred to three other grant program accounts. School district officials
argued, however, that one of these transfers was proper because the
school district had obtained approval from the Ohio department of edu-
cation. District officials also stated, however, that authorization had not
been sought or obtained from Department of Education officials, as
required. In addition, district officials said, the other two transfers of
funds were for properly approved grants and subsequent grant amounts
were reduced to recognize the transfers. Our review of Education
records, however, found that Education had not made such subsequent
reductions in grant awards.

The Department of Education agreed that the Cleveland School District
should review its procurement system to ensure compliance with federal
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procurement regulations. The procurement weaknesses we had identi-
fied, said Education officials, will be considered before awarding future
grants to the district. Education also agreed with our recommendation
that interest earned by the Cleveland School District on cash advances
for Education grant programs should be returned to the Department.
Education agreed to explore the possibility of recovering these funds
from the district.

Concerning our recommendation that 0IG review the Department’s poli-
cies and practices for grants, especially relating to cash management
and closing out grants, Education stated that such actions have already
been planned. It said that 01G’s audit work plan for fiscal years 1989 and
1990 included an audit of Education’s closeout procedures for grants
and contracts. In addition, Education stated that 0IG plans to conduct a
survey to follow up on the deficiencies we identified concerning the
Department’s administration of and monitoring activities for the Magnet
Schools Assistance Program.

In addition to responding to our recommendations, Education com-
mented that additional actions are planned to correct other recognized
grants management weaknesses. These include (1) plans within the
Office of Elementary and Secondary Education for on-site monitoring of
over half of the new fiscal year 1989 Magnet School grants; (2) the issu-
ance of new Department directives and procedures; (3) automation of
grants’ monitoring systems; (4) revamping Education’s payment sys-
tems; and (5) plans to provide more comprehensive close-out procedures
under which grant funds will be automatically deobligated at the end
date of each grant. Education stated that the automated closing feature
is scheduled to be implemented during its September 30, 1989, reporting
cycle.
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UNITED STATES DEPARTMENT OF EDUCATION

OFFICE OF THE ASSISTANT SECRETARY
FOR ELEMENTARY AND SECONDARY EDUCATION

J 18 b

Mr. Lawrence H. Thompson

Assistant Comptrollexr General

United States General Accounting Office
Washington, D.C. 20548

Dear Mr. Thompson:

The Secretary has asked that I respond to your request for our
comments on your draft report, "Desegregation Activities:
administration of Education Grant Funds at the Cleveland School
District" (GAO/HRD-89-83).

The draft report has been reviewed by various offices of the
Department of Education (ED) and this letter reflects our

‘ collective responses. I will begin by responding to each of
Now oh pp. 37-38. the recommendations you have provided on page 56 of your draft
report. Following these responses, I will share with you some
additional comments regarding material contained in your draft
report.

1. Return of $1,553,0800 of Emergency School Aid Act Funds

You recommended that the Secretary direct the Cleveland School
District to return $1,553,000 of Emergency School Aid Act
(ESAA) funds that remained in its accounts when the authoriza-
tion for ESAA expired in 1982. The Secretary is barred from
recovering this $1,553,000 of ESAA money because the violation
' -- that is, not returning the ESAA funds -- occurred more than
five years ago (20 U.S.C. 1234a(k)). This should be noted in
the report.

2. Review of the Cleveland School District's Procurement

System

You recommended that the Secretary direct the Cleveland School
District to review its procurement system to assure compliance
with federal procurement regulations. We concur in your
recommendation that Cleveland review its procurement system.
In addition, Education Department General Administrative
Regulations permit the Secretary to consider "any other
information relevant to a criterion, priority, or other
requirement that applies to the selection of applications for
new grants, including information concerning the applicant's
use of funds under a previous award under the same Federal
program." (See, 34 C.F.R., 75.217(d) (3).) The weaknesses GAQ
has identified will be considered before awarding future grants
to the Cleveland School District.

400 MARYLAND AVE., SW. WASHINGTON, D.C. 20202
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You also cite ED for not conducting reviews of grantees'
procurement systems prior to making awards. In accepting a
grant award, a grantee agrees to adhere to ED's procurement
regulations (34 C.F.R. Part 74, Subpart P - applicable during
the audited period) and is responsible for conducting appropri-
ate reviews of its procurement system to maintain compliance
with ED's procurement regulations. Although Office of
Management and Budget (OMB) Circular A-102 encourages federal
agencies to conduct pre-award reviews of such systems, the
Circular does not require such reviews. Generally, ED does not
conduct pre-award reviews because it makes approximately

4,000 new awards annually and does not have the resources
necessary for such reviews. Therefore, we must rely on audits
such as this one to identify weaknesses in a grantee's procure-
ment system.

3. Interest Earned by Cleveland

You recommended that the Secretary work with Cleveland School
District officials to determine the amounts of interest earned
over the years on excessive cash balances from federal grant
programs, that Cleveland should return to ED. In this context,
you have indicated that interest earned by the school district
on federal funds is required to be remitted by federal regula-
tions. We concur with this recommendation and will explore the
possibility of recovering these amounts.

4. Review of Grants Administration Policies and Practices by
the ED Office of the Inspector General

You have recommended that the Office of the Inspector General
(0IG) in ED review ED's grants administration policies and
practices, especially those related to cash management and
grant closeout, to determine whether ED's grants management
weaknesses concerning Cleveland's magnet schools program
grants are prevalent in other grant programs and in other
school districts. An audit of ED's closeocut procedures for
grants and contracts is included in the audit workplan of the
OIG for fiscal years 1989 and 199¢. The work is scheduled to
begin in June of 1989 and will include determining whether
controls are adequate to assure the receipt of final products,
the recovery of government-owned grantee/contractor held
property, and the prevention of unauthorized cost overruns.
The audit will also evaluate the timeliness of closeout
procedures to preclude unauthorized use of unexpended funds.
In addition, the 0IG is planning to conduct survey work to
follow up on the deficiencies identified in monitoring and
administration of the Magnet Schools Assistance Program.
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5. Other Comments

The report indicates that Cleveland retained $197,000 of FY
1987 Magnet Schools funds that, under ED administrative
regulations, should have been returned to ED. This finding has
been resolved. A reconciliation of the Cleveland account was
performed in December 1988, which identified-excess cash. A
letter was forwarded to Cleveland on January 11, 1989, advising
the school district ¢of their cash position with ED and that
they should review their records for any discrepancies with our
balances. A response was received in February 1989 from
Cleveland which required reinstatement of a grant and revised
expenditures. In addition, a check for $200,000 was received
as a result of the reconciliation. The audit report should
note that Cleveland has returned the excess funds to ED.

The report aiso cites a variety of instances where allegedly ED
did not properly oversee Cleveland's use of ED funds. For
example, the report finds that if Cleveland had submitted
financial reports on time and if those reports had shown correct
financial information, it would have shown that the district
had excess funds. In fact, these reports were neither accurate
nor timely. The ED Payment Management System (ED/PMS), which
meets OMB requirements for a grants payment system, depends on
correctly reported expenditures by grantees. Failure to submit
accurate information on the part of grantees cannot be
prevented by ED/PMS. Those problems, as well as others, are
generally discovered through Single Audit Act audits, special
OIG audits, and other special reviews. In addition, as
explained above, ED's financial records on Cleveland are now
current.

The report makes mention of ED's Internal Controls program
under the Federal Manager's Financial Integrity Act for 1987
and 1988 which includes discussion of four internal weaknesses
concerning grants management. In terms of grant monitoring,
GAO recognizes the changes in internal directives which have
been made and suggests that more follow-up be pursued. ED has
recognized these weaknesses and taken several corrective actions,
including plans within the Office of Elementary and Secondary
Education for the on-site monitoring of over half of the new
Magnet Schools grants made in FY 1989; new Departmental
directives and procedures; automation of grants monitoring
systems; overhaul of payment systems; and plans to provide more
comprehensive close-out procedures which will automatically
deobligate funds on grants when the end date of the grant has
been reached. This feature will assure that funding does not
remain available to grantees past the end date of a grant.
Automated closing is scheduled for the September 30, 1989
reporting cycle. These plans and improvements should be noted
in the report.
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The report states that, in closing out some 14,000 grant files,
ED had not taken steps to insure that required financial
reports and program evaluations had been submitted, and that ED
had not determined whether grant objectives were achieved and
federal funds should be returned. Since the formation of ED,
close-outs assumed a lower priority than making timely awards
to achieve national objectives. Resources were allocated
accordingly, and due to staffing constraints, a large backlog
of files to be closed out resulted. ED implemented automation
and streamlined the process used to handle an increasing volume
of grant awards within ED. Included in these changes was the
implementation of improvements in ED's payment management
system. The close out of these 14,0080 files, which included
the cursory review of these files and the filing of waivers for
missing reports, was tied to these changes. This effort
allowed ED to conduct a massive de-obligation of unspent grant
funds in 1987 to the benefit of the Federal govermment. The
final report should explain the circumstances surrounding the
close~-out procedure and note that files were reviewed, waivers
were filed, and unspent grant funds were de-obligated in 1987.

Thank you for the opportunity to comment. I and members of my
staff are prepared to respond, if you or your representatives
have any questions. Furthermore, the information provided in
your report will assist ED in ensuring that any future grants
to Cleveland are properly used.

Sincerely,

Acting Assistant Secretary
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“Providing Educational Opportunities for Success”

LEVE

1380 EAST SIXTH STREET - CLEVELAND, OHIO 44114 «+ TELEPHONE 574-8000 ALFRED D. TUTELA
Superintendent

PAUL YACOBIAN
Treasurer

May 25, 1989

Mr. Larry Horinko, Assistant Director
Congressional Report Group

General Accounting Office

Room 6733, GAC Building

441 G Street N.W.

Washington, D.C. 20548

Dear Mr. Horinko:

we must disagree with the GAO recommendation contained on

Now on p. 5. page 10 of the draft report entitled Desedregation
Cleveland School District.
This recommendation is "...return the $1,553,000 of the ESAA

funds that remained in the accounts when the authorization
for ESAA expired in 1982".

We disagree with the recommendation for the following
reasons:

1. In the calendar years 1978 through 1982, we
received grants totalling $27.7 million. All the
funds were expended "by the book" except for tLhe
handling of the $1,553,000 referred to above.
This $1,553,000 was transferred as follows:

A. $442,000 to Emergency Emigrant Education
Program, an ECIA Chapter 2 Fund. The law
allows this carryover and the transfer of
this carryover was properly approved by the
State of Ohio Department of Education.
Documentation was avallable during the audit.

B. $286,000 to Elementary and Secondary
Bilingual Education Programs. These programs
(G-008302647) were authorized for $357,400
and the transfer provided the initial
funding.
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C. $825,000 to the Magnet School Grant
(G-008520208). This two year program was
authorized for $2.,755,000 and the $825,000
provided the initial funding.

If we are forced to return the $1,553,000 as recommended in
the draft report, then we should be allowed to submit a
request for reimbursement for items B and C.

Item A was properly approved, therefore the concern should
be addressed to the Ohio Department of Education. On items
B and C, the transfer provided the initial funding only for
the properly approved grants and the grant amounts were
reduced by this initial funding. This latter point is
germane to the issue.

We have also opened up dialogue with the Federal Department
of Education concerning our disagreement with the
recommendation and are working towards resolvement.
Accordingly, we request, as offerred in your May 11, 1989
phone conversation and reaffirmed in our phone conversation
of May 19, 1989, that you strike this recommendation from
the GAO final report.

Very truly yours,

Paul Yacobian
Treasurer

PY:pjr
CC: Alfred D, Tutela

Richard P. Nielson
Theodore R. Kowalski
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Human Resour ges Larry Horinko, Assistant Director ,
Division, Washington, Greta M. Tate, Evaluator
D'C'

: : : Charles R. Coughenour, Evaluator-in-Charge
Detroit Reglona‘l Offlce Myron M. Stupsker, Evaluator
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