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Honorable Elihu Harris, Chairman

Members, Joint Legislative
Audit Committee

State Capitol, Room 2148

Sacramento, California 95814

Dear Mr. Chairman and Members:

We were asked to review the Oakland Unified School District’s
management and financial operations for fiscal years 1987-88 and
1988-89 as well as its budget projections for fiscal year 1989-90. Our
review revealed that the district continues to have financial
difficulties. The district ended fiscal year 1987-88 with a general
fund balance of $452,318, and its unaudited actual general fund balance
at June 30, 1989, was approximately $1.8 million. We project that the
district will have a general fund deficit of approximately $2.6 million
by June 30, 1990.

The district has analyzed two external financing alternatives to
alleviate its financial difficulties: obtaining a state loan and
issuing certificates of participation. We found that the costs
associated with a state loan, which dinclude the cost of a
State-appointed trustee, are slightly greater than the costs for an
issue of certificates of participation that would yield equivalent
proceeds. However, Assembly Bill 2525, which 1is currently being
considered by the Legislature, would require a State-appointed trustee
whether or not the district accepts a state loan. If the bill is
passed, the least expensive financing option would be a state loan.
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The district’s board of education is opposed to a State-appointed
trustee and 1is considering issuing certificates of participation that
would yield $20 million. The district plans to use the proceeds from
the certificates to establish cash reserves by designating portions of
its general fund balance for uncertainties and future uses. However,
without implementing a comprehensive plan to reduce its expenditures,
increase its vrevenue, or both, the district will not improve its
overall financial condition by obtaining a state loan or by issuing
certificates of participation. In fact, the district may not be able
to repay either of these financing options without reducing its general
fund balance.

Background

The Oakland Unified School District (district) is administered by a
superintendent 1in accordance with policies approved by the district’s
seven-member board of education (board). The board members, elected
officials serving staggered four-year terms, appoint the
superintendent, who is responsible for preparing and submitting to the
board a budget for each fiscal year. Since December 1988, an interim
superintendent has directed the district’s operations.

During the 1988-89 school year, the district was the sixth largest in
California, with an average daily attendance of approximately 53,000
pupils. For the 1988-89 school year, it operated 59 elementary
schools, 16 middle and Jjunior high schools, and 11 senior high and

vocational education schools. The district also maintained 20 child
development centers, 4 opportunity schools and centers for redirection,
and 4 adult education schools. The district currently employs

approximately 6,900 people. In fiscal year 1988-89, the district had a
general fund operating budget of approximately $206 million.

The Alameda County superintendent of schools (county superintendent)
reviews and approves the district’s final budget each year. The county
superintendent also reviews and approves the district’s disbursements
and deposits the majority of the district’s receipts with the Alameda
County Treasurer’s Office. The Alameda County Treasurer’s Office acts
as a banker for the district, disbursing cash for outstanding warrants
and investing any surplus funds in interest-bearing accounts.
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The district has experienced financial difficulties for a number of
years. In May 1986, we reported that the district’s budgeted
expenditures exceeded its anticipated revenues for fiscal year
1985-86. At that time we did not recommend that the district obtain an
emergency loan from the State because it had sufficient cash balances
to meet its existing needs. However, we reported that, unless the
district received additional revenue or substantially reduced its
expenditures, it would have general fund deficits in fiscal years
1986-87 and 1987-88. We identified similar problems in the district in
March  1987. The district’s actual general fund balances at
June 30, 1986, 1987, and 1988, were approximately $4.9 million,
.$4.4 million, and $452,000, respectively.

In August 1986, the district issued approximately $58 million in
certificates of participation. The district intended to use the
certificates to finance capital improvements, equipment, and deferred
maintenance. The agreement for the certificates provided that a
nonprofit corporation would hold title to the improvements and would
then Tlease the improvements to the district. However, the district did
not make all of the intended improvements, so the majority of the
proceeds were held in a bank, enabling the district to earn interest
that was higher than the interest it had to pay on the certificates.
We estimate that the district will receive a net interest gain of
$607,000 by the time all of the certificates are retired.

- In March 1989, the Deloitte Haskins & Sells (DH&S) accounting firm

reported to the county superintendent that the district continues to
experience financial difficulties. The report stated that the district
could end fiscal year 1988-89 with a general fund deficit of up to
$5.2 million. The report also predicted that at the end of fiscal
year 1989-90, the district may have insufficient cash to meet its
obligations and may have a general fund balance deficit of up to
$12 million.

On April 20, 1989, Assemblyman Elihu Harris introduced Assembly
Bill 2525 (AB 2525), which would provide a $10 million emergency loan
to the district. This bill would also require the State’s
superintendent of public instruction to appoint a trustee to monitor
and review the district’s operations, whether or not the district
chooses to accept the emergency loan. In an attempt to alleviate its
financial difficulties, as an alternative to accepting a state loan and
a State-appointed trustee, the district is considering 1issuing
additional certificates of participation that would yield proceeds of

$20 million.
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Scope and Methodology

The purpose of our audit was to review the management and financial
operations of the district for fiscal years 1987-88 and 1988-89 as well
as the district’s budget projections for fiscal year 1989-90. This
report, the first on the results of our review, shows the district’s
general fund balance for fiscal year 1987-88, its estimated general
fund balance for fiscal year 1988-89, and its projected general fund
balance for fiscal year 1989-90. This report also compares the cost of
a state loan with the cost of an issue of certificates of participation
that would yield equivalent proceeds. Finally, this report compares
the effect of a state loan and of the certificates on the district’s
financial condition. We will continue to review the district’s
management and financial operations and report the results at a later
time.

We reviewed the district’s audited financial statements for fiscal year
1987-88; the DH&S March 1989 report and the related working papers
regarding the district’s financial status; the district’s first and
second interim reports for fiscal year 1988-89; the district’s
unaudited actual financial report for fiscal year 1988-89, dated
August 8, 1989; and the district’s tentative budget for fiscal year
1989-90. We also reviewed a Tletter from the district’s external
auditor that responded to the DH&S report.

We reviewed the district’s unaudited actual general fund balance for
reasonableness, and we compared it to the district’s estimated general
fund balance at June 30, 1989. Next, we projected the district’s
balance for June 30, 1990. To be consistent with the district’s
external auditor, we combined the general fund with the self-insurance
fund, which 1is used to account for monies designated for losses and
payments on district property, for self-insurance programs, and for
noninsured perils.

Further, we analyzed and compared the costs to the district of two
financing alternatives available to the district: a state loan and an
issue of certificates of participation. We also analyzed and compared
the repayment schedules of the two financing options. Finally, we
compared the effect that a state loan and the certificates would have
on the district’s overall financial condition.

During the audit, we contacted staff at the State Department of
Education, the State Controller’s Office, the Office of Local
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Assistance at the State Department of General Services, the Alameda
County Office of Education, and the district’s office. We also
contacted staff at other districts that have encountered financial
difficulties in the past few years.

Because the procedures cited above were not sufficient to constitute an
examination of the financial statements made in accordance with
generally accepted auditing standards, we do not express an opinion on
any of the financial statements referred to in this report.

The District Continues To
Have Financial Difficulties

The district ended fiscal year 1987-88 with a balance of $452,318 in
its general fund. However, the district’s unaudited financial report
dated June 28, 1989, showed that the district had spent more than it
received in fiscal year 1988-89, resulting in an estimated zero general
fund balance at June 30, 1989. On August 8, 1989, the district
provided us with its final unaudited financial report for fiscal year
1988-89. This report showed that the district had a balance of
approximately $1.8 million in its general fund at June 30, 1989. We
reviewed the revenue and expenditure amounts shown in this revised
report and determined that the district’s representation of its general
fund balance at June 30, 1989, appeared reasonable.

In its tentative fiscal year 1989-90 budget dated June 28, 1989, the
district projected a $44 million general fund balance at
June 30, 1990. This projection is based on the assumption that the
district will issue certificates of participation that will yield
proceeds of $20 million and that, in its restricted programs, revenue
and other sources will exceed expenditures and other uses by
$21.967 million. We reviewed the district’s revenue and expenditure
projections for the 1989-90 fiscal year and project that the district
will have a general fund deficit of approximately $2.6 million by
June 30, 1990.

Table 1 presents the district’s actual general fund balance as of
June 30, 1988 (as determined by the district’s external auditor); the
district’s estimate of the general fund balance as of June 30, 1989;
the district’s unaudited actual general fund balance as of
June 30, 1989; and both the district’s and the auditor general’s
projection of the district’s general fund balance as of June 30, 1990.
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TABLE 1
OAKLAND UNIFIED SCHOOL DISTRICT
ACTUAL, ESTIMATED, AND PROJECTED GENERAL FUND BALANCE
FOR THE YEARS ENDING JUNE 30, 1988, 1989, 13930
(IN THOUSANDS)
1988 1989 1930
District Unaudited District
Estimate Actual Projection Auditor General
Audited as of as of Increase as of
Actual 6-28-89 8-8-89 (Decrease) 6-28-89 Adjustment Projection
Revenues
Revenue limit $133,803 $137,364 $136,021 $(1,343) $147,177 $147,177
Federal revenue 14,070 15,627 14,357 (1,270) 15,082 15,082
Other state revenue 43,637 51,008 53,083 2,075 43,862 $ 2,900 46,762
Other local revenue 1,765 1,312 1,990 678 22,252 (21,600) 652
Prior year revenue
adjustments 21
Total Revenues 193,236 205,311 205,451 140 228,383 (18,700) 209,683
Expenditures
Certificated salaries 98,189 105,732 104,762 (970) 85,266 11,099 106,365
Classified salaries 33,977 34,552 34,885 343 27,471 8,820 36,291
Employee benefits 36,004 - 37,988 36,726 (1,262) 32,924 5,344 38,268
Books and supplies 6,569 8,130 6,418 (1,712) 5,086 2,039 7,125
Contracted services 16,538 18,110 16,956 (1,154) 17,807 1,603 19,410
Other operating expenses 1,516 1,466 (50)
Capital outlay 2,790 2,013 1,595 (418) 802 1,264 2,066
Other outgo 2,430 1,658 (536) 1,122
Direct support and i
indirect costs (2,243) 2,000 243 (2,692) 2,692
Prior year expenditures 93
Total Expenditures 196,530 205,798 200,818 (4,980) 178,322 32,325 210,647
Other Financing Sources
(Uses)
Other financing sources 3,331 (3,331)
Transfers in 1,413 253 253
Transfers out (2,094) (3,296) (3,560) (264) (6,191) 2,821 (3,370)
Total Other Financing
Sources (Uses) (681) 35 (3,307) (3,342) (6,191) 2,821 (3,370)
Excess of revenues and other
sources over (under)
expenditures and other uses =~ (3,975) (452) 1,326 1,778 43,870 (48,204) (4,334)
Fund Balance, Beginning of
Year - 4,427 452 452 0 200 1,578 1,778
Fund Balance, End of Year $ 452 $ 0 $ 1,778 $ 1,778 $ 44,070 $(46,626) $ (2,556)
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Differences Between the District’s Estimate
of the June 30, 1989, Fund Balance
and the Unaudited Actual Balance

Revenues Increased by $140,000. The district’s revenue estimate as of
June 28, 1989, was overstated. However, the June estimate does not
include approximately $3.6 million in other state revenue that the
district did not become aware of until after June 28, 1989. Therefore,
the district’s total unaudited actual revenue on August 8, 1989,
including the additional $3.6 million, increased by only $140,000 over
its June estimate.

The additional revenue of $3.6 million includes $2.7 million of revenue
from Proposition 98, which was passed by the California voters in
November 1988 and requires the State to distribute any tax revenue in
excess of its appropriations to public schools and community colleges
rather than return it to taxpayers. The district was notified by the
State Department of Education (SDE) on July 28, 1989, that the
district’s  share of the State’s 1988-89 fiscal year excess revenues is
$2.7 million. This should be considered one-time revenue to the
district, since the district can not be assured that the State will
have excess revenues each year.

The remaining $900,000 in other state revenue that was not included in
the district’s estimate at June 28, 1989, represents the district’s
revised estimate of the lottery revenue it will receive for fiscal year
1988-89. On June 30, 1989, the SDE notified the district of the total
lottery revenue that the district could expect for fiscal year
1988-89. This estimated total is approximately $900,000 above the
district’s estimate in its financial report dated June 28, 1989.

Expenditures Decreased b 4.980 Million. The district’s actual
expenditures for fiscal year 1988-89 were approximately $5.0 million
less than its estimated expenditures on June 28, 1989. Certificated
salaries, employee benefits, books and supplies, and contracted
services were the main categories that were overestimated.

Other Financing Sources Decreased by $3.331 Million. The district’s
estimate of its general fund balance at June 30, 1989, included
$3.331 million 1in other financing sources from an advance for the
Voluntary Integration Program (VIP). The VIP is a State-funded program
designed to remedy the harmful effects of racial segregation. The
district submitted a VIP plan to the State Controller’s Office (SCO)
for its approval in July 1988. The major component of this plan was a
program to reduce class size in the district’s racially isolated
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schools by hiring 202 new teachers. The SCO provisionally approved the
district’s plan after it made several adjustments, and it advanced
$5.7 million to the district to implement the plan.

The SCO visited the district in May 1989 to determine what costs the
district had incurred for the VIP and which of these costs would be
reimbursable by the State. The reviewers determined that the district
had not fully implemented its VIP plan and had hired only 30 new
teachers instead of 202. The reviewers estimated that the district
probably had only $1.2 million in allowable expenditures. However, the
district has until November 1989 to submit a claim for reimbursement to
the SCO identifying all the district’s expenditures for VIP. At that
time, the SCO will audit the district’s claim to determine the actual
amount of reimbursable expenditures. If the district does not have
$5.7 million of allowable expenditures, it will have to return the
portion of the initial advance that is not allowable.

However, the district has not yet decided whether it will submit a
claim for VIP reimbursement for fiscal year 1988-89. Because fiscal
year 1988-89 was the first year that the district implemented a VIP, it
would be considered the district’s "base year" if a claim is
submitted. That is, the amount of state reimbursement in each
subsequent year would be Timited by the amount spent in fiscal year
1988-89. Since the allowable expenditures for fiscal year 1988-89 will
probably be only $1.2 million, the district’s claim for this year would
1imit its reimbursement for VIP funds in future years.

The district included approximately $3.331 million from the VIP advance
in its wunaudited financial report for fiscal year 1988-89 dated
June 28, 1989. This amount represents the portion of the $5.7 million
VIP advance that the district needed to avoid a general fund deficit.
Based on the SCO field visit discussed above, we believe that the most
reasonable estimate of allowable VIP expenditures is approximately
$1.2 million. If $1.2 million, rather than $3.331 million, of
recognizable VIP revenue had been included in the district’s estimate
as of June 28, 1989, the district/’s estimate would have shown a
$2.1 million general fund deficit at June 30, 1989. However, if the
district decides not to file a VIP claim for fiscal year 1988-89, it
will not be able to recognize any of the $5.7 million VIP advance. If
no VIP revenue had been recognized in the district’s June 28, 1989,
estimate, the general fund balance would have been reduced by
$3.331 million, vresulting in an estimated deficit of approximately
$3.331 million at June 30.
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The district’s actual wunaudited general fund balance for fiscal year
1988-89, as of August 8, 1989, does not include any of the $5.7 million
advance from the VIP in its other financing sources. However, if the
district does decide to submit a claim for the VIP, the district would
probably have an additional $1.2 million of recognizable revenue for
fiscal year 1988-89.

Differences Between the District’s Projection
of the June 30, 1990, Fund Balance
and the Auditor General’s Projection

Revenue Decreased by $18.700 Million. The district’s tentative budget
includes $20 million in revenue from the proposed issue of certificates
of participation. However, the board has not yet approved this issue,
and the county superintendent informed the district that he will not
approve a final budget that uses certificates to fund the district’s
operating costs. Our review of certificates of participation revealed
that they are traditionally used to finance capital projects or to

purchase equipment. We are aware of only one other California school
district that recently issued certificates of participation to avoid a
general fund deficit. For these reasons, we reduced the district’s

revenue by $20 million.

In addition, the district’s budget dincludes $1.6 million in revenue
from the proceeds of the anticipated sale of one of the district’s
surplus properties. However, this sale has not been completed. Even
if it is completed, Section 39363 of the California Education Code
prohibits the district from depositing revenue from the sale of surplus
property in the general fund and using it for operations without the
approval of the State Allocation Board. This approval is granted only
under certain circumstances. Therefore, we reduced the district’s
revenue by $1.6 million.

Further, we believe the district underestimated its other state
revenues for fiscal year 1989-90 because it did not include prior year
carryovers. Therefore, we increased the district’s projection of other
state revenues by $2.900 million.



