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I. INTRODUCTION

Each year, every school district in
California is required to conduct an audit of
all funds to ensure that the district is meeting
State requirements.' Intended to “encourage
sound fiscal management . . . by strengthening
fiscal accountability at the district, county and
state levels,”” these audits can result in
requiring thousands or millions of dollars to
be repaid to the State. However, a statutory
procedure exists whereby districts can seek
reductions or eliminations of audit findings
and their associated repayments.

The Education Audit Appeals Panel (the
Panel) was created in 1999.” Consisting of
three members,” it is charged with deciding
appeals of audit findings.” In addition to the
authority to overturn findings based on errors
of law or fact’ and approve settlements
resolving appeals,” it also possesses the ability
to reduce audit findings where a district has
substantially complied with program
requirements.’ This article is an overview of
the Panel’s authority,” procedures and
connection to the annual audit process.

Il. REQUIRED ANNUAL SCHOOL
DISTRICT AUDIT

Pursuant to the Education Code, school
districts must contract with an approved
auditor to perform an annual fiscal and
compliance audit.”” The only exception is
when a district is under the administration of
the Superintendent of Public Instruction, in
which case the Office of the State Controller
(Controller) has been given responsibility for
carrying out the audits." Any exceptions or
variances identified during this audit can carry
large financial consequences for the district.”

In performing the audit, auditors rely on
the requirements of the Education Code" as
well as the procedures outlined in the “Audit
Guide,” a set of regulations promulgated
annually by the Panel.” When an audit reveals

an exception or variance, the auditor must
report the amount of funding which is
recommended to be returned to the State.”
The final Audit Report itself, containing all
audit findings, must then be reviewed by the
Controller." Any required repayment is
accomplished through the withholding of
future funding to a district by the Controller
and Department of Education.”

IIl. APPEALS TO THE PANEL

After the Audit Report is reviewed by the
Controller and received by the district, the
district may request either summary review or
a formal appeal of the finding under the
procedures which govern the Panel. Both of
these procedures have strict deadlines
considered jurisdictional by the Panel, both
triggered by the receipt of the certified Audit
Report by the district. Any summary review
request must be received by the Panel within
30 days from the date the district received the
final Audit Report."” Any formal appeal
request must be received by the Panel within
60 days from the date the district received the
final Audit Report.”

A. SUMMARY REVIEW

A district may opt to request summary
review of an audit finding where it believes it
can demonstrate that its actions “clearly
constitute substantial compliance.”” The
summary review process is a “voluntary [and]
informal” review of negative audit exceptions by
the Executive Director of the Panel.” Following
the presentation of information that the district
believes supports its claim of substantial
compliance, the Executive Director will reach a
decision on the request.” For appeals where the
amount in question is less than $750,000, the
Executive Director may order reduced
reimbursement; where the amount in question
is larger than $750,000, such a reduction can
only be ordered with the consent of the
Department of Finance and the Superintendent

of Public Instruction.” If the Executive Director
denies the summary review request, a district
has 30 days to file a formal appeal.”

B. FORMAL APPEAL

If the district prefers to proceed directly to
a formal appeal, or request formal appeal after
the denial of summary review, the district must
file the formal appeal with the Panel within the
timelines noted above.” Formal appeals are
conducted pursuant to the California
Administrative Procedure Act (APA).” Pursuant
to statute, the Controller is a party to every
appeal and the Department of Finance and
Department of Education may intervene.”
Traditionally, the Panel delegates the hearing of
evidence to an Administrative Law Judge with
the Office of Administrative Hearings.

At the hearing, districts have the
opportunity to present evidence and argue that
either (a) the auditors made an error of fact or
an error in interpreting the law that led them
to an improper audit result or (b) that the
district was in “substantial compliance” with
the requirements of law.” At the conclusion of
the proceedings the Administrative Law Judge
will issue a proposed decision which is sent to
the Panel for its adoption, rejection or
modification within 100 days.”

Traditionally, the Panel places the
proposed decision on its closed session
agenda. Its practice has been not to allow oral
argument on any proposed decision prior to
the closed session. Pursuant to the APA, the
Panel may then adopt the proposed decision
as its decision in the appeal,” reduce the
proposed penalty and adopt the remainder of
the proposed decision,” make technical or
clarifying changes and adopt it as the decision
in the appeal,” or reject the proposed
decision.” If it chooses to reject the proposed
decision, it may then refer the case to the
same Administrative Law Judge,”* allow
additional evidence or issue its own decision
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on the appeal within 100 days based on the
record created in the administrative hearing.”

C. SUBSTANTIAL COMPLIANCE

Perhaps the most unique and important
feature of the Panel’s authority lies in its ability
to reduce or eliminate a required repayment
based on a district’s substantial compliance.
Even where a district has failed to completely
satisfy the requirements of the Education
Code, or where it made inadvertent or minor
mistakes, the Panel has the authority to reduce
reimbursement or penalty amounts. While
promising, the application of the substantial
compliance standard is ambiguous at best.

Enacted in 2002, section 41344.1,
subdivision (c) defines “substantial
compliance” for purposes of the Panel:

“Substantial compliance” means nearly
complete satisfaction of all material
requirements of a funding program that
provide an educational benefit
substantially consistent with the program’s
purpose. A minor or inadvertent
noncompliance may be grounds for a
finding of substantial compliance
provided that the local educational agency
can demonstrate it acted in good faith to
comply with the conditions established in
law or regulation necessary for
apportionment of funding.”

From its statutory definition, it becomes
clear that substantial compliance for purposes
of the Panel is a much more forgiving
standard than the substantial compliance
common law doctrine. Developed by the
Legislature specifically for the unique
circumstances presented by complicated and
comprehensive school funding programs and
the audit procedures used to determine
compliance with them, this standard differs
from the substantial compliance standard of
general application.” It moderates absolute
perfection by a district in its requirement that
there be “nearly complete satisfaction” of
regulatory provisions so long as the district
provides program benefits that are
“substantially consistent” with their purpose.

While defined by section 41344.1,
districts, administrative law judges and the
Panel have struggled to apply the standard. As
the Panel has noted, it “has not further
defined substantial compliance by regulation
or precedential decisions.”” Instead, districts
must rely on these non-precedential decisions

to determine how this standard is applied.

Recent Panel decisions shed light on the
application of the standard. While non-
precedential, they indicate that the Panel
understands the standard to apply in two
separate situations. First, where a district’s
actions amount to “nearly complete
satisfaction of all material requirements of a
funding program that provide an education
benefit substantially consistent with the
program’s purpose.” Second, where district
non-compliance was “minor or inadvertent,”
but in “good faith.”” Qutside of this
guidance, the decisions of the Panel avoid
establishing a standard against which cases will
be measured for substantial compliance.®

IV. RECENT PANEL DECISIONS

Recent decisions by the Panel illustrate
the different paths appeals can take. While not
precedential, they do illuminate the potential
benefits of the appeal process for school
districts and the analysis of the decisions.”

A. EMERY UNIFIED SCHOOL
DisTRICT (2004-05 FiscaL
YEAR)Y

Following the annual audit of the district
by a private auditor, the district faced a $50,000
penalty for its failure to purchase textbooks by
the statutory deadline.” At hearing, district
officials explained that they delayed the
purchase because the impending textbook
adoption would make the books obsolete in six
months. The Administrative Law Judge issued a
proposed decision denying the appeal. On
review, the Panel rejected the proposed
decision. Instead it found that the district had
substantially complied with the Education
Code and reduced the penalty to $10,000.

B. Los ANGELES UNIFIED
ScHooL DiSTRICT (2003-04
FiscaL YEAR)*

The annual audit by a private auditor
discovered a deficiency in the district’s
compliance with the Class Size Reduction
program. Based on this finding, the audit
recommended that the district return over
$3.5 million to the state. After filing a formal
appeal but before the administrative hearing
convened, the district, the Department of
Finance and the Controller agreed to a
settlement reducing the repayment to just over
$700,000. The Panel then adopted the

agreement as its decision in the matter.

C. OAKLAND UNIFIED SCHOOL
DisTrICT (2003-04 FiscaL
YEAR)®

Following its annual audit performed by
the Controller, the district was asked to repay
the state approximately $7.5 million for several
audit findings. The district chose a
combination of formal appeals and a waiver
request filed with the State Board of
Education to reduce the findings. Following
an extensive hearing, the Administrative Law
Judge issued a mixed proposed decision. It
found that the audit incorrectly calculated the
repayments, failed to account for revised
attendance reports submitted by the district
and in one finding failed to identify a statue
or regulation upon which a penalty could be
assessed, but denied the appeal of other
findings. The Panel then adopted the
proposed decision as its decision. The
combination of the appeal and successful
waiver request reduced the repayment due by
approximately $6.5 million.

D. VaLLEjo Crty UNIFIED
ScHooL DISTRICT (2003-04
FiscAL YEAR)*

Following the certification of its annual
audit by the Controller, the district chose to
file a formal appeal of several findings totaling
almost $4 million. By the time the appeal
reached hearing, only two findings relating to
instructional minutes and the Instructional
Time and Staff Development Reform program
remained. Following several days of hearing
and post-hearing briefing, the Administrative
Law Judge issued a proposed decision granting
both appeals and proposing that the district
not be required to repay any funds. However,
the Panel rejected the proposed decision,
instead drafting its own decision which found
substantial compliance in relation to the
instructional minutes finding and denied the
other appeal, resulting in a repayment of
roughly $800,000. Dissatisfied with this
outcome, the district asked a superior court
for review. Following the filing of a petition
for writ of administrative mandamus, the
district, the Department of Finance and
Controller (named as Real Parties in Interest)
negotiated a settlement reducing the
repayment to $440,000 ($125,000 to be
reinvested in the district). The Panel did not
play a part in the negotiations of the
substantive portions of the settlement, nor
was it required to approve the settlement, but
did stipulate to vacate its previous decision.
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V.

CONCLUSION

Appealing adverse findings from an

annual audit can be an involved process for

any district. Although the Panel’s statutory

guidance and procedures are meant to

streamline the process, the assistance of

informed counsel can aid in navigating a

successful procedure. Most essential, however,

is the notion that school districts must be

aware of the ability to challenge negative audit

findings through the appeals process to ensure

that the law is applied to them in an accurate,

appropriate and fair manner.
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