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Executive Summary
California Education Code Section 47600, et seq., also known as the “Charter Schools 
Act of 1992,” was enacted “… to provide opportunities for teachers, parents, pupils, and 
community members to establish and maintain schools that operate independently from the 
existing school district structure …” Charter schools are a part of the public school system, 
but differ from traditional public schools in that they are exempt from many state laws 
relating to specific education programs. Because of these exemptions, charter schools have 
greater fiscal and programmatic flexibility than traditional public schools. Charter school 
governance usually involves teachers, parents, and community leaders. Specific goals and 
operating procedures for each charter school are detailed in an agreement (or “charter”) 
between the authorizing entity and charter organizers. Under California State law, a local 
school district governing board, a county school board, and the State Board of Education 
may authorize charters.

California state law authorizes the use of independent study programs as a voluntary 
alternative instructional strategy. These programs, which can be operated by both char-
ter schools and traditional public schools, are structured to allow students to work in-
dependently, according to a written agreement, and under the general supervision of a 
credentialed teacher. Given their flexibility, independent study programs are required to 
meet the same instructional minute requirements as all other public schools and additional 
state regulations that center on the equitable provision of resources and services, student 
agreements, record keeping, pupil-to-teacher ratios, graduation, and state testing require-
ments. With the passage of Senate Bill 740 (SB 740) in 2001 and the authority given to 
the State Board of Education by Education Code Section 47634.2, nonclassroom-based 
charter schools also face separate state funding determinations for apportionment purposes 
based on the percentages they spend on instructional services and certificated staff. Charter 
schools that do not meet specified levels receive reduced funding.

In 1986, Mr. and Mrs. Hall (the Halls) started educating at-risk youth as contractors in a 
program at Hollywood High School. Two years later, in December 1988, the Halls reg-
istered Options for Youth, Inc. (OFY) as a California nonprofit entity serving students 
who dropped out of the public school system. The first of the Halls' independent study 
or nonclassroom-based charter schools, OFY was approved by Victor Valley Union High 
School District. The number of nonprofit OFY charter schools began to expand in 1996, 
with the addition of the OFY‑Upland charter, which was soon followed, in order, by OFY-
Long Beach, OFY-San Gabriel, and OFY-Burbank. At the end of 1997, OFY, Inc. changed 
its name to OFY-Victor Valley and reincorporated itself in January 1998 as a separate 
entity. In 1998, OFY-Mount Shasta was established under the OFY-San Gabriel charter 
and in 1999 OFY-San Juan was established under the OFY‑Upland charter. All of the Hall-
founded OFY organizations are nonprofit corporations. In June 1999, OFY-Long Beach 
ceased operating as a charter school. The Halls also created a management company called 
OFY, Inc. to consolidate several of the corporate and administrative functions then held 



Fiscal Crisis & Management Assistance Team

� EXECUTIVE SUMMARY

individually by the OFY charter schools. The Halls serve as either the president or the vice 
president of each of the OFY charter schools and OFY, Inc. 

On January 8, 1998, just after the number of OFY corporations had grown to six, the Halls 
formed Education Management Systems. Although Education Management Systems offers 
management services similar to OFY, Inc., it is a wholly owned, for-profit corporation. 
Since its inception, Mr. Hall has been Education Management Systems’ chief executive 
officer. According to Education Management Systems’ attorney, in January 1999, Educa-
tion Management Systems formed the California Charter School Group (CCSG) for the 
specific purpose of obtaining a charter that it would manage. The CCSG, as a separate 
entity, then submitted petitions to create charter schools in the William S. Hart Union 
High School District and the Hacienda-La Puente Unified School District. In both of those 
petitions, CCSG specified that it would contract with Education Management Systems, 
which would provide educational, management and related services, and equipment to the 
proposed charter schools. The petitions also stated that CCSG was a “California non-profit 
corporation;” however, CCSG did not submit its articles of incorporation with the Califor-
nia Secretary of State until January 7, 1999. The two proposed charter schools were to be 
called “Opportunities for Learning (OFL),” a service mark owned by Education Manage-
ment Systems. The Hacienda-La Puente Unified School District governing board approved 
the OFL-Hacienda-La Puente charter school on February 25, 1999, and the William S. 
Hart Union High School District approved the OFL-William S. Hart charter school on 
April 28, 1999.

In February 2001, CCSG, Education Management Systems, and William S. Hart Union 
High School District agreed to assign OFL-William S. Hart to Education Management 
Systems-William S. Hart, a for-profit entity whose sole and managing partner is Education 
Management Systems. In May 2001, Education Management Systems received approval to 
operate the OFL-Baldwin Park charter school and received a renewal of the OFL-William 
S. Hart charter school. In March 2002, Education Management Systems received approval 
to operate OFL-Capistrano. Meanwhile, CCSG retained the Hacienda-La Puente charter, 
with the exception of five independent study home schools that were transferred to the 
OFL-Baldwin Park charter in November 2002.

During the same time that Education Management Systems was petitioning and receiv-
ing approval to operate the OFL charter schools, it formed three for‑profit limited liability 
companies (LLCs) to operate the OFL-Baldwin Park, OFL-William S. Hart, and OFL-
Capistrano charter schools. Education Management Systems, as the sole member of the 
LLCs, established operating agreements with the three Education Management Systems-
LLCs and management agreements with three of the four OFL charters. There is no written 
agreement between Education Management Systems and OFL-Capistrano.
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Following the successful expansion of their charter schools, the Halls created additional 
corporations and began providing services beyond charter school management. In January 
2002, the Halls started Education Dynamics, Inc., and in 2003, they founded Partners in 
Special Education, Inc. Both Education Dynamics, Inc. and Partners in Special Education, 
Inc. provided fee services to the OFY/OFL charter schools. Also in 2002, the OFY charter 
schools donated nearly $11 million toward the creation of an organization called Pathways 
in Education. The Hall entities� are interconnected by the Hall family members; several of 
the same corporate officers, directors, and staff; and the goods and services they sell to and 
purchase from one another.

In March 2005, California Department of Education (CDE), along with the county offices 
of education in Los Angeles, Orange, Sacramento, San Bernardino, and Siskiyou counties, 
initiated an audit of the ten OFY and OFL charter schools and their respective centers.� 
The audit request arose due to concerns the Advisory Commission on Charter Schools had 
highlighted to CDE regarding OFY/OFL’s business practices. The CDE and five county 
offices of education contracted with the Fiscal Crisis and Management Assistance Team 
(FCMAT) to conduct the investigation, who in turn, contracted with MGT of America, Inc. 
(MGT). This report presents the findings from the FCMAT/MGT investigation.

Related-Party Transactions
The audit team found that both the OFY and OFL schools can strengthen their conflict-of-
interest policies and that CCSG was unable to provide evidence that it actually had such 
a policy during fiscal years (FYs) 2002-03 and 2003‑04 — despite reporting on its SB 
740 forms that it had adopted a policy. Without an effective conflict-of-interest policy and 
practices, the schools cannot ensure they are receiving the best protection against potential 
improper transactions or the best value from related-party transactions. 

Regarding related-party transactions, the audit team found that in most cases, the Hall 
entities adequately disclosed the Hall’s financial interests, ensured that the Halls were 
not present during board meetings to vote on the transaction, and referred to comparable 
analyses in order to determine the benefits and fairness associated with each transaction. 
However, some of the related-party arrangements lacked agreements and board approv-
als, had agreements and board approvals that were questionable, were not paid for, or 

1 The audit team defines a Hall entity as an entity that any of the Hall family founded, owns, or works in as 
an officer or director.

2 The original audit request did not include OFY-Long Beach (an 11th charter) because the charter was inac-
tive during the periods reviewed by the audit team. However, OFY-Long Beach became a subject of the 
audit due to an apparent transaction with Pathways in Education, Inc.
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resulted in the equivalent of an interest-free loan. Additionally, the audit team found that 
OFY, Inc. charges significantly higher fees than Education Management Systems does for 
providing the same charter school services. Moreover, certain members of the Hall family 
and other key individuals hold the majority of the board and officer positions for the Hall 
entities — several hold multiple positions concurrently — which increases the potential 
for related- or interested-party transactions to occur. A review of all major vendors for the 
entities revealed four interested-party vendors for which the transactions appeared reason-
able and one related-party vendor for which the audit team was unable to fully assess the 
appropriateness.� Finally, the audit team found that the salaries for Mr. and Mrs. Hall may 
be excessive based on the number of hours they work in each of the entities and because of 
the incomplete comparative analyses conducted by the boards to determine the reasonable-
ness of the salaries. 

Options for Youth Donation to Pathways in Education
In late January and early February 2002, the then chief operating officer of OFY, Inc., 
made presentations to the boards of OFY-Burbank, OFY-San Gabriel, OFY-Upland, and 
OFY-Victor Valley, saying that it was very possible that the state would require the charter 
schools to consume their financial reserves before providing additional funding to them. 
The chief operating officer explained that this was likely a result of the recent charter 
school funding legislation (SB 740). In each case, he proposed that the board contribute 
a portion of its reserves to Pathways in Education, another nonprofit organization that, 
according to the boards’ minutes, he said, had the purpose of “…the promotion and accom-
plishment of educational pursuits.” In fact, the chief operating officer submitted articles of 
incorporation to the California Secretary of State on behalf of Pathways in Education on 
January 28, 2002, just a few days before making his suggestion that OFY charter schools 
contribute their funds to Pathways in Education. The board meeting minutes do not indi-
cate that the chief operating officer told the OFY boards that he had incorporated Pathways 
in Education. However, in each case, the boards authorized the charter schools’ president 
and vice president, positions held by Mr. and Mrs. Hall, to contribute their respective 
school’s reserve funds to Pathways in Education, keeping a 3 percent reserve floor. 

Two OFY-Victor Valley board members also appear to have had or developed legal and/or 
ethical conflicts of interest during their tenures on the OFY-Victor Valley board that could 
have influenced their decisions and the depth of their oversight. The audit team believes 
that these two board members should not have participated in the decision to transfer funds 
to Pathways in Education because two days earlier, both were appointed to the board of 
directors of Pathways in Education. 

3 Interested and related-party transactions are those in which an officer, director, or corporation has a finan-
cial interest and pre-existing relationship with the transacting entities. The difference between the two is 
that the latter is in a position to potentially influence the decision-making process.
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Although the former chief operating officer of OFY, told four of the five charter schools’ 
boards that Pathways in Education’s purpose was “…the promotion and accomplishment 
of educational pursuits…,” that was not Pathways in Education’s purpose according to its 
articles of incorporation. The articles specify that the purpose of Pathways in Education 
was “…to engage in charitable and educational purposes…” and they further state that 
those purposes include “…the making of distributions to organizations that qualify as ex-
empt [non‑profit] organizations.” According to Mr. Hall, the former chief operating officer 
suggested that OFY reserves be used to create a new educational nonprofit that would pro-
vide new avenues for servicing California’s at‑risk youth and to assist those students failed 
by the traditional educational model in California. Despite receiving $10.8 million from 
the five charter school corporations, Pathways in Education has not spent much of this 
amount on programs for California youth. However, on October 1, 2002, Pathways in Edu-
cation created a for-profit organization, R3 Learning Solutions, LLC. The audit team learned 
that as early as October 7, 2002, there was discussion of R3 Learning Solutions, LLC pur-
chasing OFY, Inc.’s curricula assets. In fact, by that time an operating agreement between 
Pathways in Education and R3 Learning Solutions, LLC had already been prepared. Conse-
quently, the audit team believes that Pathways in Education specifically created R3 Learning 
Solutions, LLC so that it could use the money it had received from the OFY charter school 
corporations to purchase OFY, Inc.’s curricula assets. In turn, R3 Learning Solutions, LLC 
planned to sell OFY, Inc.’s curricula to schools and educators nationwide. However, the 
audit team found no evidence that Pathways in Education ultimately transferred money to 
R3 Learning Solutions, LLC or that they purchased OFY, Inc.’s curricula. The activities 
conducted by Pathways in Education and R3 Learning Solutions, LLC raise questions about 
the intended use of OFY funds. 

Moreover, it appears that Pathways in Education has been spending at least some of its 
funds on trying to establish an independent study school in Illinois. Specifically, an applica-
tion submitted to the Chicago Public Schools states that Pathways in Education would loan 
Pathways in Education‑Illinois $750,000 and would provide financial support to pay for the 
$125,000 per-year cost of Pathways in Education‑Illinois’ director of education in the first 
two years of the contract. 

As evidenced above, through OFY’s transfer of funds to Pathways in Education, the funds 
could be used for various purposes without being subjected to oversight under state laws. 
Exhibit E-1 (see page 11) summarizes this questionable transfer and other potential overpaid 
amounts discussed in this summary and throughout the report.

Finally, the audit team also found that OFY did not bill Pathways in Education for $15,000 
worth of books until March 2006 — more than two years after incurring expenses on Path-
ways in Education’s behalf. Moreover, OFY did not bill Pathways in Education until the 
audit team brought this omission to its attention. The failure to promptly bill Pathways in 
Education could represent an interest‑free loan to a related organization. 
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Charter School Funding and Financial Analysis
Options for Youth
The audit team identified issues concerning the accuracy and reliability of data reported 
on the SB 740 funding determination forms submitted by the OFY charters for FYs 2003-
04 through 2005-06. The issues include discrepancies in the data reported on the SB 740 
forms, minor differences in financial data between the forms and the charters’ accounting 
records, recording of expenses to incorrect accounting codes, and questionable accruals 
and expenses.

For example, the audit team found that the OFY charters had reported some of their ex-
penses incorrectly by coding them to the wrong accounting categories on the SB 740 fund-
ing determination forms. The audit team traced 88 transactions from the general ledger 
to source documents and also vouched several dozen transactions per year at each charter 
from source documents to the general ledger. The audit team found in its testing that the 
charters had incorrectly recorded five items on the SB 740 funding determination forms. 
In some cases, the erroneous coding resulted in OFY overstating its instructional expenses 
and the related SB 740 funding determination form percentages. These errors did not indi-
vidually impact the determination of funding levels for the charters. However, because the 
audit team only reviewed a sample of expense items, it could not determine whether other 
misclassified items exist in the larger population of expenses.

Further, the audit team identified several expenses that were correctly recorded on the SB 
740 funding determination forms, but did not directly pertain to school operations. For 
example, during the three years covered by the audit, OFY paid more than $32,000 for 
employee parties at Disneyland and spent $4,500, including alcohol purchases of $963, 
at the Ritz-Carlton in 2004-05 for a meeting of 23 board members and OFY staff. In one 
instance, OFY paid the entire $5,243 cost of a luncheon and presentation that OFL em-
ployees also attended. The OFY’s failure to bill OFL for its portion of the luncheon and 
presentation is more evidence of lax internal controls and potential inurement—a nonprofit 
providing benefit to a shareholder or individual (in this case a for-profit entity)—which is 
expressly prohibited by the Internal Revenue Service. 

The audit team found numerous problems related to the executive staff usage of OFY com-
pany credit cards including incomplete or missing receipts to support the charges, purchase 
requisition forms, and coding to identify the accounting categories that OFY charged the 
purchases to, as reported on its SB 740 forms. As a result, the audit team could not de-
termine the appropriateness or validity of many of the expenditures. This lack of internal 
control is significant considering that OFY paid several bills for six credit cards totaling 
$156,435 in 2002-03 and $221,361 in 2003-04.

Finally, the audit team found that OFY used teacher bonuses, in part, to increase funding 
in subsequent years. Although OFY awarded and paid numerous bonuses to its teachers 
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during the FYs reviewed, OFY also accrued large amounts at year end to the bonuses pay-
able account — amounts that were mostly reversed when it failed to obtain higher fund-
ing levels. Using teacher bonus accruals as a means to increase funding does not appear 
to comply with generally accepted accounting principles. Additionally, OFY increased 
its credentialed teacher expenses by reporting noncredentialed teacher and administrative 
staff bonus expenses as credentialed teacher bonus expenses. However, the SB 740 forms 
require schools to report expenses for credentialed teachers, credentialed administrators, 
and noncredentialed staff separately. The OFY’s failure to follow this state requirement is 
evidence of poor internal controls and could result in an overclaimed funding apportion-
ment.

Opportunities for Learning
The audit team identified issues with the financial data OFL charters reported on their FY 
2003-04 through 2005-06 SB 740 funding determination forms. Many of these issues are 
similar to the issues identified at the OFY charters. In addition, the OFL charters inflated 
the amount of certificated salaries and benefits reported on their SB 740 forms by double-
counting the salaries of certain certificated administrators and recording other expenses 
incorrectly to this expense category.

Specifically, the audit team determined that the OFL charters coded some of their expenses 
to incorrect categories on their funding determination forms. The audit team traced 90 
transactions from the general ledger to source documents and also vouched several dozen 
transactions per year and charter from source documents to the general ledger. The testing 
revealed 16 items the charters had reported incorrectly on their SB 740 funding determina-
tion forms. For these items, the erroneous coding resulted in OFL overstating its certifi-
cated staff or instructional expenses and the related percentages on the SB 740 funding 
determination forms.

Further, in preparing the SB 740 forms for the OFL-William S. Hart and OFL-Baldwin 
Park charters, Education Management Systems erred in making adjustments related to 
its certificated staff. As a result, OFL double-counted the salaries for some of these staff, 
thereby inflating its SB 740 certificated staff percentages. Specifically, Education Man-
agement Systems included $325,861 of expenses for OFL-William S. Hart and $316,507 
of expenses for OFL-Baldwin Park in both the certificated administrator and certificated 
teacher line items. Although these errors did not adversely affect the certificated staff ratios 
by themselves, combining these errors with the errors discussed in the next section can 
have a significant impact on the funding determination.

Of greater concern, in reviewing the documents used to compile expenses reported on the 
SB 740 forms for 2003-04 through 2005-06, the audit team found that OFL incorrectly 
included teacher automobile expenses, reimbursements, and education costs in the certifi-
cated salaries and benefits category. This apparent misallocation of expenses appears to 
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have resulted in OFL incorrectly calculating and reporting the certificated staff expense 
percentages for all three charters for each of the three years. In accordance with funding 
determination rules, neither OFL-Baldwin Park nor OFL-Capistrano would have been eli-
gible for funding for the 2004-05 school year had OFL correctly categorized the expenses 
on that year’s SB 740 forms. Instead, as shown in Exhibit E-1, the state paid $6,317,319 
to OFL-Baldwin Park and $409,998 to OFL-Capistrano during that year based on OFL’s 
improper claims.

Although there is indication that OFL, similar to OFY, attempted to use bonuses as a 
means of gaining additional funding, the audit team did not identify the magnitude because 
OFL did not always book into its accounting system the bonuses it included in its SB 740 
funding determination forms and its bonus accrual entry methodology is structured in such 
a way that the audit team could not easily identify the amounts.

The California Charter School Group
Various financial reporting issues exist with the CCSG charter, OFL‑Hacienda-La Pu-
ente. The audit team identified issues concerning the accuracy and reliability of data the 
charter reported on its SB 740 forms. The issues include discrepancies between the data 
reported on the SB 740 forms and the charter’s general ledger, and recording of expenses 
to incorrect categories on the SB 740 forms. In addition, the charter’s overstatement of 
its certificated staff expenses resulted in it receiving state funding when it failed to meet 
minimum required spending thresholds. For example, CCSG reported some items in the 
wrong accounting categories on its SB 740 form. The audit team traced 22 transactions 
from the general ledger to source documents and also vouched several dozen transactions 
per year from source documents to the general ledger. The audit team’s review found three 
items the charter reported incorrectly on its SB 740 funding determination forms. For these 
items, the erroneous coding resulted in certificated staff expenses being overstated, thus re-
sulting in the related percentages reported being higher than they should have been. Simi-
lar to the other OFL charters, CCSG also appears to have improperly reported the amount 
that OFL-Hacienda-La Puente spent on certificated employee salaries and benefits by 
including teacher automobile expenses, reimbursements, and education costs in this total. 
When the audit team recalculated the certificated staff percentage by removing the ex-
penses of these three categories, it determined that the charter’s percentage fell below the 
minimum threshold required for receiving any funding during the 2004-05 school year. As 
a result, OFL-Hacienda-La Puente may not have been eligible for any of the $5,543,196 
provided by the state that year, as summarized in Exhibit E-1.

Charter School Pupil-to-Teacher Ratios
The three charter-holding entities all utilize a formula whereby a full-time teaching assign-
ment at their schools results in a 1.92 full-time equivalent (FTE) for the purpose of calcu-
lating the pupil-to-teacher ratios for funding apportionment. The OFY and OFL manage-
ment contended that the teachers of the three charter holding entities work more days and 
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hours than a “typical” teacher due to their year-round calendar and longer school day. To 
determine whether the 1.92 methodology is permissible under existing laws and regula-
tions, the audit team sought legal opinions from the CDE’s attorneys. The CDE’s attorneys 
opined that the 1.92 methodology does not comply with existing laws and regulations and 
that the charters should claim their teachers on a 1.0 FTE scale.� In response, OFY and 
OFL sought their own legal opinion. The OFY and OFL attorney opined that the method 
used by the schools to calculate FTE teacher counts for the purpose of determining pupil-
to-teacher ratios is consistent with current law.� As a result of these differences in opinion, 
on February 15, 2006, OFY and OFL filed a lawsuit in the Superior Court of California in 
Los Angeles County against the State Board of Education, FCMAT, the State Controller, 
and the five county superintendents who requested the audit. The parties had not resolved 
this lawsuit by the end of the audit team’s fieldwork in May 2006.

As shown in Exhibit E-1, if the state prevails in the legal challenge regarding the FTE 
calculation method, the State may have overpaid OFY almost $21.9 million, OFL nearly 
$14 million, and CCSG more than $4 million during FYs 2002-03 through 2004-05. In an 
attempt to determine the reasonableness of the 1.92 FTE rate for full-time teachers used by 
the charters, the audit team calculated the FTE rate and number of FTE needed based upon 
the average daily attendance (ADA) claimed by each of the charters. However, in most 
cases, these recalculations did not support either the 1.0 FTE claimed by CDE or the 1.92 
rate and the FTE’s claimed by the charters.

To determine the validity of the FTE claimed by the entities, the audit team reviewed a 
sample of more than 100 of the FTE teachers and found that each teacher held a valid 
teaching credential during the time the teacher provided instruction. However, in compar-
ing the lists of all teachers claimed as FTE on the SB 740 form to the support provided by 
the entities, the audit team found miscalculations in the FTE and the inclusion of several 
staff that may not qualify. Additionally, some of the pupil-to-teacher ratio calculations 
were wrong because of improper rounding, and the entities overstated in several cases the 
comparison pupil-to-teacher ratios for the largest unified school district. As a result, the 
charters may have been overpaid by the state. 

Options for Youth
The OFY claimed nearly 43 questionable teacher FTEs during the three years reviewed. 
Specifically, OFY erroneously claimed FTE for several counselors and double-claimed six 
staff at up to 1.92 FTE each at two different charters. Moreover, the support OFY provided 
for its FTE claims did not always agree with the amount of FTE that OFY claimed on its 

4 Please see Appendix C for the complete text of CDE’s legal opinion.
5 Please see Appendix D for the complete text of this legal opinion.
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SB 740 forms. In fact, the support revealed lower FTEs in three cases and a higher FTE in 
one. The OFY also did not always round properly in its calculations. While claiming FTE 
for the questionable staff had no effect on OFY’s funding determination, OFY’s miscalcu-
lation of its pupil-to-teacher ratios does have an effect. Correcting OFY’s rounding error 
and using verified pupil-to-teacher ratio numbers from the largest unified school district 
for OFY-Mount Shasta in 2002-03 and 2003-04 causes its actual pupil-to-teacher ratios 
to exceed that of the largest district. As a result, OFY-Mount Shasta appears to have been 
overpaid $164,068 from the state. 

Opportunities for Learning
The issues found at OFL were more significant. The OFL lacked support for 21 FTEs it 
claimed in 2002-03 and also claimed 25 questionable teacher FTEs during the three years 
reviewed. Specifically, OFL claimed administrators as FTE in 2002-03 and claimed several 
substitutes and floater teachers in each year. Among some of the questionable OFL staff 
recorded as FTE included two FTEs each (for a total of four) for Mr. and Mrs. Hall in FY 
2002-03. Finally, OFL appears to have rounded incorrectly and utilized some inaccurate 
pupil-to-teacher ratio numbers from the largest unified school districts in its FTE/pupil-to-
teacher ratio calculations—resulting in a possible overpayment of more than $3.6 million 
from the state for the three years reviewed. 

The California Charter School Group
The CCSG may have been overpaid nearly $1.1 million in state funding because of round-
ing errors, inclusion of one unallowable teacher in its FTE, and comparisons to incorrect 
pupil-to-teacher ratios for the largest unified district.

Student Attendance Records
Moreover, the audit team found that OFY overclaimed 32, OFL overclaimed 529, and 
CCSG overclaimed 438 student attendance days pertaining to the 2003-04 school year. 
These attendance days were inappropriately claimed for various reasons, such as for 
coursework not included in the student agreements, attendance that took place prior to the 
agreement date, and the lack of sample work products in the student files. As summarized 
on Exhibit E-1, the state overpaid OFY by $703, OFL by $11,665, and CCSG by $9,934.
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Summary of Key Recommendations
To better ensure related-party transactions comply with existing laws, OFY and OFL 
should do the following:

•	 Strengthen existing conflict-of-interest policies to include designated parties that 
must disclose any business or personal interests that may influence their decisions 
and specific categories that must be disclosed. The policy should require interested 
persons to recuse themselves from decision-making. 

•	 Ensure that the new policies are formally acknowledged and approved by the 
school boards of directors. 

•	 Require board members to sign an affidavit stating that they have read, understood, 
and promise to adhere to the conflict-of-interest policies.

•	 Ensure that board minutes and contracts undergo review and quality control in 
order to avoid incorrect dates and information that challenges the validity of the 
documents.

•	 Establish formal agreements between OFY, Inc. and the OFY charter schools in-
cluding detailed lists of services provided and costs involved.

•	 Establish formal service agreements between OFY, Inc. and the OFL schools for 
the curriculum purchases—including a methodology and terms related to the bill-
ing and payment for textbooks, curriculum, and associated overhead charges.

•	 Improve controls over collections and payment of related-party invoices.

•	 Review existing management fees for reasonableness by establishing fair market 
value and obtaining board approval.

•	 Consider different measures to better ensure the independence of board members; 
one method would be to implement independent elections.

•	 Conduct a comprehensive review of the compensation paid to Mr. and Mrs. Hall 
for each of the chartering entities, including their salaries from the management 
services companies, and compare to the salaries of superintendents of similarly 
sized organizations, including their respective hours worked, for reasonableness.

To ensure that the OFY charter schools have used state funds appropriately and in accor-
dance with all applicable state laws, CDE should:

•	 Consider a referral to the appropriate authorities, such as the Attorney General or 
the Fair Political Practices Commission, to investigate the nature and legality of the 
transfer of funds between the OFY charter schools and Pathways in Education. 



Options for Youth, Inc., and Options for Learning, Inc., Charter Schools

13EXECUTIVE SUMMARY

•	 Consider seeking reimbursement or withholding funding in the amount of 
$10.8 million related to the OFY transfers to Pathways in Education—if it is deter-
mined there is a legal basis for doing so.

To ensure that OFL and CCSG have received an appropriate amount of funding, and are 
using a proper methodology to calculate funding determination ratios, CDE should:

•	 Make a determination regarding whether to seek reimbursement or withhold funds 
for any overpaid funds related to the potentially inaccurate or unsupportable fi-
nancial data on the SB 740 forms identified in this report. In particular, the CDE 
should determine whether Education Management Systems/OFL charters and the 
CCSG/OFL Hacienda-La Puente charter schools should reimburse the state for the 
$6.7 million and $5.5 million, respectively, which appears to have been improperly 
claimed during the 2004-05 school year. 

To establish compliance with state requirements for funding determination, OFY and Edu-
cation Management Systems/OFL should do the following:

•	 Maintain accurate and reliable documentation to support the expense percentages 
and pupil-to-teacher ratios used in the SB 740 forms.

•	 Establish procedures to ensure that staff properly record expenses to the correct ac-
counting categories and perform periodic reviews to verify their accuracy.

•	 Implement the new credit card policy at OFY to improve controls over the use of 
credit cards and the documentation of expenses resulting from those transactions. 

•	 Investigate all of the OFY credit card charges incurred during the three-year pe-
riod of the audit to determine whether the charges were reasonable, appropriate for 
school business, and recorded appropriately in the financial statements.

•	 Discontinue the practice of accruing bonuses at year end simply as a means to 
increase the charters’ opportunities for additional funding. The charters should en-
sure that they document and have a justifiable basis for paying bonuses during the 
upcoming year before accruing the related expenses.

To determine the proper methodology for calculating FTE, OFY and OFL should either:

•	 Seek a swift resolution of their FTE-related lawsuit against the state.

•	 Attempt to establish a common understanding with the state regarding the rules for 
calculating FTE.
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To improve their controls and practices over the calculations of FTE and pupil-to-teacher 
ratios, OFY and OFL should establish appropriate monitoring and review of funding deter-
mination worksheets to ensure that they:

•	 Calculate FTE in accordance with established rules utilizing proper rounding tech-
niques and maintain adequate support for FTEs claimed.

•	 Obtain accurate reports of the pupil-to-teacher ratios for the largest unified school 
districts, if applicable. 

To ensure that OFY and OFL have received an appropriate amount of funding, and are us-
ing a proper methodology for calculating FTE, CDE should:

•	 Seek a swift resolution to the FTE-related legal action by OFY and OFL.

•	 Attempt to establish a common understanding with OFY and OFL regarding the 
rules for calculating FTE.

•	 Consider seeking reimbursement or withholding funds for any FTE-related over-
paid revenue as determined by the court’s ruling.

•	 Make a determination regarding whether to seek reimbursement or withhold funds 
for the potentially overpaid amounts related to the unallowable teachers included in 
the FTE counts and the improper FTE and pupil-to-teacher ratio calculations identi-
fied in this report.

To ensure compliance with state requirements for independent study and charter school ap-
portionments, OFL, OFY, and CCSG should do the following:

•	 Reimburse the state for funds received as a result of the overclaimed attendance 
days identified in this report.

Finally, OFY and OFL should report their progress in addressing this report’s recommen-
dations to each of the charter-authorizing entities, the appropriate county offices of educa-
tion, and CDE every six months until all recommendations have been fully addressed.
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Introduction
Charter Schools in California
California Education Code Section 47600, et seq., also known as the “Charter Schools Act 
of 1992,” was enacted “…to provide opportunities for teachers, parents, pupils, and com-
munity members to establish and maintain schools that operate independently from the 
existing school district structure…” According to this act, the legislative intent of this law 
was to:

•	 Improve pupil learning.

•	 Increase learning opportunities for all pupils, especially those identified as academ-
ically low achieving.

•	 Encourage the use of different and innovative teaching methods.

•	 Create new professional opportunities for teachers.

•	 Provide parents and pupils with expanded choices in the types of educational op-
portunities that are available.

•	 Hold the schools accountable for meeting measurable pupil outcomes, and change 
from rule-based to performance-based accountability systems.

•	 Provide vigorous competition within the public school system to stimulate continu-
al improvements in all public schools. 

Charter schools are a part of the public school system, and may provide instruction in 
grades kindergarten through 12 (K-12). Charter schools differ from traditional public 
schools in that they are exempt from many state laws relating to specific education pro-
grams. Because of these exemptions, charter schools have greater fiscal and programmatic 
flexibility than traditional public schools. Charter school governance usually involves 
teachers, parents, and community leaders. Specific goals and operating procedures for each 
charter school are detailed in an agreement (or “charter”) between the authorizing entity 
and charter organizers. Under California State law, a local school district governing board, 
a county school board, and the State Board of Education may authorize charters.

Charter School Funding
Under California state law, both charter and traditional public schools use the same fund-
ing formulas. School districts and charter schools calculate each school’s ADA, which is 
based on student attendance divided by the total number of days (175) in the regular school 
year (reporting period), and report it to CDE three times a year. Once the ADA is reported, 
the State Superintendent of Public Instruction apportions state school funds to each school.
 



Fiscal Crisis & Management Assistance Team

16 INTRODUCTION

The determination of FTE teachers is an important facet of calculating ADA of students 
per teacher FTE and one statistic used to gauge the quality of education received by stu-
dents. Title 5, Section 11704 of the California Code of Regulations defines a FTE as “… an 
employee who is required to work a minimum six-hour day and 175 days per fiscal year.” 
Meanwhile, part-time positions generate partial FTE on a proportional basis. These ratios 
are used by the state to ensure that students have an adequate minimum level of access to 
and interaction with a certified teacher, and to determine state funding levels.

Independent Study Programs
California State law authorizes the use of independent study programs as a voluntary 
alternative instructional strategy. These programs, which can be operated by both char-
ter schools and traditional public schools, are structured to allow students to work in-
dependently, according to a written agreement, and under the general supervision of a 
credentialed teacher. Independent study is designed to offer flexibility to meet individual 
student needs, interests, and styles of learning.

Independent study programs account for student attendance differently from the meth-
ods used in traditional classroom-based instruction. Because of the nature of independent 
study, students do not generally attend classes daily, but instead meet with their teachers 
at regularly scheduled intervals throughout the academic term. Teachers assign attendance 
credit for each student based on their evaluation of whether the student has met the instruc-
tional requirements for earning attendance based on his or her independent study.

Given their flexibility, independent study programs are required to meet the same instruc-
tional minute requirements as all other public schools and additional state regulations that 
center on the equitable provision of resources and services, student agreements, record 
keeping, pupil-to-teacher ratios, graduation, and state testing requirements. With the pas-
sage of SB 740 in 2001 and the authority given to the State Board of Education by Educa-
tion Code Section 47634.2, nonclassroom-based charter schools also face separate state 
funding determinations based on how they fund instructional and certificated staff.� Char-
ter schools that do not meet specified levels receive reduced funding.

The State Board of Education adopted regulations that implement the provisions of SB 740 
and delineate which charter schools are required to participate in the funding determination 
process. The regulations define classroom-based instruction as occurring when all of the 
following four conditions are met: 

1.	 The charter school’s pupils are engaged in education activities required of those 
pupils, and the pupils are under the immediate supervision and control of an 

6 According to the California Code of Regulations, certificated employees in charter schools means employ-
ees who hold a certification from the California Commission on Teacher Credentialing.
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employee of the charter school who is authorized to provide instruction to the 
pupils within the meaning of Education Code Section 47605(l).

2.	 At least 80 percent of the instructional time offered at the charter school is at the 
school site.

3.	 The charter’s school site is a facility that is used principally for classroom in-
struction.

4.	 The charter school requires its pupils to be in attendance at the school site at 
least 80 percent of the instructional time required pursuant to Education Code 
Section 47612.5(a)(1). 

Any charter school that does not meet all of the requirements for classroom-based instruc-
tion is considered to offer nonclassroom-based instruction. All of the OFY/OFL schools 
discussed in this report are nonclassroom-based charter schools, and must be compliant 
with both independent study and SB 740 regulations.

Options for Youth
In 1986, Mr. and Mrs. Hall started educating at-risk youth as contractors in a program at 
Hollywood High School. Two years later, in December 1988, the Halls registered OFY, 
Inc. as a California nonprofit entity serving students who dropped out of the public school 
system. The first of the Halls’ independent study charter schools, OFY was approved by 
Victor Valley Union High School District.

The number of nonprofit OFY charter schools began to expand in 1996, with the addi-
tion of the OFY-Upland charter, which was soon followed, in order, by OFY-Long Beach, 
OFY-San Gabriel, and OFY-Burbank. At the end of 1997, OFY, Inc. changed its name to 
OFY-Victor Valley and reincorporated itself in January 1998 as a separate entity. In 1998, 
OFY-Mount Shasta was established under the OFY-San Gabriel charter and in 1999 OFY-
San Juan was established under the OFY-Upland charter. All of the Hall-founded OFY 
organizations are nonprofit corporations. In June 1999, OFY-Long Beach ceased operating 
as a charter school; however, the dormant corporation has not been dissolved. 

The Halls created the new OFY, Inc. to consolidate several of the corporate and adminis-
trative functions then held individually by the OFY charter schools. Mrs. Hall is the presi-
dent and Mr. Hall is the vice president of each of the OFY charter schools except for OFY-
Victor Valley, for which Mr. Hall is president and Mrs. Hall is vice president. The OFY, 
Inc. procedures call for allocating all its monthly expenses to the OFY schools through 
direct billing or, if costs are shared, based on each school’s relative amount of ADA posted 
for each of the charters for that month. Exhibit I-1 depicts the structure of the OFY organi-
zations.
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Exhibit I-1

Options for Youth, Inc.
Management Company

Options for Youth, California, Inc.
Sole Member

OFY-Long Beach
Charter School

(dissolved in 1999)

Charter Sponsor:
Long Beach

Unified School
District

OFY-Long Beach

OFY-Victor Valley
Charter School

Charter Sponsor:
Victor Valley
Union High

School District

OFY-Victor Valley

OFY-Upland
Charter School

Charter Sponsor:
Upland Unified
School District

OFY-San Juan
Charter School

Charter Sponsor:
San Juan Unified

School District

OFY-San Gabriel
Charter School

Charter Sponsor:
San Gabriel

Unified School
District

OFY-Mount Shasta
Charter School

(dissolved in 2005)

Charter Sponsor:
Mt. Shasta Union

Elementary

OFY-Burbank
Charter School

Charter Sponsor:
Burbank Unified
School District

OFY-Burbank OFY-San Gabriel OFY-Upland

Overview of the Options for Youth Organizations

Source: Options for Youth, Inc.

The Halls established Options for Youth-California, Inc. (OFY-CA, Inc.) as a nonprofit 
corporation on October 27, 1999. According to the amendment and restatement of the OFY 
charter bylaws in 2001, OFY-CA, Inc. became the sole member of the four remaining OFY 
charter school corporations. The OFY- CA, Inc. is also the sole member for OFY, Inc. This 
designation gave the OFY-CA, Inc. governing board authority to appoint the boards of 
directors for all the OFY organizations. 

The majority of the OFY schools’ revenues come from the state. As depicted in Exhibit 
I-2, the amount of state funding received by the OFY schools has steadily increased over 
the three years covered by the audit team’s review. The three OFY charters, OFY-Burbank, 
OFY-Upland, and OFY-Victor Valley received almost 75 percent of the total state funding 
received by the OFY charters.

Exhibit I-2
State Payments to Options for Youth,

School Years 2002-03 Through 2004-05
Options for Youth 2002-03 2003-04 2004-05 Total
Burbank $3,432,402 $3,981,252 $4,500,988 $11,914,642
Mount Shasta 459,906 534,905 469,344 1,464,155
San Gabriel 1,523,771 1,890,433 2,036,270 5,450,474
San Juan 1,111,817 1,984,450 2,239,916 5,336,183
Upland 2,888,855 4,740,703 5,718,694 13,348,252
Victor Valley 3,026,786 3,564,644 4,510,312 11,101,742
Totals $12,443,537 $16,696,387 $19,475,524 $48,615,448

Source:  Nonclassroom Based Funding Determination reports, except OFY-Mount Shasta (2004-05 general ledger summary).
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As a result of the Advisory Commission on Charter Schools’ recommendations, the State 
Board of Education reduced funding to the OFY/OFL charter schools to 60 percent of full 
funding in 2002-03, and 70 percent of full funding for the 2003-04 through 2005-06 school 
years.

During the 2004-05 school year, the six OFY charters operated 26 centers in four counties 
and enrolled over 5,900 students in their programs. 

Exhibit I-3, breaks out these numbers by OFY charter and shows that OFY-Burbank, OFY-
Upland, and OFY-Victor Valley also comprise the bulk of the OFY centers and students.

Exhibit I-3
Options for Youth 

Centers and Enrollment, 2004-05

Options for Youth City County Centers Enrollment
Burbank Burbank Los Angeles 6 1,522
Mount Shasta Mount Shasta Siskiyou 2 158
San Gabriel San Gabriel Los Angeles 3 607
San Juan Carmichael Sacramento 4 771
Upland Upland San Bernardino 5 1,572
Victor Valley Victorville San Bernardino 6 1,279
Totals 26 5,909

   Source:  The CDE and OFY, Inc. Web sites.

Education Management Systems-Opportunities  
for Learning and the California Charter School Group
On January 8, 1998, just after the number of OFY corporations had grown to six and six 
days before the California Secretary of State recorded OFY, Inc.’s reincorporation, the Halls 
formed Education Management Systems as a Delaware corporation. Although Education 
Management Systems offers management services similar to OFY, Inc., it is different be-
cause it does so as a wholly owned, for-profit corporation. Since its inception, Mr. Hall has 
been Education Management Systems’/OFL’s chief executive officer.

According to Education Management Systems’ attorney, Education Management Systems 
formed CCSG in January 1999 for the specific purpose of obtaining a charter to be man-
aged by Education Management Systems. The CCSG, as a separate entity, then submitted 
petitions to create charter schools to the William S. Hart Union High School District and 
the Hacienda-La Puente Unified School District. In both of those petitions, CCSG speci-
fied that it would contract with Education Management Systems, which would provide 
educational, management and related services, and equipment to the proposed charter 
schools. The petitions also stated that CCSG was a “California non-profit corporation,” 
although CCSG did not submit its articles of incorporation with the California Secretary of 
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State until January 7, 1999. The proposed two charter schools were to be called “Opportu-
nities for Learning (OFL),” a service mark owned by Education Management Systems.

The Hacienda-La Puente Unified School District governing board approved the OFL-Haci-
enda-La Puente charter school on February 25, 1999, and the William S. Hart Union High 
School District approved the OFL-William S. Hart charter school on April 28, 1999.

In February 2001, CCSG, Education Management Systems, and William S. Hart Union 
High School District agreed to assign OFL-William S. Hart to Education Management 
Systems-William S. Hart, a for-profit entity whose sole and managing partner is Education 
Management Systems. In May 2001, Education Management Systems received approval to 
operate the OFL-Baldwin Park charter school and received a renewal of the OFL-William 
S. Hart charter school. In March 2002, Education Management Systems received approval 
to operate OFL-Capistrano. Meanwhile, CCSG retained the Hacienda-La Puente charter, 
with the exception of five independent study home schools that were transferred to the 
OFL-Baldwin Park charter in November 2002.

During the same time Education Management Systems was petitioning and receiving ap-
proval to operate the OFL charter schools, it formed three for‑profit LLCs to operate the 
OFL-Baldwin Park, OFL-William S. Hart, and OFL‑Capistrano charter schools. Education 
Management Systems, as the sole member of the LLCs, established operating agreements 
with the three Education Management Systems-LLCs and management agreements with 
three of the four OFL charters. There is no written agreement between Education Manage-
ment Systems and OFL-Capistrano and Education Management Systems did not charge 
OFL-Capistrano for its management services during the review period. Exhibit I-4 depicts 
the structure of the Education Management Systems/OFL entities.

Exhibit I-4
Education Management Systems, California Charter School Group, and the 

Opportunities for Learning Schools

	      Source:  Education Management Systems-Opportunities for Learning, LLC.

Education Management
Systems-Baldwin Park

Education Management
Systems-Capistrano

Education Management
Systems-William S. Hart

Education Management Systems

Charter Sponsor: Baldwin Park
Unified School District

Charter Sponsor: William S.
Hart Union High School District

Education Management
Systems-Hacienda-

La Puente

California Charter
School Group

OFL-Baldwin Park
Charter School

OFL-San Juan Capistrano
Charter School

OFL-William S. Hart
Charter School

OFL-Hacienda-La Puente
Charter School

(dissolved in 2005)

Charter Sponsor: Capistrano
Unified School District

Charter Sponsor: Hacienda-La Puente
Unified School District

Management Relationship Only
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In November 1999, Education Management Systems entered into a service agreement 
with OFY, Inc., in which OFY, Inc. provided services to Education Management Systems, 
including accounting, purchasing, and curriculum development. In turn, Education Man-
agement Systems passed these services on to the OFL charter schools. Once Education 
Management Systems became more established, the service agreement was renewed and 
limited to information technology and curriculum-related services.

The Education Management Systems management agreements established a fixed monthly 
fee for each school operated by the OFL charters, plus lease and utility expenses. The 
agreements stipulated that Education Management Systems would provide nearly all ad-
ministrative services to the charter schools. While the three Education Management Sys-
tems-LLCs were part of Education Management Systems, CCSG had separate ownership 
and was the holder of the charter for the OFL-Hacienda-La Puente schools. In the fall of 
2004, CCSG and Education Management Systems agreed to terminate their management 
contract on June 30, 2005. In accordance with this agreement, the parties terminated the 
contract on June 30, 2005, and the OFL-Hacienda-La Puente charter school ceased operat-
ing. On July 5, 2005, Education Management Systems/OFL opened very similar programs 
in the same locations with many of the same teachers.

Education Management Systems also formed the Education Management Systems-Haci-
enda-La Puente division, a division to account for Education Management Systems costs 
associated with setting up the OFL-Hacienda-La Puente charter locations that belonged 
to CCSG. Eventually, the Education Management Systems-Hacienda-La Puente division 
transformed into a “pass through” whereby vendor invoices received by Education Man-
agement Systems that related to more than one of the Education Management Systems 
charters were paid by the Education Management Systems-Hacienda-La Puente division 
and costs were allocated to the charters based on usage. The charters would then reimburse 
the Education Management Systems-Hacienda-La Puente division. 

Similar to OFY, the majority of the OFL schools’ revenues come from the state and the 
amount of state funding received by the OFL schools has steadily increased over the three 
years covered by this review. As depicted in Exhibit I-5 (see next page), the OFL-Baldwin 
Park and OFL-Capistrano charters have consistently been the largest and smallest OFL 
charters, respectively.
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Exhibit I-5
State Payments to Opportunities for Learning Schools,

School Years 2002-03 Through 2004-05
Opportunities for Learning 2002-03 2003-04 2004-05 Totals

OFL-Baldwin Park $3,985,515 $5,451,859 $6,738,034 $16,175,408
OFL-Capistrano 59,573 195,203 217,812 472,588
OFL-William S. Hart 3,848,029 4,937,120 4,416,366 13,201,515
California Charter School Group
OFL-Hacienda-La Puente 3,470,394 4,560,928 4,877,730 12,909,052
Totals $11,363,511 $15,145,110 $16,249,942 $42,758,563

Source:  Nonclassroom Based Funding Determination reports, except OFL-Hacienda-La Puente for 2004‑05.

The amount of state funding received by the charters is indicative of the number of centers 
they operate and the number of students they serve. During the 2004-05 school year, the 
four OFL charters operated 35 centers in Los Angeles and Orange counties and enrolled 

over 4,500 students in their programs. Exhibit I-6, which breaks out these numbers by OFL 
charter, shows that Baldwin Park operates more centers than the other three charters com-
bined, although its students comprise 37.5 percent of the OFL schools’ total enrollment.

Exhibit I-6
Opportunities for Learning 

Centers and Enrollment, 2004-05
Opportunities for Learning City County Centers Enrollment

OFL-Baldwin Park Baldwin Park Los Angeles 18 1,715
OFL-Capistrano Dana Point Orange 1 96
OFL-William S. Hart Santa Clarita Los Angeles 8 1,355

California Charter School Group
OFL-Hacienda-La Puente La Canada Los Angeles 8 1,409
Totals 35 4,575

  Source:  The CDE Web site and Education Management Systems.

Other Related Entities
Following the successful expansion of their charter schools, the Halls created additional 
corporations and began providing services beyond charter school management. In January 
2002, the Halls started Education Dynamics, Inc., and in 2003, they founded Partners in Spe-
cial Education, Inc. Both Education Dynamics, Inc. and Partners in Special Education, Inc. 
provided services to the OFY/OFL charter schools. Also in 2002, the OFY charter schools 
donated money toward the creation of an organization called Pathways in Education.

Education Dynamics, Inc. Education Dynamics, Inc., a wholly owned, for-profit corpora-
tion that specializes in education software, was established by Mr. and Mrs. Hall in Janu-
ary of 2002. Education Dynamics, Inc. provides its clients with iSIStrac, a student-tracking 
software that is designed for use by independent-study charter schools. Education Dynam-
ics, Inc.’s clientele include the OFY schools, Education Management Systems, and other 
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school districts. Education Dynamics, Inc. began as a technology purchasing division of 
Education Management Systems, and was ultimately spun off into a stand-alone entity. 
Education Dynamics, Inc. entered into agreements with the OFY charter school companies 
and Education Management Systems to provide services for a flat monthly fee per student 
file maintained. 

Partners in Special Education, Inc. Partners in Special Education, Inc., also a wholly owned, 
for-profit Hall corporation, was created to provide special education services to the OFY/OFL 
charter schools. Since its inception in May 2003, Mr. and Mrs. Hall served as Partners in 
Special Education, Inc. directors as well as its chief executive officer/chief financial officer 
and secretary, respectively. The Education Management Systems director of special education 
became the president of Partners in Special Education, Inc. Shortly after Partners in Special 
Education, Inc.’s creation, the OFY/OFL charter school governing boards voted to have Part-
ners in Special Education, Inc. replace their special education provider.� Partners in Special 
Education, Inc. continued to provide special education services to the OFY/OFL schools and 
additional school districts during the 2003-04 and 2004-05 school years until it discontinued 
operating in late 2005.

Pathways in Education, Inc. On January 28, 2002, the chief operating officer of OFY, Inc. 
filed articles of incorporation as a nonprofit organization for Pathways in Education with 
the California Secretary of State. According to the articles of incorporation, its mission was 
to engage in charitable and educational purposes, including the making of distributions to 
organizations that qualify as nonprofit organizations. At that time, OFY-CA, Inc., which 
was created by Mrs. and Mr. Hall, was the sole member of Pathways in Education. On 
April 11, 2002, CCSG became the sole member of Pathways in Education. As described in 
more detail in Chapter 2, the OFY-Burbank, OFY-Long Beach, OFY-San Gabriel, OFY-
Upland, and OFY-Victor Valley contributed reserve funds totaling nearly $11 million to 
Pathways in Education in April, June, and July 2002. In April 2004, Pathways in Educa-
tion’s governing board voted to make Education in Motion the sole member of Pathways 
in Education. On July 27, 2004, Catherine D., a member of Pathways in Education’s 
governing board, submitted articles of incorporation of Education in Motion as a nonprofit 
organization with the California Secretary of State. As of April 24, 2006, Education in Mo-
tion had not registered with the California Attorney General’s Registry of Charitable Trusts 
as generally required by Government Code Section 12585. 

Options for Youth/Opportunities for Learning
School Program Types
The OFY/OFL charter schools offered two types of independent study, or nonclassroom-
based instruction. Both OFY and OFL charter schools focus primarily on providing aca-

7 The CCSG was unable to provide minutes showing that the CCSG board approved its contract with PSE.
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demic recovery programs. Academic recovery programs are organized to be more flexible 
than a more traditional classroom setting and rely on the student’s ability to self-direct and 
self-motivate. This instructional model allows students to choose their own core and elec-
tive courses and to control the content and pace of their learning. The schools assign each 
student to a teacher at one of the OFY/OFL centers (schools), which are primarily located 
in retail shopping centers. 

The academic recovery program requires students to meet with their teacher twice a week—
for one hour per visit. During these visits, students are expected to submit work product, 
continue their studies, and ask the teacher any questions they may have. In this process, 
instruction occurs on a one-to-one basis, rather than the formal classroom-based instruction of 
traditional schools. Instead, much of the transfer of knowledge occurs via OFY’s curriculum, 
which is divided into units that are to be completed at a minimum rate of one per week.� If 
a student does not complete the work product on a timely basis, the president or a designee 
makes a determination on whether to allow the student to continue in the program.

The OFY and OFL also offered their services to parents that taught their children at home 
(home study). According to OFY/OFL, this was to maintain contact between the school sys-
tem and the families as well as to provide the home study families with access to curriculum 
and certificated teachers. As with other home school educators, OFY/OFL claimed ADA for 
the home study students. The program required home study students to submit course work 
once per month and to provide verification of at least a 75 percent attendance and assign-
ment completion to remain in the program. The OFL also offers one experiential learning 
center, at which students learn via direct, “hands on” experiences.

In the 2003-04 school year, OFY charters operated 26 academic recovery and 3 home 
study programs, and OFL charters operated 24 academic recovery, 5 home study programs, 
and an experiential learning center. 

Twelve-Month Multitrack Schedule
The OFY/OFL programs operate 12 months per year, via a multitrack system that enables 
students to go to school up to 240 days throughout the year. This approach is beneficial 
to the schools and students in several ways. By being open 65 more school days per year 
(240 versus 175) than a traditional school, the schools are able to boost capacity and ac-
cessibility. The impact of funding for these 12-month programs is mixed. The benefit is 
that they receive the funding that accompanies an increased ADA that results from students 
who start later in a year still receiving a full year (175 days) of instruction. However, the 
OFY/OFL schools effectively educate any student that attends beyond 175 school days for 
no additional state funding. From the student perspective, the year-round schedule may 
help keep them engaged in school and allow them to catch up on unfinished work. This is 

8 The OFL and CCSG schools also use OFY’s curriculum.
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important to the predominantly dropout, at-risk student population served by the OFY/OFL 
schools.

The multitrack approach also allows schools to capture more ADA than a traditional school 
that does not operate school calendars with school days during the summer months—re-
sulting in increased state funding for multitrack schools. This increase in ADA helps 
offset the costs of educating the students 65 additional days. Although this system allows 
students to enroll year round, the state limits all schools, including OFY and OFL in the 
amount of ADA that may be claimed per student per year at 175 days, the state-established 
minimum for charter schools. Therefore, much of the benefit of this schedule is derived 
from the school’s ability to enroll additional students during a given year. 

One result of OFY/OFL’s year-round schedule is the increased number of hours worked by 
the OFY/OFL teachers. As a result of working a 240-day school year compared with the 
traditional 175-day school year, the OFY/OFL charter schools claim higher FTE per teach-
er than do many traditional schools. In effect, the increased workload allows OFY/OFL 
to maintain adequate pupil-to-teacher ratios with nearly one-half as many teachers as a 
traditional school. Given the unique aspects of the OFY/OFL teacher workload, increased 
annual hours, and minimal student interaction, the calculation of FTE has become a point 
of contention between the OFY/OFL charters and the CDE. 

Request for an Audit of Options for Youth  
and Opportunities for Learning
In March 2005, the CDE, along with the county offices of education in Los Angeles, 
Orange, Sacramento, San Bernardino, and Siskiyou counties, initiated an audit of the ten 
OFY and OFL charter schools and their respective centers.� The audit request arose due to 
concerns the CDE had regarding OFY/OFL’s business practices. 

The CDE and five county offices of education contracted with FCMAT to conduct the in-
vestigation; FCMAT, in turn, contracted with MGT. This report presents the findings from 
FCMAT/MGT’s investigation.

Scope and Methodology
Following the OFY/OFL request for an audit in February 2005, FCMAT and MGT were 
asked to investigate several issues related to the OFY and OFL, (including OFL-Hacienda-
La Puente) charter schools’ business operations. Included in this request were investiga-
tions into compliance with independent study requirements and the existence of related-

9 The original audit request did not include OFY-Long Beach (an 11th charter) because the charter was inac-
tive during the periods reviewed by the audit team. However, OFY-Long Beach became a subject of the 
audit due to an apparent transaction with Pathways in Education, Inc.
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party transactions—including related-party compensation amounts. Also included were 
investigations into the charters’ administrative expenses paid, certificated staff and instruc-
tional expenses, and calculations of pupil-to-teacher ratios. The audit team took a multifac-
eted approach to complete each task outlined in the audit work plan. Exhibit I-7 presents 
these issues, as well as the objectives associated with each.

Exhibit I-7
Scope of Investigative Audit (Summarized)

Issue Objectives
Investigate Compliance with 
Independent Study Requirements

Determine whether OFY and OFL comply with independent study 
requirements (Chapter 5). 

Investigate Related-Party 
Transactions

Determine whether related-party transactions or conflicts of 
interest exist between the OFY and OFL schools and the 
businesses that provide goods and services, directly or indirectly, 
to the charter schools (Chapters 1 and 2).

Investigate Charter School 
Administrative Expenses Paid

Determine whether disparities exist in the administrative costs 
assigned to each school and identify excess costs that were 
claimed (Chapter 1).

Investigate Certificated Staff and 
Instructional Expenses

Determine the accuracy of the ratios of certificated staff 
compensation and instructional costs to the amount of total public 
revenues for the 2002-03 through 2004-05 school years, as 
reported to the state. Calculate the proportion of any overclaimed 
revenues from the state (Chapter 3).

Investigate Pupil-to-Teacher Ratios

Validate the accuracy of the OFY and OFL calculation of the ratio 
of independent study teachers to average daily student attendance 
generated through full-time independent study pursuant to state 
law. Calculate the amount of any overclaimed revenues from the 
state (Chapter 4).

In addition, the scope of the audit included a review of the age of students. This was in 
response to Title 5, Section 11960 of the California Code of Regulations, which limits the 
extent to which students over the age of 19 can matriculate in California charter schools. 
However, the audit team only reviewed school compliance with this provision for one year 
because this regulation did not take effect until 2004-05. Based on this review, the OFY 
and OFL schools appear to comply with the age provisions from Title 5.

The audit team applied a number of approaches to obtain the information necessary to ac-
complish the objectives of this audit. To develop an in-depth understanding of the issues 
and potential outcomes pertaining to each task, the audit team interviewed current and 
former employees and board members. To identify concerns among the local community 
regarding the charter schools’ business operations, the audit team developed a Web site 
to solicit information from the public regarding current and past concerns related to the 
charter schools. For those allegations that fell within the scope of the audit, the audit team 
conducted further investigation.
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The audit team also developed specific audit procedures to address each of the tasks identi-
fied in the audit scope. For each task, the audit team evaluated whether OFY, OFL, and 
CCSG, and/or affiliated individuals complied with applicable rules and regulations, and the 
audit team focused the audit efforts on identifying particular areas of concern. The audit 
team performed various tests and analyses to identify and substantiate instances of poten-
tial violations of funding requirements, inappropriate expenditures, related-party transac-
tions or conflicts of interest, and compliance with independent study requirements. As part 
of the investigation, the audit team conducted an extensive document review of contract 
and vendor files, financial statements, accounting records, invoices, personnel files, student 
files, electronic student attendance tracking information, and records available through 
outside entities such as the Office of the Attorney General, California Secretary of State, 
and Lexis Nexis. Appendix A (at the end of this report) provides a more detailed scope and 
methodology.

The scope of the audit was restricted to the OFY, OFL, and CCSG schools, limiting the audit 
team’s access to documentation and information held by OFY, Inc., OFY-CA, Inc., Educa-
tion Management Systems, Inc., Education Management Systems-Hacienda-La Puente, Inc., 
Pathways in Education, Education Dynamics, Inc., Partners in Special Education, Inc., and 
R3 Learning Solutions LLC. Given the prominent roles sometimes played by these organiza-
tions in the operations and finances of the charter schools, the audit team was unable to oper-
ate with full information. However, the audit team did occasionally obtain access to informa-
tion from some of these entities, as indicated throughout the report.

One of the most important audit standards is that of independence. In all matters relating 
to the audit work, the audit organization and the individual auditor should be free from 
external impairments to independence. External impairments to independence occur when 
auditors are deterred from acting objectively and exercising professional skepticism by 
pressures, actual or perceived, from management and employees of the audited entity. In 
such cases, the auditors may not have complete freedom to make an independent and ob-
jective judgment and the audit may be adversely affected.

On more than one occasion, an officer from OFL threatened directly and indirectly litiga-
tion due to disagreements related to the audit. The threat of litigation constitutes grounds 
for reporting a potential impairment to the independence of the audit imposed by the 
management of the audited entity. However, despite the attempts to influence the audit 
team, the independence of the audit team and the audit report was not compromised in this 
case. While the audit team took into consideration issues and concerns raised by officers 
of OFL and OFY, the audit team did not allow the threats of litigation to affect its profes-
sional judgment or unduly affect the findings included in the audit report. In addition, as 
indicated by the responses from OFY and OFL, the entities withheld information from the 
audit team. As such, the audit team has concerns that the entities were not entirely forth-
coming with information. This audit report represents the audit team’s findings uncovered 
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during a thorough review of available information, including all information provided by 
the entities during the course of the audit.

The audit was conducted in accordance with generally accepted government auditing 
standards promulgated by the Comptroller General of the United States. These standards 
pertain to the auditor’s professional qualifications, the quality of the audit effort, and the 
characteristics of professional and meaningful audit reports. Specifically, the audit fol-
lowed the general standards pertaining to qualifications, independence, and due profes-
sional care. The standards pertaining to conducting the audit fieldwork and preparing the 
audit report were also followed. By following these standards, the audit team ensured the 
independence and objectivity of the audit team, the analysis, and the resulting findings and 
recommendations offered in this report.

Audit Team
For FCMAT For MGT

Joel Montero, Chief Executive Officer Fred S.C. Forrer, Chief Executive Officer
Frank Fekete, FCMAT General Counsel Karin Bloomer, Western Region Director
Laura Haywood, Public Information Specialist Tyler Covey, CPA, CMA, Senior Associate

Linus Li, CPA, CMA, CFM, Senior Associate
Ann K. Campbell (former CFE), Contractor
Celina Knippling, CPA, Senior Consultant
Michael Hearn, Consultant
Jonathan Finley, Consultant
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Chapter 1: Related Parties
The Hall entities10 are interconnected by the Hall family members; several of the same 
corporate officers, directors, and staff; and the goods and services they sell to and purchase 
from one another. To describe this network accurately, the audit team has analyzed all the 
Hall entities together in this chapter. 

Both the OFY and OFL schools can strengthen their conflict-of-interest policies and CCSG was 
unable to provide evidence that it actually had such a policy during FYs 2002-03 and 2003-04—
despite reporting on its SB 740 forms that it had adopted a policy. Without an effective conflict-
of-interest policy and practices, the schools cannot ensure they are receiving the best protection 
against potential improper transactions or the best value from related-party transactions. 

Regarding related-party transactions, the audit team found that in most cases, the Hall enti-
ties adequately disclosed the Hall’s financial interests, ensured that the Halls were not present 
during the vote, and referred to comparable analyses in order to determine the benefits and 
fairness associated with each transaction. However, some of the related-party arrangements 
lacked agreements and board approvals, had agreements and board approvals that were 
questionable, were not paid for, or resulted in the equivalent of an interest-free loan. Addi-
tionally, the audit team found that OFY, Inc. charges significantly higher fees than Education 
Management Systems does for providing similar charter school services. Moreover, the Hall 
family and certain key individuals hold the majority of the board and officer positions for 
the Hall entities (several hold multiple positions concurrently) which increases the potential 
for related- or interested-party transactions to occur. A review of all major vendors for the 
entities revealed four interested-party vendors for which the transactions appeared reasonable 
and one related-party vendor that needs further investigation.11 Finally, the audit team found 
that the salaries for Mr. and Mrs. Hall may be excessive based on the number of hours they 
work in each of the entities and because the comparative analyses conducted by the boards to 
determine the reasonableness of the salaries are questionable. 

Criteria and Policies for Related-Party Transactions
The California Government Code and California Corporations Code similarly define a 
related-party transaction, also known as a “self-dealing transaction,” as a transaction to 
which the officer or corporation is a party and in which any of its officers or directors has 
or may foreseeably have a financial interest. This definition of interest also extends to the 
directors’ family members if those family members are not in the class of persons intended 
to benefit by the charitable purpose for which the corporation is created. While related-par-
ty transactions are not inherently illegal, the heightened potential for unjustified favoritism 

10 The audit team defines a Hall entity as an entity that any of the Hall family founded, owns, or works in as 
an officer or director.

11 Interested- and related-party transactions are those in which an officer, director, or corporation has a finan-
cial interest and pre-existing relationship with the transacting entities. The difference between the two is 
that the latter is in a position to potentially influence the decision-making process.
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requires organizations to take extra steps to ensure the fairness and reasonableness of any 
self-dealing transaction. This includes providing justification of the fair market value of 
the transaction and gaining governing board approval. While not legally required, to better 
ensure the board reaches an independent and fair decision, the related party(ies) should not 
be present during the approval process.

The existence of related-party transactions that unfairly benefit those involved in the deci-
sion-making process can have a significant and negative impact on the financial and legal 
status of the involved organizations and their members. Several California codes address 
these types of transactions. Specifically:

•	 Education Code Section 47604.5(b): Authorizes the Superintendent of Public In-
struction to recommend and the State Board of Education to take appropriate action 
upon finding illegal or substantially improper use of charter school funds for the 
personal benefit of any officer, director, or fiduciary of the charter school.” 

•	 Government Code Section 87100 et seq.: Prohibits a public official from participat-
ing in any decision of a public body if it is reasonably foreseeable that the official will 
gain a material economic benefit from the decision. Section 87300 goes on to require 
every agency to adopt and promulgate a conflict-of-interest code pursuant to California 
Government Code. 

•	 Title 5, California Code of Regulations, Section 11963.3(b): States, in part, that a 
complete determination of a charter school funding request shall include a certifi-
cation that the governing board of the charter school has adopted and implements 
conflict-of-interest policies and that all of the charter school’s transactions, con-
tracts, and agreements are in the best interest of the school and reflect a reasonable 
market rate for all goods, services, and considerations rendered for or supplied to 
the school. 

•	 California Corporations Code 5233: Defines a self-dealing transaction as one in 
which “…the corporation is a party and in which one or more of its directors has 
a material financial interest…” It also states that the interested director(s) may be 
required by the court to return related funds or property gained through a self-deal-
ing transaction to the corporation. 

•	 Taxpayer Bill of Rights 2, Section 1311 (previously Internal Revenue Service 
[IRS] Intermediate Section Regulation 4958): The IRS may impose sanctions on 
a 501(c)(3) organization that participates in a transaction that constitutes excess 
benefits to a related party. Excess benefits are defined as those whose value exceeds 
the value received for providing such benefit.

•	 The 1992 Charter Schools Act: A charter school that provides independent study 
is required to comply with the provisions of law that are otherwise applicable to 
the governing board of a school district or a county office of education that offers 
independent study. 
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•	 Government Code Section 1090 states that “Members of the Legislature, state, 
county, district, judicial district, and city officers or employees shall not be finan-
cially interested in any contract made by them in their official capacity, or by any 
body or board of which they are members. Nor shall state, county, district, judicial 
district, and city officers or employees be purchasers at any sale or vendors at any 
purchase made by them in their official capacity. 

	 “As used in this article, ‘district’ means any agency of the state formed pursuant to 
general law or special act, for the local performance of governmental or proprietary 
functions within limited boundaries.” 

•	 Title 2, California Code of Regulations, Section 18730 (also known as the Fair 
Political Practices Commission Regulation 18730) contains all of the provisions 
related to the terms of the conflict of interest code. These include definitions, the 
designation of employees, disclosure categories, statements of economic interests, 
the manner of reporting, the prohibition on receipt of gifts and loans, disqualifica-
tion, the assistance of the commission and counsel, and violations. This code has 
the force and effect of law.

Conflict-of-Interest Policies
Both the OFY and OFL schools can strengthen their conflict-of-interest policies and CCSG 
was unable to provide evidence that it actually had a policy during FYs 2002-03 and 2003-
04—despite reporting on 
its SB 740 forms that it 
had adopted a policy. 
Without effective con-
flict-of-interest policies 
and practices, the 
schools can neither 
ensure they are receiving 
the best protection 
against potential improp-
er transactions nor the 
best value from related-
party transactions. 

The OFY conflict-of-in-
terest policy, adopted by 
the OFY charter school 
boards in January and 
February 2002, only 
requires employees to “…
ensure that its transactions are consistent with California law governing the operations of non-

Conflict-of-Interest Policy Components  
Promulgated by California Law

•	 A written conflict-of-interest policy requiring that the terms of 
Fair Political Practices Commission Regulation 18730 are 
referenced and adhered to.

•	 A list of positions that make or participate in making decisions.
•	 Categories for which designated parties must disclose 

interests that may influence decisions.
•	 Third-party evaluation and approval of transactions.
•	 Any interested party must be recused from the decision-

making process.
•	 The transaction is fair and reasonable.
•	 The transaction is germane.
•	 Any interested party fully discloses his or her conflict of interest.
•	 Code must be approved by organization’s code reviewing body.

Source:	 The Fair Political Practices Commission Regulation 18730, Government Code 87303, and 
California Corporations Codes 300 and 5233.

Conflict-of-Interest Policy Components  
Promulgated by California Law

•	 A written conflict-of-interest policy requiring that the terms of 
Fair Political Practices Commission Regulation 18730 are 
referenced and adhered to.

•	 A list of positions that make or participate in making decisions.
•	 Categories for which designated parties must disclose 

interests that may influence decisions.
•	 Third-party evaluation and approval of transactions.
•	 Any interested party must be recused from the decision-

making process.
•	 The transaction is fair and reasonable.
•	 The transaction is germane.
•	 Any interested party fully discloses his or her conflict of interest.
•	 Code must be approved by organization’s code reviewing body.

Source:	 The Fair Political Practices Commission Regulation 18730, Government Code 87303, and 
California Corporations Codes 300 and 5233.
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profit corporations and to ensure that the corporations’ transactions are in the best interest of the 
charter school.” Although the OFY charter school petitions provide a more detailed conflict-
of-interest policy, these might not be as accessible and may not be reviewed and approved by 
the board members. As described earlier, independent study charter schools must comply with 
more than the conflict-of-interest laws that only apply to nonprofit corporations. In addition, 
due to the number of California laws related to conflicts of interest, the vagueness of OFY’s 
policy may increase the likelihood that school governing board members and employees will 
not fully consider or understand all the pertinent rules and regulations regarding disclosure, 
and the proper steps needed to protect against improper related-party transactions. The OFY 
schools can improve their conflict-of-interest policy by making specific reference to all of the 
pertinent laws and by adopting policy components that are promulgated by California law, as 
shown in the text box on the previous page.

The Education Management Systems/OFL conflict-of-interest policy, adopted by the three 
OFL charter school boards in November 2003, is better. The Education Management Sys-
tems/OFL policy designates positions, defines financial interests, and makes mention of the 
need to distribute the policy to the affected parties. 

However, OFY and Education Management Systems/OFL could strengthen their policies 
by adding specific guidelines to ensure that boards are composed of independent members, 
that any interested parties recuse themselves from the decision-making process, and that 
the directors and officers sign a statement acknowledging the policy and disclosing their 
own interests. Both the OFY and Education Management Systems/OFL financial officers 
agreed that their conflict-of-interest policies could benefit from the increased detail out-
lined above.

Of greater concern, the current president of CCSG could not provide a conflict-of-inter-
est policy for the OFL-Hacienda-La Puente schools prior to his involvement with CCSG, 
starting in September 2004. This is despite the fact that the OFL-Hacienda-La Puente 
schools reported to the state (on the SB 740 funding determination forms) that a policy did 
exist. 

Background on the Agreements and Allocation of Costs 
Between Hall Entities
As summarized in Exhibit 1-1 (see next page), several Hall entities conduct business with 
one another on a regular basis, and have often paid each other significant sums during FYs 
2002-03 through 2004-05.
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Exhibit 1-1
Options for Youth/Opportunities for Learning Schoola

Payments to the Hall Entities
2002-03 Through 2004-05 

Vendor
OFY Charter 

Schools

Education 
Management 
Systems/OFL 

Charter Schools

CCSG-OFL- 
Hacienda- 
La Puente

Options For Youth, Inc. $27,852,689 $3,842,068 0
Education Management Systems 0 6,071,444 $2,435,455
Education Dynamics, Inc. 1,150,416 1,335,912 378,545
Partners in Special Education 107,854 372,273 109,832

  Source: Check history reports, audited financials, and Education Management Systems.
   a In 2002, OFY schools donated over $10 million to Pathways in Education, an organization that will be discussed in more detail in 

Chapter 2.

For example, during the 2002-03 through 2004-05 FYs, the OFY charter schools paid 
OFY, Inc. more than $27.8 million. According to OFY, Inc.’s chief financial officer, it 
allocates all of its costs pertaining to the OFY schools either directly – if attributable to 
specific charters – or based on student ADA, if all the charters receive a benefit.12

As discussed in the Introduction section, Education Management Systems manages the 
OFL schools. It charges OFL-Baldwin Park and OFL-William S. Hart a flat fee of $9,625 
per learning center, per month. It managed OFL-Hacienda-La Puente for a flat fee of 
$11,475 per learning center, per month, but did not charge OFL-Capistrano for its services. 
As also described in the Introduction section of the report, Education Management Sys-
tems contracted with OFY, Inc. to obtain services related to information technology and 
curriculum purchasing for the OFL charter schools. As shown in Exhibit 1-1, the four OFL 
schools paid OFY, Inc. over $3.8 million for these services and curriculum. 

Education Dynamics, Inc. provides a student information tracking software called iSIStrac 
to the OFY schools for a flat fee of $8 per student, per month. Education Dynamics, Inc. 
also provides iSIStrac software to Education Management Systems for a flat fee of $11.95 
per student, per month. However, Education Management Systems passes these costs on to 
the OFL charter schools through its monthly fee.

Partners in Special Education, Inc. provided special education services to the OFY/OFL 
charter schools until September 30, 2004. The costs of Partners in Special Education, Inc.’s 
services are based on a fixed market rate schedule and the hours and types of special edu-
cation services they provide each school.

12 According to the California Ed-Data Partnership, ADA is “…the total number of days of student atten-
dance divided by the total number of days in the regular school year.”



Fiscal Crisis & Management Assistance Team

34 CHAPTER ONE

Exhibit 1-2 (see next page) depicts the business relationships between the various Hall 
entities.

Related-Party Transactions
To examine the appropriateness of the related-party transactions between the Hall entities, 
the audit team reviewed board meeting minutes and the resulting contracts or agreements. 
In most cases, the Hall entities adequately disclosed the Hall’s financial interests, ensured 
that the Halls were not present during the vote, and referred to comparable analyses in 
order to determine the benefits and fairness associated with each transaction. However, 
the audit team found some of the related-party arrangements lacked agreements and board 
approvals, had agreements and board approvals that were questionable, were not paid for, 
resulted in the equivalent of an interest-free loan, or resulted in duplicate charges.

Formal Agreements and Board Approval of Related-Party Transactions
Two cases exist in which there are no formal agreements or board minutes authorizing 
the dealings between the related Hall entities. Without such agreements and approvals in 
place, it is difficult to verify the veracity of the resulting transactions.

For instance, OFY, Inc. has no formal agreement with the OFY charter schools for man-
agement and procurement services. In spite of this lack of agreement, the charter schools 
paid OFY, Inc. more than $27.8 million for operating costs and “management services” 
during the 2002-03 through 2004-05 FYs. The audit team could not verify if the schools 
received fair value because an agreement outlining OFY, Inc.’s services and fees does not 
exist. However, as discussed later in this chapter, OFY, Inc.’s annual charges to the OFY 
schools exceeded the Education Management Systems charges to the OFL schools.

Although OFY, Inc. and Education Management Systems have an agreement (as discussed 
further in this report), the individual OFL schools that OFY, Inc. bills directly for the book 
purchases do not. Without a formal agreement, determination of fair value, and board ap-
proval, the schools cannot ensure these related-party transactions are in their best interests.



Options for Youth, Inc., and Options for Learning, Inc., Charter Schools

35CHAPTER ONE
 

C
ha

pt
er

 1
: R

el
at

ed
 P

ar
tie

s 

35

Ex
hi

bi
t 1

-2
 

D
ia

gr
am

m
at

ic
 E

xp
la

na
tio

n 
of

 C
on

tr
ac

tu
al

 R
el

at
io

ns
hi

ps
 B

et
w

ee
n 

th
e 

H
al

l E
nt

iti
es

 
 

 
S

ou
rc

e:
 O

pp
or

tu
ni

tie
s 

fo
r L

ea
rn

in
g.

 

PA
R

TN
ER

S 
IN

 S
PE

C
IA

L 
ED

U
C

AT
IO

N
 IN

C
. (

"P
SE

")
 P

R
O

VI
D

ED
 S

PE
C

IA
L 

ED
U

C
AT

IO
N

 S
ER

VI
C

ES
 O

N
 A

 "
M

AR
K

ET
 R

AT
E"

 B
AS

IS

O
PT

IO
N

S 
FO

R
 Y

O
U

TH
, I

N
C

. (
"O

FY
")

 P
R

O
VI

D
ES

 C
U

R
R

IC
U

LU
M

 P
U

R
C

H
AS

IN
G

 S
ER

VI
C

ES
 O

N
 A

 "
SH

AR
ED

 C
O

ST
S"

 B
AS

IS

ED
U

C
AT

IO
N

 D
YN

AM
IC

S,
 IN

C
. (

"E
D

")
 P

R
O

VI
D

ES
 iS

IS
tr

ac
 &

 IT
 S

ER
VI

C
ES

 O
N

 A
 "

M
AR

K
ET

 R
AT

E"
 B

AS
IS

K
EY

: (A
)

M
an

ag
em

en
t R

el
at

io
ns

hi
p 

O
nl

y
M

an
ag

em
en

t C
om

pa
ny

(N
ot

 fo
r P

ro
fit

)
(F

or
 P

ro
fit

)
iS

IS
tra

c 
&

 IT
 S

er
vi

ce
s

(F
or

 P
ro

fit
)

M
an

ag
em

en
t C

om
pa

ny

O
FY

-S
an

 J
ua

n 
C

ha
rte

r

Sp
ec

ia
l E

d.
 S

er
vi

ce
s

O
FY

, I
nc

.

O
FY

-V
ic

to
r V

al
le

y 
C

ha
rte

r
O

FY
-U

pl
an

d 
C

ha
rte

r

(N
ot

 fo
r P

ro
fit

)
(C

ha
rte

r #
 1

39
)

(C
ha

rte
r #

 2
17

)

E
du

ca
tio

n 
D

yn
am

ic
s,

 In
c.

Ed
uc

at
io

n 
M

an
ag

em
en

t 
Sy

st
em

s 
- B

al
dw

in
 P

ar
k,

 
LL

C

O
FL

-B
al

dw
in

 P
ar

k 
C

ha
rte

r
(C

ha
rte

r #
 1

17
)

O
FY

-S
an

 G
ab

rie
l C

ha
rte

r

Pa
rtn

er
s 

in
 S

pe
ci

al
 

E
du

ca
tio

n,
 In

c.
(F

or
 P

ro
fit

)

(C
ha

rte
r #

 0
13

)
(C

ha
rte

r #
 1

05
)

E
du

ct
io

n 
M

an
ag

em
en

t S
ys

te
m

s,
 In

c.
 p

ro
vi

de
d 

m
an

ag
em

en
t s

er
vi

ce
s 

on
ly

 to
 th

e 
C

C
SG

 c
ha

rte
r, 

na
m

el
y 

H
ac

ie
nd

a-
La

 P
ue

nt
e 

C
ha

rte
r (

# 
18

8)
. T

hi
s 

w
as

 p
ur

el
y 

a 
co

nt
ra

ct
ua

l r
el

at
io

ns
hi

p 
th

at
 w

as
 te

rm
in

at
ed

 e
ffe

ct
iv

e 
Ju

ne
 3

0,
 2

00
5.

O
FL

-H
ac

ie
nd

a 
La

 P
ue

nt
e

C
ha

rte
r (

# 
18

8)

Ed
uc

at
io

n 
M

an
ag

em
en

t 
Sy

st
em

s 
- W

illi
am

 S
. H

ar
t, 

LL
C

O
FL

-W
illi

am
 S

. H
ar

t
C

ha
rte

r (
# 

21
4)

O
FY

-M
t. 

S
ha

st
a 

C
ha

rte
r

(N
ot

 fo
r P

ro
fit

)

O
FY

-B
ur

ba
nk

 C
ha

rte
r

Th
e 

E
D

, I
nc

. p
ro

vi
de

s 
iS

IS
tra

c 
an

d 
in

fo
rm

at
on

 te
ch

no
lo

gy
 s

er
vi

ce
s,

 o
n 

a 
m

ar
ke

t r
at

e 
ba

si
s,

 to
 E

du
ca

tio
n 

M
an

ag
em

en
t S

ys
te

m
s 

In
c.

 fo
r u

se
 b

y 
th

e 
O

FL
 c

ha
rte

rs
 th

at
 E

du
ca

tio
n 

M
an

ag
em

en
t S

ys
te

m
s 

m
an

ag
es

, a
nd

 to
 th

e 
O

FY
 c

ha
rte

rs
, n

am
el

y 
V

ic
to

r V
al

le
y 

C
ha

rte
r (

# 
01

3)
, U

pl
an

d 
C

ha
rte

r (
# 

10
5)

, S
an

 G
ab

rie
l C

ha
rte

r (
# 

11
7)

, B
ur

ba
nk

 C
ha

rte
r (

# 
13

0)
, M

ou
nt

 S
ha

st
a 

C
ha

rte
r (

# 
13

9)
, a

nd
 S

an
 J

ua
n 

C
ha

rte
r (

# 
21

7)
.

E
du

ca
tio

n 
M

an
ag

em
en

t 
S

ys
te

m
s 

- C
ap

is
tra

no
, L

LC

O
FL

-S
an

 J
ua

n 
C

ap
is

tra
no

C
ha

rte
r (

# 
46

3)

Ed
uc

at
io

n 
M

an
ag

em
en

t 
Sy

st
em

s,
 In

c.

O
W

N
ER

SH
IP

 B
Y 

JO
H

N
 A

N
D

 J
O

AN
 H

AL
L

(N
ot

 fo
r P

ro
fit

)
(F

or
 P

ro
fit

)

(#
 4

02
)

(N
ot

 fo
r P

ro
fit

)
(C

ha
rte

r #
 1

30
)

(N
ot

 fo
r P

ro
fit

)
(N

ot
 fo

r P
ro

fit
)

E
du

ca
tio

n 
M

an
ag

em
en

t S
ys

te
m

s-
H

ac
ie

nd
a-

La
 P

ue
nt

e 
is

 a
 d

iv
is

io
n 

of
 E

du
ca

tio
n 

M
an

ag
em

en
t S

ys
te

m
s,

 In
c.

 T
he

 E
du

ca
tio

n 
M

an
ag

em
en

t S
ys

te
m

s-
H

ac
ie

nd
a-

La
 P

ue
nt

e 
di

vi
si

on
 w

as
 in

iti
al

ly
 a

nd
 s

pe
ci

fic
al

ly
 c

re
at

ed
 in

 o
rd

er
 to

 a
cc

ou
nt

 fo
r E

du
ca

tio
n 

M
an

ag
em

en
t S

ys
te

m
s'

 c
os

ts
 

as
so

ci
at

ed
 w

ith
 s

et
tin

g 
up

 th
e 

H
ac

ie
nd

a-
La

 P
ue

nt
e 

ch
ar

te
r l

oc
at

io
ns

. T
he

 E
du

ca
tio

n 
M

an
ag

em
en

t S
ys

te
m

s-
H

ac
ie

nd
a-

La
 P

ue
nt

e 
di

vi
si

on
, w

hi
ch

 b
el

on
gs

 to
 E

du
ca

tio
n 

M
an

ag
em

en
t S

ys
te

m
s,

 In
c.

, i
s 

no
t t

he
 s

am
e 

th
in

g 
as

 th
e 

H
ac

ie
nd

a-
La

 P
ue

nt
e 

ch
ar

te
r, 

w
hi

ch
 b

el
on

gs
 to

 C
al

ifo
rn

ia
 

C
ha

rte
r S

ch
oo

l G
ro

up
, I

nc
. S

ub
se

qu
en

tly
, t

he
 E

du
ca

tio
n 

M
an

ag
em

en
t S

ys
te

m
s-

H
ac

ie
nd

a-
La

 P
ue

nt
e 

di
vi

si
on

 b
ec

am
e 

a 
"p

as
s-

th
ro

ug
h"

 w
he

re
by

 v
en

do
r i

nv
oi

ce
s 

re
ce

iv
ed

 b
y 

E
du

ca
tio

n 
M

an
ag

em
en

t S
ys

te
m

s 
th

at
 re

la
te

d 
to

 m
or

e 
th

an
 o

ne
 o

f t
he

 c
ha

rte
rs

 th
at

 E
du

ca
tio

n 
M

an
ag

em
en

t 
S

ys
te

m
s 

w
as

 m
an

ag
in

g,
 w

er
e 

pa
id

 b
y 

E
du

ca
tio

n 
M

an
ag

em
en

t S
ys

te
m

s 
in

 it
s 

Ed
uc

at
io

n 
M

an
ag

em
en

t S
ys

te
m

s-
H

ac
ie

nd
a-

La
 P

ue
nt

e 
di

vi
si

on
, a

nd
 th

en
 a

llo
ca

te
d 

to
 th

e 
in

di
vi

du
al

 c
ha

rte
rs

 b
as

ed
 o

n 
th

e 
qu

an
tit

ie
s 

of
 g

oo
ds

 o
r s

er
vi

ce
s 

th
at

 e
ac

h 
pa

rti
cu

la
r c

ha
rte

r h
ad

 re
ce

iv
ed

 fr
om

 th
e 

ve
nd

or
. T

he
 in

di
vi

du
al

 c
ha

rte
rs

 th
en

 re
im

bu
rs

ed
 th

e 
E

du
ca

tio
n 

M
an

ag
em

en
t S

ys
te

m
s-

H
ac

ie
nd

a-
La

 P
ue

nt
e 

di
vi

si
on

.

C
al

ifo
rn

ia
 C

ha
rte

r S
ch

oo
l 

G
ro

up

(N
ot

 fo
r P

ro
fit

)

E
du

ca
tio

n 
M

an
ag

em
en

t 
S

ys
te

m
s 

- H
ac

ie
nd

a-
La

 
P

ue
nt

e
A

 "P
as

s 
Th

ro
ug

h"
D

iv
is

io
n 

(A
)

Th
e 

O
FY

, I
nc

. p
ro

vi
de

s 
cu

rr
ic

ul
um

 p
ur

ch
as

in
g 

se
rv

ic
es

, o
n 

a 
"s

ha
re

d 
co

st
s"

 b
as

is
, t

o 
th

e 
C

C
S

G
 c

ha
rte

r, 
na

m
el

y 
H

ac
ie

nd
a 

La
 P

ue
nt

e 
C

ha
rte

r (
# 

18
8)

; t
he

 O
FL

 c
ha

rte
rs

, n
am

el
y 

W
illi

am
 S

. H
ar

t C
ha

rte
r (

# 
21

4)
, B

al
dw

in
 P

ar
k 

C
ha

rte
r (

# 
40

2)
, a

nd
 S

an
 J

ua
n 

C
ap

is
tra

no
 C

ha
rte

r (
# 

46
3)

; 
an

d
 th

e 
O

FY
 c

ha
rte

rs
, n

am
el

y 
V

ic
to

r V
al

le
y 

C
ha

rte
r (

# 
01

3)
, U

pl
an

d 
C

ha
rte

r (
# 

10
5)

, S
an

 G
ab

rie
l C

ha
rte

r (
# 

11
7)

, B
ur

ba
nk

 C
ha

rte
r (

# 
13

0)
, M

ou
nt

 S
ha

st
a 

C
ha

rte
r (

# 
13

9)
, a

nd
 S

an
 J

ua
n 

C
ha

rte
r (

# 
21

7)
.

Th
e 

P
SE

, I
nc

. c
ea

se
d 

its
 o

pe
ra

tio
ns

 e
ffe

ct
iv

e 
Se

pt
em

be
r 3

0,
 2

00
4.

 P
rio

r t
o 

ce
as

in
g 

its
 o

pe
ra

tio
ns

, P
S

E,
 In

c.
 p

ro
vi

de
d 

sp
ec

ia
l e

du
ca

tio
n 

se
rv

ic
es

, o
n 

a 
m

ar
ke

t r
at

e 
ba

si
s,

 to
 th

e 
C

C
S

G
 c

ha
rte

r, 
na

m
el

y 
H

ac
ie

nd
a 

La
 P

ue
nt

e 
C

ha
rte

r (
# 

18
8)

; t
he

 O
FL

 c
ha

rte
rs

, n
am

el
y 

W
illi

am
 S

. H
ar

t 
C

ha
rte

r (
# 

21
4)

, B
al

dw
in

 P
ar

k 
C

ha
rte

r (
# 

40
2)

, a
nd

 S
an

 J
ua

n 
C

ap
is

tra
no

 C
ha

rte
r (

# 
46

3)
; a

nd
 th

e 
O

FY
 c

ha
rte

rs
, n

am
el

y 
Vi

ct
or

 V
al

le
y 

C
ha

rte
r (

# 
01

3)
, U

pl
an

d 
C

ha
rte

r (
# 

10
5)

, S
an

 G
ab

rie
l C

ha
rte

r (
# 

11
7)

, a
nd

 B
ur

ba
nk

 C
ha

rte
r (

# 
13

0)
.

(F
or

 P
ro

fit
)

(F
or

 P
ro

fit
)



Fiscal Crisis & Management Assistance Team

36 CHAPTER ONE

Supporting Documents for the Related-Party Transactions
When OFY was agreeable to providing board minutes and contracts to support its related-
party transactions, the documents sometimes contained errors and some appeared unoriginal. 
For instance, the last page of the June 18, 2002 board minutes for OFY-Upland appears to be 
an exact copy of the last page of the minutes from another charter—OFY-Burbank. Specifi-
cally, this last page reports that directors of the OFY-Burbank board—whom the minutes 
do not list as being present at the meeting—moved and voted to adjourn the meeting. These 
minutes are clearly in error as they also indicate that the meeting ended two hours before it 
supposedly began. The audit team also found references to the OFY-Upland charter in the 
executed service agreements with Education Dynamics, Inc. for the other OFY charters—an 
error that the governing board should usually catch during the review and approval process. 
A contributing factor to such errors may be OFY’s apparent practice of copying board min-
utes and contracts for similar meetings or transactions. In fact, the audit team found several 
instances in which large sections of the board minutes and contracts of the different charter 
schools were identical to one another with only the board members’ names, dates, and times 
changed. While copying service agreements and contracts may be practical, it is important to 
carefully review the final documents to be sure that they are accurate. The specific minutes 
referred to, dated in January and June of 2002, are important in that these minutes evidence 
each of the OFY school board’s approvals of Mr. and Mrs. Hall’s compensation, the conflict-
of-interest policies, the transaction with Pathways in Education, several of the contracts with 
related entities, noncompetition and expansion agreements, and information technology ser-
vices. Because of these errors and practices, the authenticity and accuracy of some of OFY’s 
agreements and minutes are questionable.

Review of Board Justifications to Conduct Related-Party Business
In addition to these reporting errors, the audit team found one decision made by the gov-
erning boards to conduct related-party business questionable. Specifically, in the fair value 
analysis reviewed by the OFY boards related to vendors who provide student information 
services, the related company – Education Dynamics, Inc. – had the lowest relative costs 
with its iSIStrac system during the first year of operation. However, Education Dynamics, 
Inc.’s costs in the analysis for years two and three far exceeded those of the two products 
offered by the unrelated competitor in the comparison. According to OFY’s chief finan-
cial officer, the other benefits of iSIStrac, such as lower transition costs and independent 
study-specific functions outweighed the extra future costs of contracting with Education 
Dynamics, Inc. However, it concerns the audit team that only OFY-San Gabriel recognized 
the cost difference. Furthermore, the OFY chief financial officer’s response was that the 
analysis did not represent all costs. The audit team feels that such analysis should better 
represent the true costs of a vendor to better serve the boards relying on the analysis when 
making a decision. Education Management Systems fees include Education Dynamics, 
Inc. costs and because Education Management Systems would not provide its agreement 
with Education Dynamics, Inc., the audit team did not review the Education Management 
Systems and Education Dynamics, Inc. agreement. 
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Billing, Payment, and Record-Keeping Practices  
for Related-Party Transactions
In addition to reviewing the procurement process, the audit team reviewed, compared, and 
contrasted the terms and conditions of the related-party agreements and the resulting trans-
actions. Questionable billing and payment practices exist and the record-keeping practices 
can be improved, particularly among those transactions lacking a formal agreement. As a 
result, it was difficult in some cases to determine the propriety of transactions.

In some cases, the Hall entities did a poor job of verifying invoices from other Hall enti-
ties. The audit team found examples of invoices that lacked adequate detail to verify the 
goods or services received. Specifically, when Education Management Systems/OFL 
purchased books from OFY, Inc. many of the invoices lacked descriptions of the titles and 
quantities of books purchased. Although the team was able to gather such lists from OFY, 
Inc., it is disconcerting that Education Management Systems did not require this detail 
before paying the invoices. The Education Management Systems’ director of finance was 
less concerned about such transactions, stating that because OFY, Inc. is a related entity, 
there exists an element of trust and, as a nonprofit, he believes that OFY, Inc. would not 
overcharge them for book purchases. However, given that the book sales from OFY, Inc. to 
Education Management Systems/OFL comprise over one-half of the transactions between 
the two entities, the audit team was concerned with the informality of the transactions. To 
their credit, the entities have since resolved this issue.

Another area of concern is the overhead charges OFY, Inc. included on its invoices for 
books. Since its inception, Education Management Systems has entered into two contracts 
with OFY, Inc. According to the first, which terminated in 2002, OFY, Inc. was to pro-
vide numerous services to Education Management Systems, including the purchasing and 
delivery of books, materials, and office supplies. In turn, Education Management Systems 
was to pay approximately 40 percent to 50 percent of OFY, Inc.’s purchasing department 
expenses. The second agreement scaled back OFY, Inc.’s services to only attendance 
reporting and curriculum services. For the curriculum services, Education Management 
Systems paid OFY, Inc. for cost plus 10 percent for markup. However, in the Education 
Management Systems/OFY, Inc. agreement there is no provision for books and their as-
sociated costs.

Education Management Systems had initially purchased curriculum on behalf of the four 
OFL charters from OFY, Inc. and then allocated costs among the OFL charters via Edu-
cation Management Systems-Hacienda-La Puente Division. However, in August 2003, 
Education Management Systems requested that OFY, Inc. begin selling the books directly 
to the OFL schools. The OFY, Inc. book markup charges increased dramatically and began 
varying widely in both percentage and dollar amount from month to month. The markup 
charges reflect the OFL pro rata share of OFY, Inc.’s curriculum division’s costs. While 
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this may be a reasonable methodology for computing overhead, the OFL boards did not 
have the opportunity to approve the new arrangement, which resulted in the markups rang-
ing from 20 percent to 51 percent—much higher than the 10 percent rate approved with 
Education Management Systems. For example, the markup rate charged increased from 
27 percent to 51 percent between May and June 2004; however, the net amount charged 
only increased by $1,000. In contrast, OFY charged a 25 percent markup rate in both Sep-
tember and October 2003, but the amount charged increased by roughly $23,000 due to the 
change in book volumes. Further, the OFL boards did not have an opportunity to review 
competing proposals to determine if purchasing through OFY, Inc. results in a fair value. 
To OFY’s credit, it engaged an outside audit firm to review their practices for calculating 
these markups. The audit firm helped to establish a base rate of 25 percent for the markup 
with a process for truing up the charges at the end of the year. 

Timeliness of Invoicing and Payments for Related-Party 
Transactions
Numerous delayed payments by Education Management Systems for books purchased 
from OFY, Inc. are indicative of the poor collection efforts of OFY, Inc. and the poor 
payment practices of OFL. The Education Management Systems and OFL school records 
revealed that in some cases they did not pay OFY, Inc. for the books until several months 
after receiving an invoice. For instance, the audit team found examples of delays rang-
ing from three to 11 months between book delivery and payment. According to the OFY, 
Inc. electronic customer account detail, between October 2004 and June 2005, OFY, Inc.’s 
expenditures on behalf of OFL exceeded the payments it received from OFL by nearly 
$313,000. This amount is over 25 percent of the total amount OFY, Inc. incurred on behalf 
of OFL during that period. Because OFL did not directly pay any interest for these pur-
chases made on its behalf by OFY, Inc., payment delays resulted in the equivalent of short-
term, interest-free loans from OFY, Inc. – a nonprofit organization to a for-profit organiza-
tion. According to the Education Management Systems director of finance, there were also 
instances in which they did not receive invoices from OFY, Inc. for several months. As a 
result, he believes that both sides are partially at fault for such delays.

The OFL schools are not the only related entity that has benefited from OFY’s faulty 
internal controls. As discussed in more detail in Chapter 2 of this report, OFY, Inc. also 
purchased books for Pathways in Education—but failed to collect money from Pathways 
in Education. According to the OFY chief financial officer, this error was unintentional and 
OFY, Inc. has since billed Pathways in Education for this amount. Had the audit team not 
brought this to OFY, Inc.’s attention, Pathways in Education might not have been billed for 
more than $15,000 in book purchases made by OFY, Inc. on its behalf.
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Comparison of the Administrative Structure  
and Operational Costs Between Options for Youth  
and Opportunities for Learning
The lack of contracts existing between OFY, Inc. and the OFY schools leaves the schools 
with little control over their relationship with OFY, Inc. According to their chief financial 
officer, OFY, Inc.’s average operational cost per learning center, per month was $11,300 in 
2003-04 and 2004-05. In contrast, Education Management Systems charged OFL-Baldwin 
Park and OFL-William S. Hart only $9,625 per learning center, per month—a difference of 
more than $20,000 per year, per learning center for similar services. In addition, the OFY 
schools pay additional fees, averaging $1,643 per month to Education Dynamics, Inc. for 
student information system services. Because Education Dynamics, Inc. fees are included 
in the $9,625 for OFL-Baldwin Park and OFL-William S. Hart schools, OFY schools are 
paying nearly $40,000 more per year, per learning center than OFL schools for similar 
services. One possible reason for the large difference in fees is that Education Manage-
ment Systems appears to operate with fewer staff and cheaper facilities than OFY, Inc. The 
audit team also did not find any evidence of the OFL schools being charged for any of the 
burden for executive automobiles as found at OFY. The Education Management Systems 
director of finance contends that the large difference in costs is due to the fact that Educa-
tion Management Systems has not changed its fees for several years and therefore absorbs 
some of the OFL charter school expenses—artificially deflating the appearance of the 
OFL management fees. However, as he pointed out, the audit team would not be able to 
verify the latter assertion because “[The audit team] could not see Education Management 
Systems.” The OFY chief financial officer believes the audit team findings indicate that 
Education Management Systems should be charging higher fees to the OFL schools. Given 
that Education Management Systems provides these services at a significantly lower rate, 
the audit team is concerned that OFY Inc.’s costs may be excessive compared to the fair 
market value. However, OFY-CA and Education Management Systems/OFL sole member 
status does not allow for the individual schools to seek alternative management providers.
 
The Officers and Directors of the Hall Entities 
The organizational structure of OFY and OFL places most of the decision-making authority 
with the officers of the OFY-Inc. and Education Management Systems. The entities solicit 
board of director input for decisions such as those associated with company policy or re-
lated-party transactions. However, because the sole member of the OFY entities elects their 
board members and the sole shareholders of Education Management Systems and OFL (Mr. 
and Mrs. Hall) elect their board members, the audit team has more concerns about the inde-
pendence of these boards than it would had the school teachers and/or parents independently 
elected the boards. 

Nonprofit corporations with boards of directors oversee the OFY charter schools. The 
Halls are the founders and executive officers of the OFY companies and are responsible 
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for the day-to-day operations. They also created OFY-CA, which is the sole member of the 
OFY charter school corporations. As shown in Exhibit 1‑3 OFY-CA elects the boards of 
the various OFY charter school corporations.

Exhibit 1-3
Controlling Structure of Options for Youth Charter Schools

In contrast to the OFY nonprofit corporations, as stated in the Introduction section of the 
report, three of the OFL charter schools are run by for-profit Education Management Sys-
tems LLCs. A board of managers oversees these LLCs. In fact, all three of the LLCs have 
the same board. As shown in Exhibit 1-4 (see next page), since the Halls are the sole share-
holders in the Education Management Systems/OFL group of companies, their potential 
influence on the makeup and decisions of the Education Management Systems/OFL boards 
is significant. 

John Hall as President of OFY Inc.
gave permission for use of the

name OFY-CA. Joan and John Hall
incorporated OFY-CA.

The OFY-CA is the sole member of
each of the OFY charter school

corporations.

The OFY-San Gabriel
board members are
appointed by sole

member.

The OFY-Upland
board members are
appointed by sole

member.

The OFY-Burbank
board members

appointed by sole
member.

The OFY-Victor Valley
board members are
appointed by sole

member.

The OFY-Mount
Shasta charter school

governed by OFY-
San Gabriel board.

The OFY-San Juan
charter school

governed by OFY-
Upland board.
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Exhibit 1-4
Controlling Structure of Opportunities for Learning Charter Schools

The Halls established OFY-CA and Education Management Systems as the sole member of 
their respective charter schools. The sole member (OFY-CA and Education Management 
Systems, respectively) of each of the OFY nonprofits and the Education Management Sys-
tems-LLCs have direct control over the OFY nonprofit and Education Management Sys-
tems-LLC boards. The audit team believes this business structure allows the Halls to main-
tain control of all of the companies by maintaining the ability to appoint and terminate the 
organizations’ directors. The chief financial officer for OFY, Inc. partially confirmed this 
conclusion by explaining that “A sole member’s primary purpose is to ensure the purpose 
or mission of the entity is retained and followed, particularly from board manipulation.” 
The chief financial officer also explained that Mr. Hall – using his own personal financial 
resources – had previously founded a charter organization in Minnesota. However, due to 
the lack of sole member status, the board of directors was able to seize control of that orga-
nization from Mr. Hall. When the organization subsequently failed, it left Mr. Hall with all 
the personal debt he incurred in founding the school. However, the OFY, Inc.’s chief finan-
cial officer disagrees that the Halls can control the OFY since neither of them currently sit 
on the board of OFY-CA.

Specifically, according to the OFY schools’ bylaws, “… directors shall be designated by 
the Sole Member [OFY-CA].” Similarly, the Education Management Systems operating 
agreements state that the Education Management Systems-LLC “… managers shall be 
elected by the affirmative vote or written consent of the Member [Education Management 
Systems].” Both OFY and OFL agreements state that the sole member may remove these 
directors/managers at any time, with or without cause. 

John and Joan Hall own
Education Management

Systems-OFL.

Education Management Systems
is the sole member of each

Education Management Systems-
LLC corporation.

The OFL-Capistrano
board appointed by

sole member.

The OFL-William
S. Hart board

appointed by sole
member.

The OFL-Baldwin
Park board

appointed by sole
member.
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The one OFL charter school entity not structured this way is CCSG. According to Edu-
cation Management Systems’ attorney, Education Management Systems formed CCSG 
for the specific purpose of obtaining a charter to be managed by Education Management 
Systems. In fact, CCSG is not legally a part of Education Management Systems. Although 
CCSG has its own board of directors and presumably oversees its charter – OFL-Haci-
enda-La Puente – the audit team believes that the Halls have exercised significant control 
over the CCSG and the OFL-Hacienda-La Puente charter. For example, from 1999 until 
July 2002, the contract with Education Management Systems for management services 
allowed Education Management Systems to receive “…99 percent of all charter school 
revenues…” and have “…sole discretion to manage the business, property, and affairs of 
the charter school…” thereby limiting CCSG’s control over OFL-Hacienda-La Puente.13 
In addition, OFY, Inc.’s chief operating officer was the first president of CCSG. Mr. Hall 
was president of OFY, Inc. and therefore the chief operating officer’s manager. Further, 
the individual who incorporated CCSG had a business relationship with Mr. Hall that went 
back as far as 1980. 

The OFY and OFL school board members ostensibly can have significant influence over 
the schools’ transactions. Specifically, the operating agreements between Education Man-
agement Systems and the Education Management Systems-LLCs grant the OFL boards 
“…full, complete and exclusive authority, power and discretion to manage and control the 
business, property, and affairs of the Company.” This includes the ability to appoint of-
ficers. The OFY board members similarly are to “…manage the business and affairs of the 
corporation.” 

In fact, a governing board should serve the important role of an independent third party in 
evaluating and approving the related-party transactions described earlier in this chapter. 
The audit team believes that the boards’ ability to fulfill this role may be compromised by 
the fact that the Halls – who are often the related-party in inter-company dealings – ap-
pear to have significant influence over them. According to Mr. Hall, OFY and OFL try to 
find community members to serve on the schools’ boards. Although the boards occasion-
ally consisted of sponsoring district representatives, teachers, and students, the audit team 
believes that conducting independent elections and opening the board positions to more 
teachers, parents, and other members of the public will benefit the schools by better ensur-
ing impartiality and increasing community access and involvement. 

In addition to the Halls’ control over the OFY and OFL charter school organizations, 
they also exercise control over a number of other entities, including Education Dynam-
ics, Inc. and Partners in Special Education, Inc. As shown in Exhibit 1-2 on page 35, both 

13 According to the Education Management Systems director of finance, these revenues paid for OFL-Haci-
enda-La Puente’s management fees as well as for employees, curriculum, rent, and utilities. Starting in 
2002, CCSG began paying Education Management Systems for only the management fees and took over 
the payment of any other costs.
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of these for-profit corporations have provided services to OFY and OFL charter schools. 
Another organization that the audit team believes the Halls may have influenced is Path-
ways in Education, the organization discussed in Chapter 2. Although the audit team could 
find no evidence that Mr. or Mrs. Hall created or served on the Pathways in Education 
board, their daughter, Ja. Hall, is the Pathways in Education executive director. In addition, 
as discussed on page 53, the OFY, Inc.’s chief operating officer incorporated Pathways in 
Education. There is conflicting information about the governance of Pathways in Education. 
Although the Halls told CDE that CCSG was the initial sole member of Pathways in Educa-
tion, as described on page 55, OFY-CA’s board appointed two individuals to the Pathways 
in Education board, indicating that OFY-CA was Pathways in Education’s sole member. In 
April 2002, CCSG became Pathways in Education sole member. This report has already 
addressed the extent to which the audit team believes the Halls controlled OFY-CA and 
CCSG. In March 2003, CCSG’s board of directors resolved that it no longer was willing 
to serve as Pathways in Education’s sole member. In April 2004, Pathways in Education’s 
board of directors voted to create a sole member board consisting of Catherine D., Marsha 
A., and Jamie C. In July 2004, Catherine D. submitted articles of incorporation for a new 
entity, Education in Motion, which the document named as the sole member of Pathways 
in Education. As of April 2006, Catherine D. was president, Marsha A. was secretary, and 
Jamie C. was the chief financial officer of Education in Motion, according to records filed 
with the California Secretary of State. Because these individuals are among those who serve 
as officers or directors of other Hall entities, the audit team believes that the Halls have at 
least indirect influence over Pathways in Education. The next section further describes these 
individuals and others.

Key Positions in the Hall Entities
As shown in Exhibit 1-5 (see next page), the audit team found that during the 2002-03 to 
2004-05 FYs, the same individuals held many of the key positions in the Hall entities. For 
example, Catherine D. has been a director for OFY-CA, Pathways in Education, Pathways 
in Education-CA, and Education in Motion, as well as the president of Education in Mo-
tion (currently the sole member of Pathways in Education). In addition, Catherine D. was a 
director of OFY-Upland in 1999. Meanwhile, Marsha A. has served on the boards of OFY-
Upland, Pathways in Education, and Education in Motion. Education Management Systems 
and Pathways in Education also employed Marsha A. as the director of experiential learning. 
Some individuals held these key positions concurrently, while others moved from position to 
position. In some instances, the board members shown in Exhibit 1-5 appointed each other 
as officers of other Hall organizations. This situation is a concern to the audit team because 
of the potential for board members to authorize transactions that are or may be in their own 
interests. 
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Exhibit 1-5
Examples of Shared Officers, Directors, Members, and Staff  

Among the Hall Entities, 2002 Through 2005a

Shared Officers(O), Directors(D), 

Members (M), and Staff (S)
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Al An. D S D O/D
Catherine D. D D D O/D
Don R. O/S S O
Emma S. S O
Jamie C. O/D O/D
Karen J. M S O/D
Karen N. O/D O/D
Marsha A. D S D/S O/D
Peter L. M D D
Ralph A. S D O/D

      Source: The OFY, OFL, and CCSG board minutes, public filings, form 990s, and employee rosters.
a  See page 46 for a listing of the positions held by Hall family members. The EA Board means Educational Advisory Board.

Non-Hall Major Vendors
The audit request included a provision to review OFY, OFL, and CCSG records to identify 
major and questionable vendors. This process consisted of reviewing vendors that received 
at least $50,000 from the OFY, OFL, and CCSG schools, and determining whether any im-
proper relationships existed between the vendors and the schools’ directors and officers.14 
The OFY, Inc. and OFY charter school corporations paid 64 vendors at least $50,000 in 
one or more of school years 2002-03 through 2004-05. The OFL entities had 23 major 
vendors and CCSG had eight major vendors during the same period. Appendix B lists the 
vendors to which OFY, OFL, and/or CCSG paid at least $50,000 in one or more of the 
three years reviewed by the audit team. 

While the audit team found several instances of OFY, Education Management Systems/
OFL, and CCSG conducting business with organizations in which board members were 
interested parties, ultimately only the Hall entities and one other vendor were determined 
to be related parties.

14 When charter schools submit their application for state funding, they must disclose the contractors to 
whom they paid $50,000 or more, unless the expenditures are for books, supplies, equipment, facility 
acquisition, construction, or salaries and benefits of certificated and classified staff. 
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Specifically, in September 2002, OFY, Inc. conducted business with a company for which 
Karen N. worked when she was OFY-CA, Inc. chief executive officer and director. Ac-
cording to the current OFY chief financial officer, he could find no record that this relation-
ship or transaction was ever discussed by or disclosed to the board. Most of the transac-
tions with the related company – ePlus Group, Inc. – occurred prior to the scope of this 
audit, with only about $30,000 in business occurring in FY 2002-03. In addition, the audit 
team noted that OFY, Inc. paid ePlus Group, Inc. at least $100,000 during the 2001-02 FY. 
Because these payments were outside the period covered by the review, the audit team 
was unable to determine if the relationship was disclosed or the payments approved. These 
transactions concern the audit team because of the influential positions Karen N. held with 
OFY-CA, Inc. at the time. Karen N. also had been an employee of ePlus Group, Inc. and 
an ePlus Group, Inc.-related company, MLC Group, Inc. Because the OFY boards were not 
made aware of this relationship and did not conduct a competitive analysis, the audit team 
cannot conclude that these transactions were in the best interests of the schools.

Moreover, OFY and Education Management Systems/OFL conducted business with orga-
nizations in which Education Advisory Board members were interested parties. The audit 
team reviewed the invoices, checks, and contracts, if any, between the Hall entities and 
the organizations. In three instances, OFY, Inc. was the only entity that made payments to 
the organizations. In another case, the OFY and OFL schools paid several hundred thou-
sand dollars to fund scholarships for their teachers at National University to assist them in 
attaining proper credentials. In each of the cases for which the audit team had documents, 
the agreements, invoices, and services provided appeared reasonable. However, because 
Education Management Systems would rarely provide its financial documents, the audit 
team cannot conclude that these vendors did not also contract with Education Management 
Systems.

The Halls’ Compensation
During the 2002 through 2005 time period, Mr. and Mrs. Hall and several of their rela-
tives—P. Hall (sister), Ja. Hall (daughter), two other daughters, and a son – worked for the 
Hall entities in some capacity. As shown in Exhibit 1-6 (see next page), Hall family mem-
bers often served as officers or board members. 

The audit team reviewed the employment history of each involved Hall family member to 
determine the reasonableness of his or her employment and compensation. While the na-
ture of the employment for each of the family members appeared practical, the reasonable-
ness of the level of compensation paid to Mr. and Mrs. Hall by the OFY and OFL schools 
is questionable.
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Exhibit 1-6
Hall Family Involvement Fiscal Years 2002-03 through 2004-05
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Owner/Founder
Mr. Hall/ 
Mrs. Hall

Mr. Hall/ 
Mrs. Hall

Mr. Hall/ 
Mrs. Hall

Mr. Hall/ 
Mrs. Hall

Mr. Hall/ 
Mrs. Hall

President/ 
Executive Director

Mrs. Hall
Mr. Hall/ 
Mrs. Hall

Mr. Hall Mr. Hall Mr. Hall Ja. Hall Ja. Hall

Vice President
Mr. Hall/ 
Mrs. Hall

Mrs. Hall

Secretary
Ja. Hall/ 
Mrs. Hall

Ja. Hall/ 
P. Hall

Ja. Hall Mrs. Hall Mrs. Hall Ja. Hall

Chief Financial 
Officer

Mrs. Hall Ja. Hall Mrs. Hall Mrs. Hall Mr. Hall Ja. Hall

Director P. Hall
Mr. Hall/ 
Mrs. Hall

Mr. Hall/ 
Mrs. Hall

Source:  The OFY, OFL, and CCSG board minutes, public filings, form 990s, and employee rosters.
Note:  Individuals who were not Hall family members also held several of these positions between 2002 and 2005.

Options for Youth Compensation
In addition to founding each of the OFY entities, Mr. and Mrs. Hall serve as president and 
vice president of each of the OFY schools. The Halls entered into board-approved em-
ployment contracts with OFY-Burbank, OFY-San Gabriel (including OFY-Mount Shasta), 
OFY-Upland (including OFY-San Juan), and OFY-Victor Valley. Each charter agreed to 
pay $40,000 per year to the president and $30,000 per year to the vice president, reflecting 
a total combined annual salary of $280,000. With the exception of OFY-Victor Valley, the 
OFY school boards each referred to a salary survey as evidence of the reasonableness of 
the Halls’ compensation. The salary survey looked at the average compensation of  
officers of nonprofit organizations with similar operating budgets. As shown in Exhibit 1-
7, the Halls’ actual compensation aligned with the amounts specified by their contracts. As 
with other indirect costs, the Halls’ pay is allocated across the OFY schools based on the 
schools’ relative ADA claimed. 
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Exhibit 1-7
Mr. and Mrs. Hall’s Compensation

Annual 
Contract 
Amount

2002-2005

Actual Compensation

2002-03 2003-04 2004-05

Options for Youth 
Schools

Mr. Hall $130,000 $120,577 $124,296 $123,834
Mrs. Hall 150,000 120,776 123,274 124,746
Combined 280,000 241,353 247,570 248,580

Opportunities  
for Learning 
Schools

Mr. Hall $220,000 $123,077 $186,923 $197,693
Mrs. Hall 180,000 123,077 186,923 197,693
Combined 400,000 246,154 373,847 395,385

Total OFY/OFL Schools $680,000 $487,507 $621,417 $643,965
	 Source: The OFY Form 990 filings and Education Management Systems, Inc. records.

The Halls also received various benefits from the OFY charters. These benefits included 
not only retirement, health, dental, and vision, but also an automobile and reimburse-
ment for its operating and repair expenses. While the invoices reviewed by the audit team 
showed that the Halls were reimbursed for such expenses, they also raised concerns over 
the reasonableness of the expenses. For example, OFY paid the leases for Mrs. Hall’s 
Lexus sport utility vehicle and Mr. Hall’s Chevrolet Suburban. Furthermore, the Halls’ 
OFY employment contracts stated that the charters would reimburse “all out-of-pocket 
expenses reasonably incurred” while performing their duties. Within this vague clause, the 
Halls were able to be reimbursed for such things as airline tickets, hotel rooms, meals, and 
other retail and online items. The audit team finds this reimbursement policy to be very 
lenient and opens the door to potential abuse, which may have occurred – as discussed in 
Chapter 3. In addition, the audit team is concerned that the OFY-funded vehicles may also 
be used for Education Management Systems/OFL-related business. Given that the OFL 
employment agreements do not mention the reimbursement of Hall vehicle operation and 
repair, this may constitute an instance in which Education Management Systems/OFL, a 
for-profit entity, is benefiting from the nonprofit OFY funds. This may be a case of inure-
ment, which, as described more fully in Chapter 3, is illegal.

Education Management Systems/Opportunities for Learning  
Compensation
According to the Education Management Systems director of finance, the Halls received 
compensation from two of the four OFL charters, OFL-Baldwin Park and OFL-William 
S. Hart. Both school boards approved and entered into employment agreements with 
the Halls in which they each agreed to employ Mr. Hall as president/superintendent for 
$9,166.67 per month (approximately $110,000 per year from each charter) and Mrs. Hall 
as vice president for $7,500 per month ($90,000 per year from each charter). The OFL 
boards referred to a CDE-produced management bulletin containing statewide salary aver-
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ages for superintendents based on ADA levels in order to establish the reasonableness of 
the Hall’s compensation. As depicted in Exhibit 1-7 (see previous page), the Halls’ actual 
compensation generally aligned with the amounts specified by their contracts. The two 
times that Mrs. Hall’s salary exceeded the contracted amount, the Halls’ combined com-
pensation remained within their combined contracted limit.

Although the Halls are compensated for their superintendent duties by OFL-Baldwin Park 
and OFL-William S. Hart, they also receive compensation from Education Management 
Systems, the OFL schools’ management company. For instance, according to the Educa-
tion Management Systems director of finance, in 2003-04, the Halls each received $93,462 
from Education Management Systems. This amount was in addition to the $186,923 the 
Halls had each received from OFL-Baldwin Park and OFL-William S. Hart that same year. 
Because OFL-Baldwin Park and OFL-William S. Hart pay Education Management Sys-
tems for management services, the Education Management Systems payment constituted 
an additional $64,302 paid by OFL-Baldwin Park and OFL-William S. Hart for the Halls’ 
services.15 

While it may be argued that Education Management Systems compensates the Halls 
for oversight of the administrative functions of the schools and OFL-Baldwin Park and 
OFL-William S. Hart compensate the Halls for their oversight of the charters’ educational 
programs, the OFL-Baldwin Park and OFL‑William S. Hart school boards failed to take 
this additional compensation into account when making comparisons to the compensation 
received by superintendents that provide both administrative and educational oversight. 
The result was increased levels of compensation for the Halls. 

It should be noted that because Education Management Systems and the OFL schools are 
private for-profit corporations, the amount the Halls receive in compensation during profit-
able years is less relevant. This is because the Halls, as owners, have the option to receive 
the additional money either in the form of compensation or as shareholder distributions. 
However, in those years that Education Management Systems and the OFL schools are 
not profitable, this distinction is more important, because even though shareholder distri-
butions may decrease, the schools will remain responsible for paying the compensation 
amounts agreed to in the employment agreements.

Analysis of Compensation Levels
Although the school boards approved the OFY and OFL employment contracts, the audit 
team believes the amount of compensation received by the Halls may be excessive given 

15 This figure was arrived at by allocating the $93,462 paid to the Halls by Education Management Systems 
to each of the OFL charters based on the relative amount of management fees they paid to Education 
Management Systems in 2003-04. This method attributed $36,731 to OFL-Baldwin Park, $27,571 to 
OFL-William S. Hart, $0 to OFL-Capistrano, and $29,160 to OFL-Hacienda-La Puente.
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the amount of work they do for each charter. As stated in the OFY school board minutes, 
the Hall’s compensation for a part-time position was based on a salary survey for full-time 
officers. For example, the OFY charters reported in their 2003 and 2004 tax returns that 
Mr. and Mrs. Hall each worked approximately three hours per week, per charter. As shown 
in Exhibit 1-8 (see next page), the annual salaries received by the Halls are less than those 
received by the average superintendent of a comparable school district in California. How-
ever, assuming that the average superintendent is a full‑time employee, the amount of time 
worked by the Halls is significantly less. As a result, an OFY charter that pays its president 
only $40,000 per year is actually paying $256 per hour, four times more than the average 
school district pays its superintendent that works 40 hours per week. Assuming that the 
Halls work the same amount of time per OFL charter, OFL-Baldwin Park and OFL-Wil-
liam S. Hart each pay the Halls 12 times more than a comparable full-time superintendent 
in California. This figure does not include the amount the schools paid through Education 
Management Systems, as discussed previously. The excessiveness of these amounts makes 
the audit team question the charter school boards’ impartiality and their analyses that es-
tablished these salaries as fair, reasonable, and comparable to other superintendents.

Exhibit 1-8
Options for Youth/Opportunities for Learning and  

Statewide Superintendent Hourly Compensation Rates

Salary Hours Per Week
3 40

OFY Charter $40,000 $256
OFL Charter $110,000 $705
2003-04 State Averagea $121,653 N/A $58

a  The 2003-04 state average for superintendents of high school districts with similar ADA is used because it 
is the most up-to-date figure produced by CDE.

Furthermore, the audit team believes that the Halls’ numerous commitments to their nine 
charter schools and other entities may negatively affect their ability to serve as superinten-
dents. For example, in 2003, in addition to the three-hours worked per week, per charter, 
the Halls claimed to work an average of 40 hours per week at OFY, Inc. Consequently, 
without taking into account the time worked for the Education Management Systems enti-
ties, Education Dynamics, Inc., and Partners in Special Education, Inc., the Halls reported 
being committed to an average of 58 hours per week. In 2004, according to their tax Form 
990, the amount the Halls worked at OFY, Inc. dropped to three hours per week. Regard-
less of this decrease, the audit team believes that the Halls have limited time to tend to the 
superintendent-related issues of their charters given the numerous schools and their other 
business commitments. 

Compensation of Other Hall Family Members
The compensation levels for the other Hall family members generally appeared reasonable. 
However, given the general autonomy of Mr. and Mrs. Hall in each of the organizations, 

Halls’ SalaryHalls’ Salary

Average 
Superintendent’s 
Salary

Average 
Superintendent’s 
Salary
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each of the respective boards needs to exercise extra vigilance to reduce the chances for 
improprieties by reviewing and approving their positions and compensation levels. 

Specifically, as shown in Exhibit 1-6 (on page 46), P. Hall (Mr. Hall’s sister) has served as 
secretary and director of OFY-Victor Valley, secretary of OFY-Long Beach, and director of 
public relations and director of student services of OFY, Inc. Her salary – around $80,000 
– did not appear unreasonable given her 18 years of experience at OFY, teaching credential 
record, and her experience training for Western Association of Schools and Colleges ac-
creditation.

As also shown in Exhibit 1-6, Ja. Hall has served as chief financial officer to OFY-Long 
Beach and Pathways in Education-CA, secretary to OFY-CA, OFY‑Burbank, OFY-San 
Gabriel, OFY-Upland, OFY-Long Beach, Education Management Systems, and Path-
ways in Education-CA, and executive director of Pathways in Education and Pathways 
in Education-CA. Ms. Ja. Hall also served as director of human resources for Education 
Management Systems. The OFY records show that Ja. Hall did not receive any compensa-
tion for her OFY-related positions. However, Ja. Hall was compensated for her positions at 
Education Management Systems and Pathways in Education. Her salary, which increased 
to near $75,000 at Education Management Systems in February 2003, does not appear 
unreasonable. According to her resume, prior to becoming the Education Management 
Systems/OFL human resources director in 2001, Ja. Hall served approximately one year as 
the human resources assistant – her first year out of undergraduate school. 

Three other Hall siblings worked for Education Management Systems. One daughter 
served temporarily as a paid intern and another daughter and son were temporary, unpaid 
volunteers. The audit team did not find any issues related to their employment or volunteer 
work.

Although the audit team does not take issue with the employment of Mr. and Mrs. Hall’s 
family members, it does find it a concern that none of the boards reviewed and approved 
their positions and compensation levels. The hiring of employees, like vendors, may con-
stitute a related-party transaction and deserve the same amount of attention from the board 
members. In fact, when such employment gives the employee decision-making authority 
over an organization, the boards need to take extra measures to ensure that no impropri-
eties occur.
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Recommendations
To better ensure related-party transactions comply with existing laws, OFY and OFL 
should do the following:

•	 Strengthen existing conflict-of-interest policies to include designated parties that 
must disclose any business or personal interests that may influence their decisions 
and specific categories that must be disclosed. The policy should require interested 
persons to recuse themselves from decision-making. 

•	 Ensure the new policies are formally acknowledged and approved by the school 
boards of directors. 

•	 Require board members to sign an affidavit stating that they have read, understood, 
and promise to adhere to the conflict-of-interest policies.

•	 Require that any related-party transactions, whether with vendors or employees, 
are approved by the school boards and result in a formal agreement. Further, the 
meeting minutes should include a discussion of whether the transaction is fair and 
reasonable, is germane and necessary, and all costs and relevant factors related to 
the competing options are taken into account.

•	 Ensure that board minutes and contracts undergo review and quality control in 
order to avoid incorrect dates and information that challenges the validity of the 
documents.

•	 Establish formal agreements between OFY, Inc. and the OFY charter schools in-
cluding detailed lists of services provided and costs involved.

•	 Establish formal service agreements between OFY, Inc. and the OFL schools for 
the curriculum purchases—including a methodology and terms related to the bill-
ing and payment for textbooks, curriculum, and associated overhead charges.

•	 Require that any related-party transactions occurring between the Hall entities and 
OFY, Inc., OFY-CA, Inc., OFL, and Education Management Systems that impact 
OFY/OFL school management or are paid for with OFY/OFL school management 
fees are disclosed to the school boards and records are maintained.

•	 Ensure that the OFY calculates and the OFL pays a reasonable rate of interest for 
all delayed curriculum payments.

•	 Improve controls over collections and payments of related-party invoices.

•	 Ensure that all invoices include adequate support and are verified prior to their pay-
ment, particularly when occurring between related parties.

•	 Review existing management fees for reasonableness by establishing fair market 
value and obtaining board approval and submit the results to CDE.

•	 Consider different measures to better ensure the independence of board members; 
one method would be to implement independent elections.
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•	 To avoid both the potential for and appearance of improper related-party transac-
tions, OFY and OFL and the other Hall entities should attempt to minimize the 
sharing of staff, directors, and officers.

•	 The OFY should commission an independent audit of all ePlus Group, Inc. transac-
tions for propriety and submit the results to CDE.

•	 Obtain board approval of all Hall family member employment and compensation 
agreements.

•	 Conduct a comprehensive review of the compensation paid to Mr. and Mrs. Hall 
for each of the chartering entities, including their salaries from the management 
services companies, and compare to the salaries of superintendents of similarly 
sized organizations, including their respective hours worked, for reasonableness. 



Options for Youth, Inc., and Options for Learning, Inc., Charter Schools

53CHAPTER TWO

Chapter 2: Options for Youth and Pathways  
in Education
Options for Youth Donation of Funds to Pathways in Education
In late January and early February 2002, Don R., then chief operating officer of OFY, Inc., 
made presentations to the boards of OFY-Burbank, OFY-San Gabriel, OFY-Upland, and 
OFY-Victor Valley, saying that it was very possible that the state would require the charter 
school to consume its financial reserves before providing additional funding to them. Don 
R. explained that this was likely a result of the recent charter school funding legislation (SB 
740). In each case, Don R. proposed that the board contribute a portion of its reserves to 
Pathways in Education, another nonprofit organization that, according to the boards’ minutes 
– he said – had the purpose of “… the promotion and accomplishment of educational pur-
suits.” In fact, Don R. had submitted articles of incorporation to the California Secretary of 
State on behalf of Pathways in Education on January 28, 2002, just a few days before mak-
ing his suggestion that OFY charter schools contribute funds to it. The board meeting min-
utes do not indicate that Don R. told the OFY boards that he had incorporated Pathways in 
Education. However, in each case, the boards authorized the charter schools’ president and 
vice president, positions held by Mr. and Mrs. Hall, to contribute their respective school’s 
reserve funds to Pathways in Education, keeping a 3 percent reserve floor. 

On March 13, 2002, the OFY attorney described to OFY-Long Beach’s board the proce-
dures for dissolving a corporation and disposing of its assets. Two of the three members of 
OFY-Long Beach’s board voted to dissolve OFY‑Long Beach and contribute OFY-Long 
Beach’s assets to OFY-Burbank, while reserving $7,500 to complete OFY-Long Beach’s 
dissolution. In April 2002, Mr. Hall signed the first round of checks totaling $9.1 million 
from the OFY charter schools’ corporate accounts to Pathways in Education, as shown in 
Exhibit 2-1 (see next page).16

In June 2002, OFY, Inc.’s attorney attended meetings of the boards for OFY-Burbank, 
OFY-San Gabriel, OFY-Upland, and OFY-Victor Valley. After the attorney gave the boards 
an update on SB 740 and continued to express concerns that the state may require charter 
schools to use excess reserves, the OFY staff indicated that with the exception of OFY-San 
Gabriel, anticipated reserves were again expected to be high enough to warrant transfer-
ring additional funds. Those boards voted to maintain their current policy of allowing the 
corporate officers to contribute excess reserves to Pathways in Education. In June and July, 
Mr. Hall signed checks transferring an additional $1.7 million to Pathways in Education as 
shown in Exhibit 2-1.

16 The checks signed by Mr. Hall were made payable to an investment firm account owned by Pathways in 
Education.
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Exhibit 2‑1
Payments from Options for Youth Charter School  

Corporations to Pathways in Education

Options for Youth
2002 Amounts

TotalsApril June and July
Burbank $2,450,000 $300,000 $2,750,000
Long Beach 430,000 0 430,000
San Gabriel 1,600,000 0 1,600,000
Upland 2,400,000 500,000 2,900,000
Victor Valley 2,200,000 900,000 3,100,000
Totals $9,080,000 $1,700,000 $10,780,000

  Source:   The OFY form 990s, vendor payment history, and checks.

Options for Youth/Pathways in Education Board Member Involvement
California Government Code and OFY-Victor Valley board policy prohibit OFY-Victor 
Valley board members, officers, and employees from participating in decisions and transac-
tions that constitute a conflict-of-interest. A conflict-of-interest arises when a board member, 
officer, or employee is in a position to influence a decision in which he or she could benefit 
personally. As mentioned in Chapter 1, under the Charter Schools Act, a charter school that 
provides independent study is required to comply with the provisions of law that are other-
wise applicable to the governing board of a school district or a county office of education 
that offers independent study. Government Code Section 1090 states that: “Members of the 
Legislature, state, county, district, judicial district, and city officers or employees shall not be 
financially interested in any contract made by them in their official capacity, or by any body 
or board of which they are members. As used in this article, “district” means any agency 
of the state formed pursuant to general law or special act, for the local performance 
of governmental or proprietary functions within limited boundaries.”

In addition, Government Code Section 87100 states that: “No public official at any level 
of state or local government shall make, participate in making or in any way attempt to use 
his official position to influence a governmental decision in which he knows or has reason 
to know he has a financial interest.”

On January 31, 2002, the OFY-Victor Valley board adopted a conflict-of-interest policy. 
That policy states, “[t]he Charter School shall ensure that its transactions are consistent 
with California law governing the operation of nonprofit corporations pertaining to con-
flicts of interest and shall ensure that its transactions are in the best interest of the charter 
school.” Although the policy appears to subject OFY-Victor Valley only to laws governing 
nonprofit organizations, as stated above state law and guidance specify that charter schools 
operated by nonprofit organizations are part of the public school system. In addition to 
unlawful conflicts of interest, there are also ethical conflicts of interest. An ethical conflict 
of interest can be defined as a situation in which a person has an interest sufficient to ap-
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pear to influence the objective exercise of his or her duties. The test of an ethical conflict 
of interest is to determine whether the situation is likely to interfere or appear to interfere 
with the independent judgment one is supposed to show as a professional performing his 
or her duties. 

Two OFY-Victor Valley board members appear to have had or developed legal and/or 
ethical conflicts of interest during their tenures on the OFY-Victor Valley board that could 
have influenced their decisions and the depth of their oversight. Specifically, Al An. and 
Ralph A. were members of the OFY-Victor Valley board on January 31, 2002, when that 
board (including them) voted to contribute reserve funds to Pathways in Education. Also at 
that meeting, Al An. and Ralph A. joined other members of the board that were present to 
address a number of issues before the board including the adoption of the OFY-Victor Val-
ley conflict-of-interest policy discussed earlier. After voting on these various items, Al An. 
and Ralph A. resigned from the OFY-Victor Valley board of directors. 

However, the audit team believes that Al An. and Ralph A. should not have participated 
in the decision to transfer funds to Pathways in Education. Specifically, two days earlier 
the board of OFY‑CA voted to accept both Al An. and Ralph A.’s resignation from the 
OFY-Victor Valley board of directors effective February 4, 2002 and to appoint them to 
the board of directors of Pathways in Education. This indicates that OFY‑CA was the sole 
member of Pathways in Education since its board had the authority to appoint members 
of the Pathways in Education board. On March 8, 2002, the CCSG board voted to adopt 
Pathways in Education’s proposal to make CCSG Pathways in Education’s sole member 
and to amend CCSG’s articles of incorporation to broaden its purpose. The CCSG board 
submitted its amended articles of incorporation to the California Secretary of State on 
March 12, 2002, and on April 10, 2002, appointed Al An. and Ralph A. as the initial direc-
tors of Pathways in Education – reaffirming the earlier OFY‑CA vote – and also elected Al 
An. as president of Pathways in Education and Ralph A. as secretary and chief financial 
officer/treasurer of Pathways in Education. The next day – April 11 – Mr. Hall signed an 
OFY-Victor Valley check to Pathways in Education’s investment firm for $2.2 million. The 
audit team was unable to determine how much, if anything, Pathways in Education paid to 
Al An. and Ralph A. In response to the audit team’s request for their employment contracts 
with Pathways in Education, Pathways in Education’s executive director, Ja. Hall, told the 
audit team, “…at no time have any current or past directors of the board received compen-
sation from Pathways in Education.” 

Options for Youth‑Long Beach Transfer of Funds  
to Pathways in Education
As stated earlier, two of the three members of OFY-Long Beach’s board voted to dissolve 
OFY-Long Beach and contribute OFY-Long Beach’s assets to OFY-Burbank, reserving 
$7,500 to complete OFY-Long Beach’s dissolution. Although the OFY-Long Beach board 
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did not approve contributing assets to Pathways in Education, Mr. Hall, as vice presi-
dent of OFY-Long Beach, signed a check request form and an OFY-Long Beach check to 
Pathways in Education for $430,000. This check reduced OFY-Long Beach’s balance to 
$6,523–less than the $7,500 stipulated by the board. In addition, Mr. Hall’s daughter – Ja. 
Hall – stood to potentially benefit from this transfer – through her employment with Path-
ways in Education. 

The OFY chief financial officer told the audit team that the transfer of $430,000 from 
OFY-Long Beach occurred “through an administrative error, which was identified and 
corrected.” He also said that, “… as with any clerical error in the world of finance and 
banking, the recipient is not entitled to the funds received and is under obligation to return 
them.” The audit team disagrees that the transfer was merely a clerical error; it was OFY-
Long Beach’s vice president, Mr. Hall, who signed the check request form and the check 
for $430,000 that improperly transferred the funds to Pathways in Education. Further, 
OFY-Long Beach’s tax return for the year reported the amount as a contribution to Path-
ways in Education.

Although it appears that one or more individuals ultimately recognized that the funds had 
been improperly transferred, the audit team does not believe that there was a credible at-
tempt to return the funds to OFY-Long Beach. On June 27, 2002, (more than two months 
after the first check to Pathways in Education was written) Ralph A. and Ja. Hall signed 
a Pathways in Education check for $434,618.25 made payable to OFY-Long Beach. Al-
though this amount is $4,618.25 more than the amount paid to Pathways in Education, 
according to the face of the check, it was a “Return to Long Beach.” On the same day Mr. 
Hall signed two OFY-Long Beach checks to OFY-Burbank – one for $430,000 and the 
other for $4,618.25. Although OFY-Long Beach’s board had authorized contributing funds 
to OFY-Burbank, these transfers reduced OFY-Long Beach’s balance to $5,831.89; again 
less than the reserve stipulated by OFY-Long Beach’s board.

Had OFY-Burbank retained the amounts transferred from OFY-Long Beach, the audit 
team would be less likely to question the original transfer. However, the very same day 
that he signed OFY-Long Beach’s checks to OFY‑Burbank, Mr. Hall also signed a check 
request and an OFY-Burbank check that sent the $434,618.25 back to Pathways in Educa-
tion. Because all of these checks were written on the same day, the audit team believes 
that $430,000 of the $434,618.25 paid to Pathways in Education did not, in fact, come 
from OFY‑Burbank; it came from OFY-Long Beach, contrary to OFY-Long Beach’s board 
direction. 

The audit team attempted to determine the purpose of the $4,618.25 portion of the 
$434,618.25 that Pathways in Education paid to OFY-Long Beach. In response to the audit 
team’s inquiry, OFY’s chief financial officer told us he did not know what accounted for 
the difference in amounts. The audit team also asked Ja. Hall, executive director of Path-
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ways in Education, why she would have written “Return to Long Beach” on the Pathways 
in Education check when the audit team could find no evidence that OFY-Long Beach had 
paid the $4,618.25 to Pathways in Education. She responded that Pathways in Education is 
not subject to this audit and “is uninterested in participating in this audit.” Consequently, 
the audit team concludes that OFY-Long Beach returned the $4,618.25 to Pathways in 
Education and that this amount was not an additional transfer of the charter schools’ funds 
to Pathways in Education.

The audit team was unable to determine conclusively whether Ja. Hall was a paid em-
ployee of Pathways in Education on the date Mr. Hall signed the checks transferring OFY 
charter school funds to Pathways in Education or when Ja. Hall signed the Pathways in Ed-
ucation check to OFY-Long Beach. The audit team specifically asked Ja. Hall for, among 
other things, a list of all Pathways in Education payments made to her, her mother, father, 
and her aunt in 2002 through 2005. Ja. Hall replied, “[Mrs.] Hall, [Mr.] Hall, and P. Hall 
have never received compensation or expense reimbursement from Pathways in Educa-
tion.” She did not address whether or when Pathways in Education had made payments to 
her. However, according to Pathways in Education’s tax returns, Ja. Hall had possession of 
Pathways in Education’s books covering 2002, 2003, and 2004. In addition, according to 
Pathways in Education’s tax returns, Pathways in Education paid Ja. Hall $30,334 in 2004. 

Dissolution of Options for Youth‑Long Beach
As stated earlier, two of the three members of OFY-Long Beach’s board voted to dissolve 
OFY-Long Beach in March 2002. However, as of April 2006 the documents required to 
dissolve it had not received by the California Secretary of State. The OFY, Inc.’s chief 
financial officer, told the audit team that there had never been any intent to dissolve OFY-
Long Beach, Inc. and that, although the corporation is inactive, it continues to exist as an 
ongoing organization. The chief financial officer contended that because OFY-Long Beach 
has not operated a charter school during the time period of the audit, OFY-Long Beach’s 
corporate structure and activities do not fall within the audit’s scope. 

Options for Youth External Reporting of Donations  
to Pathways in Education
The OFY has provided conflicting information regarding amounts OFY charter schools 
have transferred to Pathways in Education. On March 19, 2003, the Advisory Commission 
on Charter Schools sent a list of questions to Education Management Systems concerning 
OFY and OFL charter schools. One of these questions was, “What was the total contribu-
tion last year from Options for Youth and Opportunities for Learning schools to Pathways 
in Education?” In response to this question, Mrs. Hall reported that four OFY charter 
schools contributed a total of $10,350,000 in FY 2001-02. However, this is not consistent 
with the $10,834,822 total amount that five OFY charter schools reported on their tax re-
turns (Form 990) submitted to the IRS. Moreover, it is not consistent with the OFY charter 
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schools’ check registers. Exhibit 2-2 shows the amounts Mrs. Hall reported to the CDE, 
the amounts the charter schools reported to the IRS, and the amounts that the audit team 
compiled from the OFY charter schools’ corporate check registers.

Exhibit 2‑2
Discrepancies in Reported Amounts Transferred from  

Options for Youth to Pathways in Education

Options for Youth Reported to CDEa Reported to IRS
Recorded in Charter 

School Corporate 
Check Registers

Burbank $2,750,000 $2,765,000 $2,750,000b

Long Beach Not listed 430,000 430,000
San Gabriel 1,600,000 1,639,822 1,600,000
Upland 2,900,000 2,900,000 2,900,000
Victor Valley 3,100,000 3,100,000 3,100,000
Totals $10,350,000 $10,834,822 $10,780,00

  a	 California Department of Education.
  b	 Adjusted to disregard the $434,618.25 discussed below.

According to OFY, Inc.’s chief financial officer, Mrs. Hall did not report the transfer from 
OFY-Long Beach because the department was asking about the transfers when determining 
funding levels for 2002‑03. Because OFY-Long Beach was no longer operating a charter 
and was not seeking state funds, it did not seem necessary to report OFY-Long Beach’s 
transfer. However, the department’s request for information was for the total contribution 
of OFY funds to Pathways in Education. Moreover, when responding to the questions Mrs. 
Hall did not include the amount of $434,618.25 that OFY-Burbank ultimately transferred 
to Pathways in Education. According to OFY, Inc.’s chief financial officer, Mrs. Hall 
referred to OFY-Burbank’s audited financial statements, which did not include the above 
amount. Regardless of OFY’s interpretation of Pathways in Education’s contribution, she 
should have disclosed the amounts that were transferred. 

The OFY’s chief financial officer stated that the additional $15,000 OFY‑Burbank reported 
(to the IRS) it had donated to Pathways in Education appears to have been a write‑off of 
uncollectible receivables that was incorrectly posted to the contributions account. He said 
the $15,000 was not related to the Pathways in Education contribution. The chief financial 
officer also told the audit team that the $39,822 difference in the amount that OFY-San Ga-
briel reported it had donated to Pathways in Education as opposed to the amount that Mrs. 
Hall reported to CDE was the result of a keying error and actually represents oversight fees 
related to OFY-Mount Shasta. 

Pathways in Education Use of Funds
Although Don R., then chief operating officer of OFY, told four of the five charter schools’ 
boards that Pathways in Education’s purpose was “the promotion and accomplishment of 
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educational pursuits,” that was not Pathways in Education’s purpose according to its arti-
cles of incorporation that Don R. submitted to the California Secretary of State on January 
28, 2002. These articles specify that the purpose of Pathways in Education was “to engage 
in charitable and educational purposes,” and they go on to say that those purposes include 
“the making of distributions to organizations that qualify as exempt [non‑profit] organiza-
tions.” According to Mr. Hall, Don R. suggested that OFY reserves be used to create a new 
educational nonprofit that would provide new avenues for servicing California’s at‑risk 
youth and to assist those students failed by the traditional educational model in California.

 
Pathways in Education and Options for Youth’s Curriculum Division 
Despite receiving $10.8 million from the five charter school corporations, Pathways in 
Education has not spent much of this amount on programs for California youth. According 
to federal tax returns filed by Pathways in Education, it spent nothing for program services 
in 2002. 

Nevertheless, Pathways in Education spent $56,476 on legal and accounting fees and 
$46,748 on planning and development. Pathways in Education’s only source of income in 
2002 was the $10.8 million it received from the OFY charter school corporations and the 
investment income it generated. On October 1, 2002, Pathways in Education created a for-
profit organization: R3 Learning Solutions, LLC. The same law firm – Freeman, Freeman & 
Smiley, LLP – that is discussed in the last section of this chapter, filed the LLC’s articles of 
organization with the California Secretary of State.

The audit team asked Ja. Hall for any general public information on the products and/or ser-
vices offered by R3 Learning Solutions, LLC. The audit team wanted to determine whether 
there were business or financial relations between the two companies. She responded that 
since neither Pathways in Education nor R3 Learning Solutions, LLC are included in the 
scope of the audit, she could see no basis for this request. She went on to say that R3 Learn-
ing Solutions, LLC has no connection to OFY or OFL and has never been funded by the 
State of California. 

However, the audit team learned that as early as October 7, 2002, there was discussion of R3 
Learning Solutions, LLC purchasing OFY, Inc.’s curricula assets. In fact, by that time Free-
man, Freeman & Smiley, LLP, had already prepared an operating agreement between Path-
ways in Education and R3 Learning Solutions, LLC. Consequently, the audit team believes 
that Pathways in Education specifically created R3 Learning Solutions, LLC so that it could 
use the money it had received from the OFY charter school corporations to purchase OFY, 
Inc.’s curricula assets. In turn, R3 Learning Solutions, LLC planned to sell OFY, Inc.’s cur-
ricula to schools and educators nationwide. 

Shortly after R3 Learning Solutions, LLC was created, an appraiser prepared a draft ap-
praisal of OFY, Inc.’s curricula, concluding its value was $243,000 as of December 9, 2002. 
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In 2003, Pathways in Education spent $6,059 on program services, $62,376 on legal and ac-
counting fees, and $17,559 on planning and development. The audit team found no evidence 
that Pathways in Education transferred money to R3 Learning Solutions, LLC or that R3 
Learning Solutions, LLC purchased OFY, Inc.’s curricula. However, Pathways in Education 
once again had no other source of income during 2003 other than the investment income it 
generated from the money it received from the OFY charter school corporations in the prior 
year.

The activities conducted by Pathways in Education and R3 Learning Solutions, LLC raise 
questions about the intended use of OFY funds. The audit team believes all of these arrange-
ments were designed to divert the flow of funds away from state scrutiny, as supported by Ja. 
Hall’s statement to the audit team that R3 Learning Solutions, LLC has never been funded 
by the State of California and her refusal to provide information regarding R3 Learning 
Solutions, LLC.

By establishing additional entities, the individuals described in Chapter 1 were able to use 
state funds for various purposes without being subjected to oversight under state laws.

Pathways in Education in Illinois 
Pathways in Education reported that it spent $202,016 for program services in 2004, and 
$261,024 for management and general expenses, including $30,334 in salary to Ja. Hall. 
Pathways in Education also reported that its 2004 management and general expenses 
included $44,094 for legal and accounting fees and $25,000 for a donation. Once again, 
Pathways in Education did not have any income besides the investment income it gener-
ated from the $10.8 million contribution from the OFY charter school corporations in 
2002. The audit team was unable to identify the entity that was the recipient of the $25,000 
donation. 

Although Mr. Hall told the audit team that Pathways in Education was created to help Cali-
fornia at‑risk students, it appears that Pathways in Education has been spending at least some 
of its funds on trying to establish an independent study school in Illinois. Since as early as 
November 2004, Mr. Hall, Ja. Hall, and Pathway in Education leadership pact supervisor 
have been involved in applying for a contract with Chicago Public Schools for an indepen-
dent study contract school. In order to be eligible for such a contract in Illinois, Pathways in 
Education had to establish a corporation in Illinois. Although Pathways in Education‑Illinois 
was ostensibly the corporation applying for the Illinois contract, Pathways in Education em-
ployees were involved in preparing the proposal, conducting mock interviews, and traveling 
to Chicago for interviews. In addition, Pathways in Education‑Illinois’ proposal designated 
Pathway in Education leadership pact supervisor as the principal of the proposed Pathways 
in Education contract school, and Ja. Hall as the executive director. Employees of OFY, Inc. 
and Education Management Systems were also involved in Pathways in Education’s at-
tempt to obtain a contract with Chicago Public Schools. Further, it appears that Pathways in 
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Education paid the expenses of those who went to Chicago to participate in the interviews. 
Because Pathways in Education has denied the audit team access to its records, the audit 
team was unable to determine how much Pathways in Education has spent on efforts to 
expand into Illinois or other states. Nevertheless, an application submitted to the Chicago 
Public Schools states that Pathways in Education would loan Pathways in Education‑Il-
linois $750,000, and would provide financial support to pay for the cost of Pathways in 
Education‑Illinois’ director of education in the first two years of the contract. The director of 
education’s salary alone was budgeted at $125,000 per year. 

Options For Youth’s and Pathways in Education’s  
Other Business Dealings
As previously mentioned in Chapter 1 of this report, OFY purchased books on behalf of 
the OFL charter schools under an agreement with Education Management Systems. The 
OFY also purchased books on behalf of Pathways in Education from February through 
May 2004. However, OFY did not bill Pathways in Education for these books until March 
2006—more than two years after incurring expenses on Pathways in Education’s behalf. 
Moreover, OFY did not bill Pathways in Education until the audit team brought this omis-
sion to its attention. 

Specifically, the audit team identified a bill sent to Education Management Systems show-
ing shipments of $554 worth of curriculum that had a separate line item outside the normal 
course of Education Management Systems billing. The billing showed it as a shipment 
made to Education Management Systems on behalf of Pathways in Education. When 
asked the significance of the bill, OFY management determined that, in addition to the 
$554 identified on the invoice, three additional Pathways in Education shipments totaling 
$14,695 were outstanding. Once this mistake was identified, OFY billed the total amount 
of $15,249 to Pathways in Education in March 2006, and payment in full was received 
and deposited in April 2006. Nevertheless, the failure to promptly bill Pathways in Educa-
tion represents an interest‑free loan to a related organization. The audit team could find no 
evidence that a loan was approved by the OFY board.

Options for Youth Attorney’s Potential Adverse Interests
The California State Bar Association issues Rules of Professional Conduct for its members 
who are licensed to practice law. Rule 3-310, “Avoiding the Representation of Adverse 
Interests,” specifies that “A member shall not accept or continue representation of a client 
without providing written disclosure to the client where: (1) The member has a legal, busi-
ness, financial, professional, or personal relationship with a party or witness in the same 
matter…” In addition, Rule 3-310 also requires a member attorney to obtain the written 
consent of his clients before accepting representation in matters in which the interests of 
the clients potentially conflict. 
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The attorney who represented OFY-Burbank, OFY-San Gabriel, OFY‑Upland, and OFY-
Victor Valley attended the board meetings when those boards approved transferring reserve 
funds to Pathways in Education. The minutes of those meetings do not indicate that the 
attorney notified the board members that he also represented Pathways in Education, as 
apparently required by the rules. In fact, the attorney’s law firm prepared the articles of 
incorporation for Pathways in Education just before the OFY charter school boards ap-
proved the transfer of reserve funds. The OFY’s chief financial officer told the audit team 
that, to the best of his knowledge, OFY board members were aware that the firm of Free-
man, Freeman & Smiley, LLP was legal counsel to both OFY and Pathways in Education. 
He said that no written disclosure or waivers were obtained, because there was and is no 
adverse relationship between OFY entities and Pathways in Education. In addition, the 
attorney told the audit team that written disclosures and waivers were not necessary be-
cause no adverse interests existed. However, as stated, the State Bar Rules of Professional 
Conduct appear more comprehensive and address what an attorney must do to avoid any 
adverse relationship. 

Recommendations
To better protect itself against the potential for adverse representation, OFY should:

•	 Obtain written disclosure from its attorney and grant or withhold informed written 
consent to dual representation by that attorney when OFY engages in a transaction 
with another party or entity that is represented by the same attorney who represents 
OFY, as required by Rule 3-310 of the California Rules of Professional Conduct.

To ensure that the OFY charter schools have used state funds appropriately and in accor-
dance with all applicable state laws, CDE should:

•	 Consider a referral to the appropriate authorities, such as the Attorney General or 
the Fair Political Practices Commission, to investigate the nature and legality of the 
transfer of funds between the OFY charter schools and Pathways in Education. 

•	 Consider seeking reimbursement or withholding funding in the amount of 
$10.8 million related to the OFY transfers to Pathways in Education—if it is deter-
mined there is a legal basis for doing so.
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Chapter 3: Charter School Funding and Financial 
Analysis
Similar to public schools, OFY, OFL, and CCSG charter schools receive funding from 
CDE based on the program sites’ ADA. Schools claim ADA based on the aggregate at-
tendance of students during each reporting period. For example, one student who attends 
school each day for the entire reporting period is eligible for 1.0 ADA. The amount of 
ADA claimed by program sites correlates directly into dollars – the higher the ADA for a 
program, the greater the amount of funds that the program will receive from the state. The 
ADA funding rates vary by school year and grade level. On a per-student basis, schools 
receive more funding for students from higher grade levels than from lower grade levels. 
For example, in the 2003-04 school year, ADA rates ranged from $4,540 at the kindergar-
ten through 3rd grade level to $5,506 at the 9th through 12th grade level.

School districts and charter schools calculate ADA and report it to CDE three times per 
year. After the charter schools report their ADA to CDE, the State Superintendent of Public 
Instruction apportions state school funds to the charter schools.17 The source of the ADA 
data that the audit team used to determine the appropriateness of the charter school funding 
was from the charters’ annual audited financial statements.

Senate Bill 740 (Chapter 892, Statutes of 2001) amended the Charter School Act of 1992, 
which established criteria for funding determinations for charter schools offering non-
classroom-based instruction. Education Code Section 47634.2 authorized the State Board 
of Education to establish criteria to evaluate funding requests as well as to determine the 
total amount of funding each nonclassroom-based charter school should receive. The 
State Board of Education made its latest revision to the regulations in July 2005 to clarify 
changes on pupil-to-teacher ratios and full-time certificated employee definitions.

When applying for funding, independent study charter schools such as those operated by 
OFY, OFL, and CCSG must also submit a Nonclassroom-Based SB 740 Funding Determi-
nation form (SB 740 form). Charter schools may be eligible for partial or full funding de-
pending on the ratio of expenditures to revenues for selected items. Charter schools report 
revenue and expenditure data from the previous school year. The State Board of Education 
uses this data as a basis for making its determination of the percentage of funding that the 
school is eligible to receive in the upcoming year. For instance, the SB 740 form used to 
determine funding levels for 2005-06 is based on actual financial data from the 2004-05 
school year.

17 For charter schools that offer nonclassroom instruction, final funding determinations are based upon 
both ADA and additional considerations, per SB 740, passed in 2001. These considerations which are 
discussed further on the following pages include the percentage of revenue a charter school spends on 
instruction-related activities and certificated teacher salaries.
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As shown in Exhibits 3-1 and 3-2, the state has established unique requirements for deter-
mining funding levels for nonclassroom-based instruction provided by charter schools. To 
receive 100 percent of available funding, a charter school must ensure that its ratios of cer-
tain expenses to revenues meet specific thresholds. If a charter school’s ratios do not meet 
these levels, it can still receive partial funding, usually determined as a reduced percent-
age of the total available funding. For example, all of the OFY, OFL, and CCSG charter 
schools received 70 percent of available funding for the 2003-04 school year; however, 
OFY and OFL maintain that they qualified for 100 percent funding.

Exhibit 3-1
Criteria Used to Determine Charter School Funding Levels

School Years 2003-04 and 2004-05
Ratio of Certificated Staff 

Compensation to Total Public 
Revenuesa

and/or
Ratio of Expenditures for Instruction 

and Related Services to Total Revenuesa

Funding 
Eligibility

Equals or exceeds 50% and Equals or exceeds 80% 100%b

Equals or exceeds 50% and Equals or exceeds 70%, but less than 80% 85%
Equals or exceeds 40%, but 
less than 50%

and Equals or exceeds 60%, but less than 70% 70%

Less than 40% or Less than 60% No funding
Source:	 California Code of Regulations, Title 5, Division 1, Chapter 11, Subchapter 19, Section 11963.4.
a Prior year’s revenues and expenses are used in these calculations.
b A charter school must meet an additional requirement to receive 100 percent funding by ensuring that its ratio of ADA for independent 
study pupils to full-time certificated employees responsible for independent study does not exceed the equivalent ratio of pupils to full-
time certificated employees for all other educational programs operated by the largest unified school district in the county or counties in 
which the charter operates.

The funding determination requirements changed for the 2005-06 school year for which 
funding determinations are made based on 2004-05 data. 

Exhibit 3-2
Criteria Used to Determine Charter School Funding Levels

School Year 2005-06
Ratio of Certificated Teachers 

Compensation (Instructional Staff 
only) to Total Public Revenuesa

and/or
Ratio of Expenditures for 
Instruction and Related 

Services to Total Revenuesa

Funding 
Eligibility

Equals or exceeds 40% and Equals or exceeds 80% 100%b

Equals or exceeds 40% and
Equals or exceeds 70%, but 
less than 80%

85%

Equals or exceeds 35%, but less 
than 40%

and
Equals or exceeds 60%, but 
less than 70%

70%

Less than 35% or Less than 60% No funding
Source:	 California Code of Regulations, Title 5, Division 1, Chapter 11, Subchapter 19, Section 11963.4.
a Prior year’s revenues and expenses are used in these calculations.
b A charter school must meet an additional requirement to receive 100 percent funding by ensuring that its ratio of ADA for independent 
study pupils to full-time certificated employees responsible for independent study does not exceed a pupil-teacher ratio of 25 to 1 or the 
equivalent ratio of pupils to full-time certificated employees for all other educational programs operated by the largest unified school 
district in the county or counties in which the charter operates.
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As illustrated above, charters are ineligible for funding if they do not spend at least 35 per-
cent of their total public revenues on certificated teachers (40 percent on certificated teach-
ers and staff for school years prior to the 2005‑06 funding determination) or 60 percent of 
total revenues on instruction and related services. Furthermore, as discussed in Chapter 4, 
a charter that does not meet the minimum threshold for its pupil-to-teacher ratios is ineli-
gible to receive funding for that portion of ADA that causes it to exceed the baseline pupil-
to-teacher ratios.

Because the funding determination depends to a large extent on the amounts that the char-
ter schools report spending for certificated staff and instructional materials on their fund-
ing determination forms, the accuracy of the amounts reported as expended in the various 
categories is very important.18 The following sections describe the issues identified in the 
audit team’s review of financial data pertaining to the OFY, OFL, and CCSG charters.

Financial Data Used in Funding Determination for the  
Options for Youth Charters
The audit team identified some issues concerning the accuracy and reliability of data re-
ported on the SB 740 forms submitted by the OFY charters. The issues include discrepan-
cies in the data reported on the SB 740 forms, minor differences in financial data between 
the forms and the charters’ accounting records, recording of expenses to incorrect account-
ing codes, and questionable accruals and expenses.

Expense Percentage Calculations
In its review of the 2003-04 SB 740 forms based on 2002-03 data, the audit team identified 
several instances in which OFY charters reported percentages for certificated salaries or 
instructional expenses that differed from the audit team’s calculations. Exhibits 3-3 and 3-4 
(see next page) illustrate the differences between the percentages reported on the SB 740 
forms and the percentages determined by the audit team based on the revenue and expense 
data reported by the charters. In each case, if the charter reported the percentages correctly 
using the supporting financial data, it would not have impacted the funding level for which 
the charter was eligible. Therefore, the audit team found it puzzling that the charters would 
report incorrect percentages particularly since the financial data used in the calculations 
was also included on the SB 740 forms.

18 	 Certificated instructional staff are defined as those who hold a valid certificate, permit, or other docu-
ment equivalent to that which a teacher in other public schools would be required to hold from the Cali-
fornia Commission on Teacher Credentialing, and who work in a position that provides direct instruction 
or direct instructional support to students.
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Exhibit 3-3
Differences in the Percentage of Instructional Expenses  
to Total Revenues Reported by Options for Youth on the  

2003-04 SB 740 Forms

Charter

Percentage 
Reported by OFY 

on the SB 740 
Forms

Percentage 
Calculated by 

Auditors Using 
Financial Data 
Included in the 
SB 740 Forms

Mount Shasta 82.2 83.9
San Gabriel 71.9 73.2
Upland 64.1 72.5
Victor Valley 71.5 71.8

 Source: Options for Youth 2003-04 SB 740 Funding Determination forms.

Exhibit 3-4
Differences in the Percentage of Certificated Staff Expenses  

to Total Public Revenues Reported by Options for Youth on the  
2003-04 SB 740 Forms

Charter

Percentage 
Reported by OFY 

on the SB 740 
Forms

Percentage 
Calculated by 

Auditors Using 
Financial Data 
Included in the 
SB 740 Forms

Burbank 43.9 44.4
Mount Shasta 54.4 54.5
San Gabriel 44.1 44.5
San Juan 50.9 53.6
Upland 48.4 49.2
Victor Valley 48.1 48.7

 Source: Options for Youth 2003-04 SB 740 Funding Determination forms.

Upon further review of the financial data, the audit team concluded that the differences 
in percentages of certificated staff expenses on Exhibit 3-4 are due to the charters using 
the incorrect revenue amount in the calculation. When reporting the percentage on the SB 
740 form, the charters appear to be using total revenue, rather than total public revenue. 
According to the SB 740 instructions, total public revenue is comprised of all federal and 
state revenues and local revenues in lieu of property taxes, less other financing sources and 
the portion of local revenues in excess of the amount in lieu of property taxes. By incor-
rectly using total revenue in the calculation, the charters are understating the certificated 
staff expense percentage.
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The audit team also noted minor differences (aside from the differences that would be 
expected) between the revenue and expense data included on the charters’ 2003-04 SB 
740 forms and the amounts reported in the charters’ accounting records. The charters may 
have had valid reasons for adjusting revenues and expenses recorded in the general ledger 
for SB 740 reporting purposes, but the audit team did not attempt to identify these reasons 
because the immaterial differences had no effect on the charters’ funding determinations.

The audit team did not identify any material differences between the financial data and 
the reported expense percentages on the SB 740 forms that would have affected funding 
for 2004-05 and 2005-06. The CDE provided an Excel form on its Web site for charters to 
use in completing the forms for these years to assist in reducing reporting inaccuracies. In 
addition, the charters’ financial auditors prepared additional schedules to help facilitate the 
reporting of financial data on the SB 740 forms.

Pupil-to-Teacher Ratio Data
The audit team found eight instances among the three years reviewed in which an OFY 
charter reported a pupil-to-teacher ratio that did not match the ratio it had calculated 
based on its supporting documentation elsewhere. Most of these instances involved small 
discrepancies. For example, OFY-Mount Shasta’s SB 740 form for 2003-04 reported the 
pupil-to-teacher ratios as 17-to-1, while the supporting documentation maintained by OFY 
identified the ratio as 19-to-1.

The audit team also found ten instances where OFY rounded up the pupil-to-teacher ratios 
contained in their supporting documentation to a number greater than the closest integer. 
For example, the supporting documentation for OFY‑Burbank’s 2002-03 pupil-to-teacher 
ratios identifies the ratio as 17.2-to-1. However, in its SB 740 form reporting to CDE, OFY 
rounded up the ratio to 19 to 1. The SB 740 instructions require independent study charter 
schools to round the pupil-to-teacher ratios down.

Further, the audit team noted three instances where the charters reported a pupil-to-teacher 
ratio that was lower than it could support. For example, in 2004-05, OFY-Upland reported 
a pupil-to-teacher ratio of 21-to-1 on its internal tracking worksheet, but reported a pupil-
to-teacher ratio of 18-to-1 on its funding determination worksheet. As discussed later in 
Chapter 4, this incorrect rounding down caused one charter – Mount Shasta – to appear 
to be in compliance with pupil-to-teacher ratio funding requirements when in fact, it was 
not. Consequently, the audit team recommended that the state consider reducing Mount 
Shasta’s funding by the $164,000 it appears to have been overpaid in FYs 2002-03 and 
2003-04.

Classification of Expenses
The audit team also found that the OFY charters had reported some of their expenses in-
correctly by coding them to the wrong accounting categories on the funding determination 
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forms. The audit team traced 88 transactions from the general ledger to source documents 
and also vouched several dozen transactions per year at each charter from source docu-
ments to the general ledger. The audit team found in its testing that the charters had incor-
rectly recorded five items on the funding determination forms. In some cases, the errone-
ous coding resulted in OFY overstating its instructional expenses and the related funding 
determination form percentages.

Exhibit 3-5 summarizes the identified errors and their effect on the charters’ instructional 
expenses. These errors did not individually impact the determination of funding levels for 
the charters. However, because the audit team only reviewed a sample of expense items, 
it could not determine whether other misclassified items exist in the larger population of 
expenses—which could have potentially affected the accuracy of the funding determina-
tion in previous years.

Exhibit 3-5
Options for Youth Expenses Incorrectly Recorded  

on the Funding Determination Forms

Year Charter
Date of 

Transaction

Total Dollar 

Value of 

Transaction

Amount 

in Dispute
Description
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2003-04
Mount 

Shasta
06/25/04 $2,263.89 $2,263.89

Charges for administrative staff 

charged to instruction and related 

servicessalaries and benefits.

No Yes

2003-04 Victor Valley 07/31/03 $154.44 $154.44
Health insurance for students charged 

to books and instructional materials.
No Yes

2004-05 OFY, Inc.a 07/16/04 $1,140.00 $1,140.00

Professional administrative consulting 

costs charged to instruction and 

related services contract costs.

No Yes

2004-05 OFY, Inc.a 05/04/05 $1,000.00 $400.00

Raffle prizes improperly charged to 

books and instructional materials and 

$100 was not specified as to how it 

would be used.

No Yes

2004-05 OFY, Inc.a 05/06/05 $1,000.00 $400.00

Raffle prizes improperly charged to 

books and instructional materials and 

$100 was not specified as to how it 

would be used.

No Yes

Totals $5,558.33 $4,358.33
Source:  Auditor-generated exhibit summarizing the results of items selected for testing that were incorrectly coded on the SB 740 form.
a  These expenses were allocated by OFY, Inc. to all six charters.
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Additionally, the audit team identified several expenses that were correctly recorded on the 
SB 740 funding determination forms, but did not directly relate to school operations. For 
example, during the three years covered by the audit, OFY paid more than $32,000 for em-
ployee parties at Disneyland. This includes more than $18,000 for food, parking, and ad-
mission, that OFY paid for 666 attendees in December 2003. Further, the audit team noted 
what appeared to be excessive charges for educational advisory board meetings, such as 
$4,500 spent at the Ritz-Carlton in 2004-05 for a meeting of 23 board members and OFY 
staff. This total included food costs of $1,932 and alcohol purchases of $963. 

Finally, the audit team also noted that OFY included some educational expenses in their 
calculation of certificated teacher salaries and benefits. The OFY’s chief financial officer 
told the audit team that he believes OFY properly classified these expenses related to a 
scholarship program that specifically benefits employees. He also described these pay-
ments as fringe benefit payments, and while not directly paid to employees, stated that he 
believes they were part of the cost of salaries and benefits. Although exclusion of these 
expenses would not impact OFY’s funding determination, OFY’s categorization of these 
expenses appears inconsistent with requirements in the California School Accounting 
Manual and the SB 740 instructions.

Options for Youth/Opportunities for Learning Related-Party Billings
The audit team found one instance where OFY paid the entire cost of a luncheon and pre-
sentation that OFL employees also attended. The OFY’s failure to bill OFL for its portion 
of the luncheon and presentation is more evidence of lax internal controls and evidence of 
potential inurement—a nonprofit providing benefit to a shareholder or individual (in this 
case a for-profit entity)—which is expressly prohibited by the IRS and could result in the 
revocation of tax exempt status.

Sound internal control practices would normally provide mechanisms for an entity to col-
lect all amounts owed and Article 16, Section 6 of the California State Constitution pro-
hibits gifts of public funds. Further, Internal Revenue Code Section 501(c)(3) expressly 
forbids the inurement of net earnings to the benefit of a private shareholder or individual. 
This code further states that an otherwise qualifying organization will be disqualified 
for exemption if it excessively benefits private interests, either through inurement of its 
net earnings to certain “insiders” or by primarily benefiting the interests of persons who, 
though not “insiders,” do not comprise a charitable class. 

The OFY’s payment of OFL expenses and failure to seek reimbursement could be consid-
ered violations of all these provisions. Specifically, OFY paid the entire costs of $5,243 
for a May 2005 training presentation, breakfast, and lunch at Descanso Gardens. How-
ever, OFY did not seek payment—until the audit team brought the issue to their attention 
in January 2006—for the $2,464 in expenses incurred on behalf of the 21 OFL staff who 
attended the meeting. This error is similar to other errors the audit team found involving 
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OFY related-party entities. Specifically, Chapter 2 addresses a similar mistake in which 
OFY failed to invoice over $15,000 for books it sent to Pathways in Education. In addi-
tion, as discussed in Chapter 1, OFY may be violating the inurement principles by not 
collecting timely payments for hundreds of thousands of dollars sold in books to the OFL 
charters and by paying for the leases of the Halls’ automobiles, which are presumably used 
to conduct OFL business. These transactions are evidence of poor internal controls and, if 
left uncorrected, could result in gifts of public funds. 

Credit Card Usage and Controls
The audit team found numerous problems related to the executive staff usage of OFY 
company credit cards including incomplete or missing receipts to support the charges, 
incomplete or missing purchase requisition forms, and incomplete or missing coding to 
identify the accounting categories that OFY charged the purchases to, as reported on its SB 
740 forms. As a result, the audit team could not determine the appropriateness or validity 
of many of the expenditures, or where the expenses were charged on the SB 740 forms.

Some OFY executive staff, primarily Mr. and Mrs. Hall, utilize various credit cards to 
purchase items such as airline tickets, hotel rooms, meals, gasoline, car washes, and other 
retail or online items. While examining various purchases to determine their validity, rea-
sonableness, and effect on the OFY SB 740 funding determination forms, the audit team 
discovered numerous issues that indicate there was a lack of internal controls by OFY re-
garding use of credit cards. This lack of internal control is significant considering that OFY 
paid several bills for six credit cards totaling $156,435 in 2002-03 and $221,361 in 2003-
04. Exhibit 3-6 (see next page) highlights examples of the many specific issues found.

Exhibit 3-6 highlights a small number of the many examples identified by the audit team 
and does not include items such as a $1,908 expenditure at the Kern Lodge or a $404 
expenditure at Caribe Royale Resort in Florida for which receipts existed, but the receipts 
and files lacked information regarding the purpose of the expenditures. Many of the items 
also lacked other supporting documentation such as purchase requisition forms or coding 
on the receipts indicating where OFY charged the expenses on its SB 740 forms.
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Exhibit 3-6
Examples of Options for Youth, Inc. Credit Card Charges  
Lacking Supporting Receipts or Adequate Indications of  

Where the Amounts Were Charged
Date Vendor/Description, Location Amount

11/1/2003 The Melrose Hotel – Lodging, DC $890.75 
11/1/2003 The Melrose Hotel – Lodging, DC 859.80

11/12/2003 Disneyland – Group Ticketing, Anaheim, CA 144.00
12/17/2003 The Ritz Carlton – Lodging, Pasadena, CA 1,616.78
2/13/2004 Trilogy at Redmond – Food/Bev, WA 195.85
3/31/2004 Marriott – Lodging, DC 721.17
3/31/2004 Marriott – Lodging, DC 728.51
4/1/2004 Hyatt Regency – Lodging, Sacramento, CA 801.72

6/22/2004 Star Car Wash, Sunland, CA 61.99
7/7/2004 Descanso Gardens – Goods/Services, Pasadena, CA 300.00
7/11/2004 Starbucks – Food/Beverages, Malibu, CA 103.48

10/17/2004 Hilton Sedona Resort, Sedona, AZ 672.95
10/17/2004 Hilton Sedona Resort, Sedona, AZ 772.06
11/9/2004 Divina Cucina – Food/Beverages, Montrose, CA 98.49
12/6/2004 La Canada Camera, La Canada, CA 120.00

12/17/2004 The Ritz Carlton – Lodging, Pasadena, CA 1,839.00
12/29/2004 The Ritz Carlton – Lodging, Pasadena, CA 517.59

2/2/2005 Postal Store – US Postal Service-Internet, MO 3,701.00
2/3/2005 Hyatt Regency, Sacramento, CA 262.91

2/22/2005 Crystal Coach Limousines, WA 132.00
3/3/2005 Crowne Plaza Hotel, DC 775.40
3/3/2005 Crowne Plaza Hotel, DC 801.02

3/16/2005 The Sharper Image – Assorted Merchandise, San Francisco, CA 1,082.38
4/12/2005 Brookside Golf Course, Pasadena, CA 2,169.63
4/27/2005 Jacob Marse Florist, Pasadena, CA 205.13
5/8/2005 La Playa Hotel – Lodging, Carmel, CA 470.22

Total $20,043.83
 Source: The OFY, Inc. invoice files for American Express Cards.

It is clear from reviewing the credit card expenditure history that the Halls spent consider-
able amounts of OFY’s funds on lodging, airfare, gas, car washes, and meals. For example, 
the American Express statement for February 15 to March 15, 2005 revealed a total of 14 
meals charged by Mr. and Mrs. Hall, totaling $2,963. It is not uncommon for the Halls to 
expense dinners amounting to several hundred dollars per week and sometimes in a day to 
OFY. Although the Halls’ employment contracts with OFY provide for payment of their 
expenditures related to OFY administration, the audit team could not verify the reasonable-
ness or necessity of many of the charges due to the lack of supporting documents. 
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Due to the time and effort involved, the audit team did not ask OFY to attempt to gather 
support for all of the missing and incomplete credit card receipts. However, for two items 
that the audit team did pursue, OFY was able to provide only partial documentation that 
was inconclusive in supporting the appropriateness of the expenses. The OFY’s chief 
financial officer and controller agreed that the controls over the credit cards were lacking 
and, to their credit, developed a policy in April 2006 that should help improve practices in 
the future, if implemented properly. In addition, the OFY, Inc. chief financial officer told 
the audit team that OFY has begun an investigation into the credit card charges. 

Certificated Teacher Bonus Accruals
Based on a review of OFY board minutes, funding calculation worksheets, and the general 
ledger, the audit team found that OFY used teacher bonuses in part, to increase funding 
in subsequent years. Although OFY awarded and paid numerous bonuses to its teachers 
during the FYs reviewed, OFY also accrued large amounts at year-end to the bonuses pay-
able account—amounts that were mostly reversed when it failed to obtain higher funding 
levels. Using teacher bonus accruals as a means to increase funding does not appear to 
comply with generally accepted accounting principles. Additionally, OFY increased its 
credentialed teacher expenses by reporting noncredentialed teacher and administrative 
staff bonus expenses as credentialed teacher bonus expenses. However, the SB 740 forms 
require schools to report expenses for credentialed teachers, credentialed administrators, 
and noncredentialed staff separately. The OFY’s failure to follow this state requirement is 
evidence of poor internal controls and could result in overclaimed funding apportionment.

In July 2004, the then chief financial officer of Educational Management Systems stated to 
the CCSG Board that OFY and OFL charters both planned to accrue certain expenses for 
FY 2003-04, including teacher bonuses, for purposes of receiving 100 percent public fund-
ing. Additionally, he stated that in the event that the charters did not receive this funding 
level, they would reverse the accrued expenses. In August 2004, OFY’s accounting staff 
prepared a funding determination worksheet in which they noted that by spending $5,000 
more per teacher, including bonuses, the OFY charters expected a “$12.2 million increased 
funding return on its investment.” 

Based on its worksheet, at FY 2003-04 year-end, and as shown in Exhibit 3-7 (see next 
page), OFY accrued $1.6 million in teacher incentives for its six charters. The OFY sub-
sequently failed to secure its 100 percent funding goal and it reversed $1.2 million of the 
accrued amounts. In 2004-05, OFY paid the remainder of the accrued bonus amounts to its 
teachers for each of the charters except OFY San Gabriel. The OFY-San Gabriel teacher 
bonus accrual was later found to be incorrect due to a key punch error that resulted in an 
overaccrual of more than $55,000. As a result, OFY-San Gabriel overstated its 2003-04 
credentialed teacher expenses by this amount.
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Exhibit 3-7
Options for Youth Overaccrued $1.2 Million of  

Teacher Bonuses in Fiscal Year 2003-04

Charter
Accrued Teacher 

Bonuses
June 30, 2004

Reversed Bonuses
Net Year-End Accrual 

Amount
June 30, 2004

Burbank $540,837 ($437,167) $103,670
Mount Shasta $17,411 $0 $17,411
San Gabriel $125,921 ($28,261) $97,660
San Juan $83,422 ($40,653) $42,769
Upland $585,871 ($519,679) $66,192

Victor Valley $280,608 ($217,728) $62,880
Totals $1,634,070 ($1,243,488) $390,582

Source:	 Auditor-generated exhibit using OFY’s payroll registers, general ledger, and bonus accrual journal entries.

Generally accepted accounting principles require that financial reports provide accurate 
information about the economic resources of an organization and the effects of changes 
in these resources. In order for expenditures to be formally recognized, the information 
presented must be reliable—that is, the information must be sufficiently faithful in its rep-
resentation of the underlying obligation and sufficiently free of error and bias to be useful 
to decision-makers. Further, expenditures are to be recognized in the period in which the 
liability was incurred. The OFY’s efforts to accrue bonus expenses to increase future fund-
ing does not appear to comply with generally accepted accounting principles. The OFY’s 
chief financial officer informed the audit team that OFY only used this practice of accruing 
bonuses and teacher benefits during FY 2003-04. 

Additionally, contrary to funding requirements, OFY included noncredentialed teachers 
in its calculation of credentialed teacher salaries and bonuses. Specifically, the audit team 
found that in FY 2003-04, OFY overstated its credentialed teacher salaries and benefits 
line item by including bonuses totaling $53,976 for noncredentialed staff—staff that in-
cluded center coordinators and administrators. In FY 2004-05, OFY also included $66,000 
in bonuses for noncredentialed staff. Although these errors did not have a material adverse 
effect on OFY’s funding determination percentages, the practice of lumping together both 
groups of staff into the same category is more evidence of poor internal controls and does 
not comply with state funding requirements. 

Financial Data Used in Funding Determination for the  
Opportunities for Learning Charters
The audit team identified issues with the financial data OFL charters reported on their SB 
740 forms. Many of these issues are similar to the issues identified at the OFY charters. In 
addition, the OFL charters inflated the amount of certificated salaries and benefits reported 
on their SB 740 forms by double-counting the salaries of certain certificated administrators 
and recording other expenses incorrectly to this expense category.
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Expense Percentage Calculations
The audit team identified several instances in which OFL charters reported percentages 
for certificated salaries on their 2003-04 SB 740 forms that differed from the percentages 
calculated by the audit team using numbers the charters reported on the SB 740 forms or 
in their general ledgers. For example, OFL-Capistrano reported certificated salaries as 
70.8 percent of its total public revenues, even though the audit team’s calculation using 
financial data the charter reported in its SB 740 form indicates a percentage of 72.2. How-
ever, this difference would not have impacted the funding level for which the charter was 
eligible. Similar to the OFY charters, it appears that this OFL charter erroneously reported 
this percentage because it used the amount of total revenues in the calculation, rather than 
total public revenues.

The audit team also noted some minor differences between the data charters reported on 
their SB 740 forms and the amounts they reported in their accounting records. There are 
instances in which it is appropriate to adjust expenses in the general ledger to conform to 
the SB 740 reporting format. However, the audit team found other unexpected differences, 
that were likely related to timing, that it did not attempt to reconcile because the relatively 
small dollar amounts of the differences did not affect the level of funding for which the 
charters were eligible.

Pupil-to-Teacher Ratio Data
The audit team identified discrepancies with the pupil-to-teacher ratios the OFL charters 
reported on their 2003-04 SB 740 forms. In response to queries about the discrepancies, 
OFL provided additional support on four different occasions; however, the OFL support in-
cluded different numbers each time. The subsequent versions also contained ratios that did 
not match the amounts reported on the SB 740 forms. Ultimately, even though OFL could 
not support the number of FTEs or pupil-to-teacher ratios for one charter or pupil-to-teach-
er ratios for the other two charters, the discrepancies did not affect the charters’ funding. 
Nevertheless, the fact that OFL continued to provide multiple versions of its calculations 
raised concerns about the charters’ internal controls and ability to report accurate and reli-
able data. In Chapter 4, the audit team addresses this issue in further detail.

Classification of Expenses
The audit team determined that the OFL charters coded some of their expenses in incor-
rect categories on their funding determination forms. The audit team traced 90 transactions 
from the general ledger to source documents and also vouched several dozen transactions 
per year and charter from source documents to the general ledger. The audit team’s tests 
identified 16 items the charters had reported incorrectly on their funding determination 
forms. For these items, the erroneous coding resulted in OFL overstating its certificated 
staff or instructional expenses and the related funding determination form percentages.
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For example, the audit team found that charters had recorded gift certificate expenditures 
for teachers under the category of either certificated staff salaries and benefits or books, 
supplies, and equipment on at least three occasions. However, gifts do not appear to meet 
the definition of employee benefits or instructional materials as described in the California 
School Accounting Manual. Based on these criteria, it appears that OFL misclassified a to-
tal of $5,207 pertaining to teacher gift certificates for all three charters from the sample of 
expense items reviewed. The audit team believes these amounts should have been recorded 
under the category of other instructional and related benefits.

Exhibit 3-8 (see next page) summarizes the errors that the audit team identified and their 
effect on the charters’ certificated staff or instructional expenses. Although these errors did 
not individually impact the determination of funding levels for the charters, there may be 
other unidentified expenses that were misclassified, which could have potentially affected 
the accuracy of the funding determination in previous years. The director of finance for 
Education Management Systems agreed that it needs to improve its accounting procedures; 
however, he stated that it is difficult to do because they have limited resources. The audit 
team found this statement disconcerting due to the potentially excessive salaries drawn by 
the Halls, as described in Chapter 1.



Fiscal Crisis & Management Assistance Team

76 CHAPTER THREE

Exhibit 3-8
Opportunities for Learning Invoices That Appear to Be Incorrectly Recorded on Their 

Funding Determination Forms

Year Charter
Date of 

Transaction

Total Dollar 

Value of 

Transaction

Amount in 

Dispute
Description

Affects 

Certificated 

Percentage?

Affects 

Instructional 

Percentage?

2002-03 Baldwin Park 07/15/02 $1,350.00 $1,350.00
Contract for dance lessons improperly 
charged to credentialed teacher salaries.

Yes No

2002-03 Baldwin Park 09/09/02 $1,312.50 $1,312.50
Contract for dance lessons improperly 
charged to credentialed teacher salaries.

Yes No

2002-03 Baldwin Park 10/14/02 $520.00 $520.00
Executive counseling services improperly 
charged to credentialed teacher salaries.

Yes Yes

2002-03 Baldwin Park 11/01/02 $900.00 $900.00
Contract for dance lessons improperly 
charged to credentialed teacher salaries.

Yes No

2002-03 Wm. S. Hart 10/14/02 $520.00 $520.00
Executive counseling services improperly 
charged to credentialed teacher salaries.

Yes Yes

2002-03 Wm. S. Hart 04/07/03 $800.00 $800.00
Recruiting event improperly charged to 
credentialed teacher salaries.

Yes No

2003-04 Baldwin Park 11/19/03 $2,750.00 $2,750.00
Gift certificates for teachers improperly 
charged to credentialed teacher salaries.

Yes No

2003-04 Capistrano 08/18/03 $422.11 $422.11
Administrative charges improperly 
charged to credentialed teacher salaries.

Yes Yes

2003-04 Capistrano 09/29/03 $398.02 $398.02
Administrative charges improperly 
charged to credentialed teacher salaries.

Yes Yes

2003-04 Capistrano 10/27/03 $484.38 $484.38
Administrative charges improperly 
charged to credentialed teacher salaries.

Yes Yes

2003-04 Capistrano 11/19/03 $150.00 $150.00
Gift certificates for teachers improperly 
charged to credentialed teacher salaries.

Yes No

2003-04 Capistrano 12/08/03 $421.20 $421.20
Administrative charges improperly 
charged to credentialed teacher salaries.

Yes Yes

2003-04 Capistrano 03/29/04 $1,800.00 $1,800.00
Executive consulting services improperly 
charged to credentialed teacher salaries.

Yes No

2004-05 Baldwin Park 12/13/04 $576.24 $576.24
Administrative charges improperly 
charged to credentialed teacher salaries.

Yes No

2004-05 Baldwin Park 01/31/05 $1,900.00 $1,900.00
Teacher scholarships improperly charged 
to credentialed teacher salaries.

Yes No

2004-05 Wm. S Hart 11/02/04 $2,307.80 $2,307.80
Gift certificates for teachers improperly 
charged to credentialed teacher salaries.

Yes No

Totals $16,612.25 $16,612.25
Source: Auditor-generated exhibit summarizing the results of items selected for testing that were incorrectly reported on the SB 740 form.

Certificated Administrator Salary Calculations
In preparing the SB 740 forms for the OFL-William S. Hart and OFL-Baldwin Park char-
ters, Education Management Systems erred in making adjustments related to its certifi-
cated staff. As a result, OFL double-counted the salaries for some of these staff, thereby 
inflating its SB 740 certificated staff percentages.

At the time the 2004-05 SB 740 forms were prepared, the independent auditor for the OFL 
charters did not prepare financial statements that were presented in accordance with the SB 
740 forms. As a result, Education Management Systems staff had to assign revenues and 
expenses as reported in the audited financial statements, into the categories used on the SB 
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740 forms. In reviewing the adjustments for two charters on their 2004-05 SB 740 forms, 
the audit team found that Education Management Systems erroneously included certificated 
administrators, including Mr. and Mrs. Hall in the certificated teacher salaries and benefits 
category.

The Education Management Systems’ accounting system tracks expenses for certificated 
teachers and administrators collectively in one account. The SB 740 form breaks these 
expenditures out into two categories, both of which flow into the credentialed salaries ra-
tio, but only one of which flows into the instructional materials ratio. Therefore, the char-
ters must separate out these expenditures for SB 740 reporting purposes. However, when 
Education Management Systems separated these expenses, it deducted the amounts for the 
certificated administrator expenses from the “Books, Supplies, and Equipment” line item 
rather than from the “Certificated Teachers” line. Consequently, Education Management 
Systems included $325,861 of expenses for OFL-William S. Hart and $316,507 of expens-
es for OFL-Baldwin Park in both the certificated administrator and certificated teacher line 
items.

The Education Management Systems director of finance informed the audit team that Educa-
tion Management Systems makes these adjustments to be more conservative in preparing 
its ratio for instructional-related expenses. However, this rationale is questionable because 
the adjustment only impacted the certificated staff ratio and not the instructional expense 
ratio. After the audit team brought the issue to its attention, Education Management Systems 
adjusted its SB 740 forms and resubmitted them to CDE. Although these errors did not ad-
versely affect the certificated staff ratios by themselves—reducing the OFL-William S. Hart 
ratio from 47.6 percent to 42.8 percent and the OFL-Baldwin Park ratio from 44.7 percent to 
40 percent—combining these errors with the errors discussed in the next section can have a 
significant impact on the funding determination.

Reimbursements and Professional Development Expenses
Of greater concern was that OFL improperly included selected expenditures in the certifi-
cated employee salaries and benefits category. As a result, the state paid two OFL charter 
schools nearly $7 million that they were not entitled to receive during the 2004-05 school 
year.

In reviewing the documents used to compile expenses reported on the SB 740 forms for 
2003-04 through 2005-06, the audit team found that OFL incorrectly included teacher 
automobile expenses, reimbursements, and education costs in the certificated salaries and 
benefits category. According to the instructions for completing the Nonclassroom-Based 
Funding Determination for all three years reviewed, these types of expenses should have 
been reported under the category of “All Other Instruction and Related Services and Other 
Operating Costs.” That category specifically includes travel, conference, and professional 
development costs for instructional or related personnel. This apparent misallocation of 
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expenses appears to have resulted in OFL incorrectly calculating and reporting the certifi-
cated staff expense percentages for all three charters for each of the three years, and may 
have resulted in overpaid revenues for two charters in one year.

For the most part, the improper categorization of these expenses would not have affected 
the charters’ funding determinations because the amounts did not reduce the percentage of 
public revenues spent on certificated salaries and benefits below minimum required levels. 
However, in accordance with funding determination rules, neither OFL-Baldwin Park nor 
OFL-Capistrano would have been eligible for funding for the 2004-05 school year had 
OFL correctly categorized the expenses on that year’s SB 740 forms. Instead, the State 
paid $6,317,319 to OFL-Baldwin Park and $409,998 to OFL-Capistrano during that year 
based on OFL’s improper claims, as shown in Exhibit 3-9.

Exhibit 3-9
Comparison of Opportunities for Learning Certificated Staff  
Percentages and Impact on Funding for 2004-05 School Year

Charter

Percentage Potential Amount 
of Funding to be 
Disallowed for  

2004-05 School Year

Reported by 
OFL on the 

SB 740 Form

Calculated by Audit 
Team After Adjusting for 
Erroneous Recording of 

Expenses
Baldwin Park 44.66 39.05 $6,317,319
Capistrano 40.04 37.15 $409,998

   Sources:	Opportunities for Learning SB 740 Funding Determination Forms, audited financial statements, and general ledgers.

The Education Management Systems director of finance told the audit team that teacher 
automobile expenses, reimbursements, and education costs are benefits and therefore, are cor-
rectly reported by OFL under the category of certificated salaries and benefits. However, the 
California School Accounting Manual’s description of the types of expenses that constitute 
employee benefits does not appear to support OFL’s inclusion of those expenses as salaries 
and benefits. 

Certificated Teacher Bonus Accruals 
Although there is indication that OFL, similar to OFY, attempted to use bonuses as a 
means of gaining additional funding, the audit team did not identify the magnitude because 
OFL did not always book into its accounting system the bonuses it included in its funding 
determination forms, and its bonus accrual entry methodology is structured in such a way 
that the audit team could not easily identify the amounts.

The Education Management Systems director of finance stated that OFL uses a rolling 
accrual methodology, only booking the net difference to the accruals periodically such as 
at the end of the year to adjust them to what OFL believes it still owes teachers at the end 
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of the year. This methodology does not provide a clear trail to track whether incentives are 
properly calculated and recorded in the books because it only shows the net change for the 
year. Therefore, the audit team would not be able to easily identify the accruals and subse-
quent reversals in the same way as it could for the OFY transactions. As a result, the audit 
team did not attempt to determine whether OFL had made large accruals and subsequent 
reversals as found at OFY because the accounting records reflect only the net amount of 
these entries.

Furthermore, the audit team found that the net amounts accrued were eventually paid, 
meaning that OFL was not overstating its net bonus accruals in its accounting system. 
However, like OFY, OFL apparently did file a SB 740 funding determination form that in-
cluded excess bonus accruals. In July 2004, Education Management Systems former chief 
financial officer stated during a board meeting that both OFL and OFY planned to book 
certain expenses, including teacher bonuses, as being accrued for purposes of receiving 
100 percent public funding, amounts that would be subsequently reversed if the funding 
was not achieved. The current Education Management Systems director of finance con-
firmed that OFL did file a draft SB 740 funding determination form that included bonus ac-
cruals; however, he told us that OFL later revised the forms (because it did not receive 100 
percent funding) to eliminate the bonus accruals and that the amounts were never booked 
in the accounting system. He also stated that OFL only used this practice one time for the 
2004-05 funding determination requests.

Finally, the audit team noted that OFL, like OFY, recorded some noncredentialed teacher 
bonuses into the credential teacher salary line item. However, the amounts of these bonus-
es were immaterial. Therefore, the audit team did not pursue this further.

Financial Data Used in Funding Determination for the 
California Charter School Group Charter
The audit team also identified various financial reporting issues with the CCSG charter, 
OFL-Hacienda-La Puente. The audit team identified issues concerning the accuracy and 
reliability of data the charter reported on its SB 740 forms. The issues include discrepan-
cies between the data reported on the SB 740 forms and the charter’s general ledger, and 
recording of expenses to incorrect categories on the SB 740 form. In addition, the charter’s 
overstatement of its certificated staff expenses resulted in it receiving state funding when it 
failed to meet minimum required spending thresholds.

Expense Percentage Calculations
The audit team determined that the percentages reported for certificated salaries and in-
structional expenses on OFL-Hacienda-La Puente’s 2003-04 SB 740 form differed from 
the percentages calculated based on the financial data provided on the form and from the 
charter’s general ledger. The CCSG charter reported that OFL-Hacienda-La Puente spent 
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44.7 percent on certificated staff and 68 percent on instruction. However, using data report-
ed by CCSG on the SB 740 form, the audit team calculated the percentages as 43.5 percent 
for certificated staff and 66.2 percent for instruction. Moreover, the audit team found in 
its comparison of SB 740 amounts to the general ledger that the charter overstated Books, 
Supplies, and Equipment expenses by $28,035. This caused the percentage for instruction-
al expenses to be overstated as well. However, the audit team found that adjusting for these 
differences ultimately did not cause the charter to drop below minimum required spending 
thresholds.

Pupil-to-Teacher Ratio Data
The OFL‑Hacienda-La Puente charter reported a pupil-to-teacher ratio on its 2003-04 SB 
740 form that did not agree with supporting documentation. After being unable to deter-
mine the reason for the difference, the audit team questioned Education Management Sys-
tems regarding the basis for the ratio. Similar to the OFL charters, Education Management 
Systems responded by providing different versions of data to support its pupil-to-teacher 
ratio calculations. However, each subsequent version continued to contain ratios that did 
not match the amounts reported on the SB 740 form. For example, one document showed 
a pupil-to-teacher ratio of 27.23-to-1, while a subsequent document reported the ratio as 
19.7-to-1. Ultimately, the differences did not affect the charter’s funding level. Neverthe-
less, the fact that Education Management Systems continued to provide multiple versions 
of its calculations raised concerns about its ability to report accurate and reliable data. In 
Chapter 4, the audit team addresses this issue in further detail.

Classification of Expenses
The audit team also found that the charter reported some items in the wrong accounting 
categories on its SB 740 form. The audit team traced 22 transactions from the general led-
ger to source documents and also vouched several dozen transactions per year from source 
documents to the general ledger. The audit team’s review found three items the charter 
reported incorrectly on its funding determination forms. For these items, the erroneous 
coding resulted in certificated staff expenses being overstated, thus resulting in the related 
percentages reported being higher than they should have been.

Exhibit 3-10 summarizes the errors identified by the audit team and their effect on the charter’s 
certificated staff or instructional expenses. Although these errors did not individually impact 
the determination of funding levels for the charter, there may be other unidentified expenses 
that were misclassified, which could have potentially affected the accuracy of the funding 
determination in previous years.
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Exhibit 3-10
California Charter School Group Expenses That Were  

Incorrectly Recorded on Their Funding Determination Forms

Year Charter
Date of 

Transaction

Total Dollar 
Value of 

Transaction

Amount in 
Dispute

Description
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2002-03
Hacienda- 
La Puente

11/19/03 $2,250.00 $2,250.00
Gift certificates for teachers 
improperly charged to books.

Yes No

2004-05
Hacienda- 
La Puente

11/08/04 $2,412.70 $2,412.70
Gift certificates for teachers 
improperly charged to direct 
salaries.

Yes No

2004-05
Hacienda- 
La Puente

02/22/05 $180.00 $180.00
Teacher reimbursement 
improperly charged to books.

Yes No

Totals $4,842.70 $4,842.70
Source: Auditor-generated exhibit summarizing the results of items selected for testing that were incorrectly coded on the SB 740 form.

The audit team found that, similar to the other OFL charters, CCSG improperly reported 
the amount that OFL-Hacienda-La Puente spent on certificated employee salaries and 
benefits by including teacher automobile expenses, reimbursements, and education costs in 
this total. When the audit team recalculated the certificated staff percentage by removing 
the expenses of these three categories, it determined that the charter’s percentage fell be-
low the minimum threshold required for receiving any funding during the 2004-05 school 
year. As a result, OFL-Hacienda-La Puente should not have been eligible for any of the 
$5,543,196 provided by the state that year, as summarized in Exhibit 3-11.

Exhibit 3-11
Comparison of California Charter School Group Certificated Staff Percentages and 

Impact on Funding For 2004-05 School Year

Charter

Percentage
Potential Amount 
of Funding to be 
Disallowed for  

2004-05 School Year

Reported by 
Education 

Management 
Systems on the 

SB 740 Form

Calculated by Audit 
Team After Adjusting for 
Erroneous Recording of 

Expenses

Hacienda La Puente 41.50 35.00 $5,543,196
Sources:	 Opportunities for Learning/CCSG SB 740 Funding Determination Forms, audited financial statements, and general ledgers.
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Recommendations
To ensure that OFL and CCSG have received an appropriate amount of funding, and are 
using a proper methodology to calculate funding determination ratios, the CDE should:

•	 Make a determination regarding whether to seek reimbursement or withhold funds 
for any overpaid funds related to the potentially inaccurate or unsupportable fi-
nancial data on the SB 740 forms identified in this chapter. In particular, the CDE 
should determine whether the Education Management Systems/OFL charters and 
the CCSG/OFL Hacienda-La Puente charter schools should reimburse the state for 
the $6.7 million and $5.5 million, respectively, which appear to have been improp-
erly claimed during the 2004-05 school year. 

To establish compliance with state requirements for funding determination, OFY and Edu-
cation Management Systems/OFL should do the following:

•	 Maintain accurate and reliable documentation to support the expense percentages 
and pupil-to-teacher ratios used in the SB 740 forms.

•	 Establish procedures to ensure that staff properly record expenses to the correct ac-
counting categories and perform periodic reviews to verify their accuracy.

•	 Develop procedures to prevent potential instances of inurement, such as estab-
lishing requirements for ensuring that OFY properly invoices OFL for goods and 
services provided, and that OFL pays the invoices promptly.

•	 Implement the new credit card policy at OFY to improve controls over the use of 
credit cards and the documentation of expenses resulting from those transactions. 
Consider adopting a similar policy at Education Management Systems to ensure 
consistency among the charters’ procedures.

•	 Investigate all of the OFY credit card charges incurred during the three-year pe-
riod of the audit to determine whether the charges were reasonable, appropriate for 
school business, and recorded appropriately in the financial statements.

•	 Discontinue the practice of accruing bonuses at year-end simply as a means to 
increase the charters’ opportunities for additional funding. The charters should en-
sure that they document and have a justifiable basis for paying bonuses during the 
upcoming year before accruing the related expenses.
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Chapter 4: Charter School Pupil-to-Teacher Ratios
The audit team found questionable practices and methods of calculating the number of 
FTE certificated teachers for inclusion in the pupil-to-teacher ratios at all three entities 
(OFY, OFL, and CCSG). Specifically, the CDE attorneys deemed the method used by 
these entities to determine the FTE rate for certificated teachers as invalid. Moreover, some 
charters could not support the FTE claimed, made errors in their calculations of pupil-to-
teacher ratios, double-counted teachers, and included unallowable staff as FTE. Because of 
these issues, all three entities may have received excess funding from the state.

State Laws and Regulations Related to Nonclassroom-
Based Charter Schools
As mentioned in Chapter 3, the final rule for receiving 100 percent funding generally 
requires independent study schools to maintain a pupil-to-teacher ratios that is equal to or 
lower than that of the largest unified school district in the county(ies) served by the char-
ter school. The State Board of Education expanded this requirement in December 2005 
to include an option for the charter schools to use a 25-to-1 ratio instead of the district 
comparison. Calculating the pupil-to-teacher ratios involves dividing the total ADA as of 
the second principal funding apportionment date by the total number of FTE teachers in a 
charter. The ADA apportionment will not be funded to the extent that it causes a charter to 
exceed the comparison ratio. 

California Education Code and CDE instructions specify that charters must only include 
certificated teachers who provide direct instruction to the ADA-generating students as FTE 
and exclude certificated staff, such as counselors, special education specialists, and admin-
istrators, who exclusively provide administrative or supplementary services. If these staff 
do provide direct instruction, charters may include the fractional amount of time the em-
ployee spent providing direct instruction. Because OFY and OFL FTE calculations include 
all certificated teachers employed on the second principal apportionment date and the 
calculations are predicated on the assumption that each FTE teacher worked and provided 
direct instruction each day of the school year (that is, they already count each student’s 
regular supervising teacher), it is not appropriate for the charters to claim FTE for substi-
tute teachers that fill in during teacher absences. Although the audit team found the ADA 
used in funding calculations is materially accurate, several issues exist related to the FTE 
and pupil-to-teacher ratio calculations. 
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Methodology for Determining Full-Time Equivalent  
Certificated Teachers 
As shown in the textbox, the three charter-holding entities all utilize a formula whereby 
a full-time teaching assignment at their schools results in a 1.92 FTE for the purpose of 
calculating the pupil-to-teacher ratios for funding apportionment. The OFY and OFL 
management contended that the 
teachers of the three charter-hold-
ing entities work more days and 
hours than a “typical” teacher due to 
their year-round calendar and longer 
school day. They also asserted that 
numerous other schools throughout 
California claim teachers at a rate of 
greater than 1.0 FTE. To determine 
whether the 1.92 methodology is 
permissible under existing laws and 
regulations, the audit team sought a 
legal opinion from CDE’s attorneys. 
The CDE’s attorney opined that the 
1.92 methodology does not comply with existing laws and regulations and that the charters 
should claim their teachers on a 1.0 FTE scale.19 

In response to this finding, OFY and OFL sought their own legal opinion. The OFY and 
OFL attorney opined that the method used by the schools to calculate FTE teacher counts 
for the purpose of determining pupil-to-teacher ratios is consistent with current law.20

As a result of these differences in opinion, on February 15, 2006, OFY and OFL filed a 
lawsuit in the Superior Court of California in Los Angeles County against the State Board 
of Education, FCMAT, the State Controller, and the five county superintendents who re-
quested the audit. The parties had not resolved this lawsuit by the end of the audit team’s 
fieldwork in May 2006.

Potential Liability in Legal Challenge Based on Differences 
in Methodology for Calculating a Full-Time Equivalent 
Certificated Teacher
As shown in the following exhibits, if the state prevails in the legal challenge regarding the 
FTE calculation method, the three entities could be liable to the state for overpaid funding. 

OFY, OFL, and CCSG Method for Calculating 
Full-Time Equivalent Teachers 
OFY, OFL, and CCSG calculate their teachers as 1.92 FTEs by 
comparing the number of hours and days worked by their teachers 
to those worked by teachers in other traditional schools. 

Instruction Per Year 
Hours of 
Student
Contact
Per Day Days 

Total
Hours 

Traditional schools 5 X 175 = 875 
OFY, OFL, and 
CCSG schools 7 X 240 = 1,680 

Note: Because 1,680 ÷ 875 = 1.92, OFY, OFL, and CCSG count 
each full-time teacher as 1.92 FTEs. 

19 Please see Appendix C for the complete text of CDE’s legal opinion. 
20 Please see Appendix D for the complete text of this legal opinion.
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Also shown in the exhibits for reference are the audit team’s recalculations of the charters’ 
FTE counts using two different methodologies.21 The audit team made these recalculations 
to provide comparison data and to test the reasonableness of each charter’s FTE calcula-
tions. The first of the audit team’s methods, the “days worked” methodology, utilized iSIS-
trac (student information system) data provided by three entities and compared the total 
possible days and hours a teacher could have worked during the year to the hours teachers 
are required to work to achieve full-time work status at the charter schools and at a tradi-
tional school. Secondly, the audit team used teacher employment records, with hire and 
termination dates, to recalculate total FTE for each charter. As the exhibits reveal, the audit 
team’s recalculations seemed to correlate to the FTE counts, with about the same amount 
of FTEs being higher and lower in each of the three years. 

As shown in Exhibit 4-1 (below and on the following page), if the state prevails in the 
legal challenge, the OFY charter may have been overpaid almost $21.9 million from the 
state during FYs 2002-03 through 2004-05. The comparison methods revealed lower FTEs 
in all cases except one for 2002-03—indicating that OFY’s reported FTE counts may have 
been overstated. The comparison method FTE’s were about equal in the number of cases 
that were higher and lower for 2003-04 and 2004‑05. 

Exhibit 4-1
Options for Youth: Revised Full-Time Equivalents and Potential Excess Funds Claimed

Fiscal Years 2002-03 Through 2004-05a
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Audit Team 
Reasonableness 
TestUsing Start 

and End Dates

Audit Team 
Reasonableness 
TestUsing Days 

Worked

Based 
on 1.92

Based 
on 1.0

Based 
on 1.92

Based 
on 1.0

Fiscal Year 2002-03
Individual Charter FTE Detail:
Burbank 73 38 67 35 71 37
Mount Shasta 10 5 10 5 11 6
San Gabriel 31 16 25 13 28 14
San Juan 28 15 22 12 24 12
Upland 62 33 59 31 61 32
Victor Valley 54 28 48 25 47 25
Total FTE 258 135 231 120 242 126
Funds Received Fiscal Year 2002-

03
Potential Excess Funds Received Using  

1.0 Methodology, Fiscal Year 2002-03
$15,617,005 $6,245,156b

	 Continued
21 We describe more fully the audit team methodologies for calculating the FTE teachers in Appendix A.
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Audit Team Reasonableness Test

Using Start and 
End Dates

Using  
Days Worked

Based 
on 1.92

Based 
on 1.0

Based 
on 1.92

Based 
on 1.0

Fiscal Year 2003-04
Individual Charter FTE Detail:
Burbank 86 45 76 40 78 41
Mount Shasta 10 5 12 6 13 7
San Gabriel 38 20 30 16 30 16
San Juan 42 22 38 20 40 21
Upland 72 38 80 42 80 42
Victor Valley 54 28 54 28 59 31
Total FTE 303 158 290 151 300 156
Funds Received Fiscal Year 2003-

04
Potential Excess Funds Received Using  

1.0 Methodology, Fiscal Year 2003-04
$21,619,377 $7,546,766b

Fiscal Year 2004-05
Individual Charter FTE Detail:
Burbank 72 37 73 38 82 43

Mount Shasta
Not 

applicable
    

San Gabriel 34 18 25 13 26 14
San Juan 40 21 39 20 47 24
Upland 78 40 72 38 79 41
Victor Valley 74 39 60 31 64 33
Total FTE 298 155 271 141 297 155
Funds Received Fiscal Year 2004-

05
Potential Excess Funds Received Using  

1.0 Methodology, Fiscal Year 2004-05
$26,095,926 $6,514,891b

Funds Received Fiscal Years  
2002-03 to 2004-05

Potential Excess Funds Received Using  
1.0 Methodology 

Fiscal Years 2002-03 to 2004-05
$63,332,308 $21,870,346b

Sources:  Auditor calculations based on comparison of OFY’s Nonclassroom Funding Determination reports (SB 740 forms), iSIStrac 
records for FYs 2002-03 to 2004-05, and OFY’s roster of employees, including start and termination dates. All funding levels have 
been adjusted to reflect the 60 percent funding level for FY 2002-03 and the 70 percent funding levels for FYs 2003-04 and 2004-05. 
Differences are due to rounding.
a	 The FTEs are rounded to the nearest integer.
b	 The estimates of potential excess funds received are conservative because they are based on the information claimed by OFY and 

not the lower numbers verified by the audit team for FTE and the pupil-to-teacher ratio of the largest district.

Should the state prevail in the lawsuit filed by the Hall entities, Exhibit 4-2 reveals a poten-
tial liability of nearly $14 million to OFL for FYs 2002-03 through 2004-05. The alterna-
tive comparison methods again were both higher and lower than the normalized rate with 
the comparison FTE. The rates were equally higher and lower in the first two years and 
predominantly higher in FY 2004-05.
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Exhibit 4-2
Opportunities for Learning: Revised Full-Time Equivalentsand Potential Excess 

Funds Claimed, Fiscal Years 2002-03 Through 2004-05a
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Audit Team Reasonableness Test

Using Start and 
End dates 

Using  
Days Worked

Based 
on 1.92

Based 
on 1.0

Based 
on 1.92

Based 
on 1.0

Fiscal Year 2002-03
Individual Charter FTE Detail:
Baldwin Park 63 33 76b 39b 74b 38b

Capistrano 4 2 4 2 4 2
William S. Hart 77 40 64 33 71 37
Total FTE 144 73 144 75 149 77

Funds Received
Fiscal Year 2002-03

Potential Excess Funds Received Using 1.0 
Methodology, Fiscal Year 2002-03

$9,881,194 $3,556,215c

Fiscal Year 2003-04
Individual Charter FTE Detail:
Baldwin Park 72 38 74 39 62 32
Capistrano 4 2 6 3 6 3
William S. Hart 84 44 81 42 78 41
Total FTE 160 83 161 84 146 76

Funds Received
Fiscal Year 2003-04

Potential Excess Funds Received Using 1.0 
Methodology, Fiscal Year 2003-04

$13,167,787 $4,899,514c

Fiscal Year 2004-05
Individual Charter FTE Detail:
Baldwin Park 84 44 72 38 88 46
Capistrano 6 3 7 4 8 4
William S. Hart 49 26 54 28 62 32
Total FTE 139 73 133 70 158 82

Funds Received
Fiscal Year 2004-05

Potential Excess Funds Received Using 1.0 
Methodology, Fiscal Year 2004-05

$12,954,898 $5,513,873c

Funds Received
Fiscal Years 2002-03 to 2004-05

Potential Excess Funds Received Using 1.0 
Methodology, Fiscal Years 2002-03 to 2004-05

$36,003,879 $13,969,602c

Sources:	 Auditor calculations based on comparison of OFL’s Nonclassroom Funding Determination reports (SB 740 forms), iSIStrac 
records for FYs 2002-03 to 2004-05, and OFL’s roster of employees, including start and termination dates. All funding 
levels have been adjusted to reflect the 60 percent funding level for FY 2002-03 and the 70 percent funding levels for FYs 
2003-04 and 2004-05. Differences are due to rounding. 

a	 The FTEs are rounded to the nearest integer.
b	 The comparison method FTE’s are overstated due to the effects of including 25 part-time teachers on a full-time basis and 

because it includes at least four FTE’s for teachers that OFL-Baldwin Park claimed as FTE in other OFL charters. 
c	 The estimates of potential excess funds received are conservative because they are based on the information claimed by OFL and 

not the lower numbers verified by the audit team for FTE and the pupil-to-teacher ratio of the largest district.
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The CCSG may have been overpaid more than $4 million for the two FYs 2002-03 and 
2003-04, as shown in Exhibit 4-3, if the state prescribed method is determined to be ac-
curate by the courts. The comparison methods resulted in a lower FTE in 2002-03 and a 
higher FTE in 2003-04. 

Exhibit 4-3
California Charter School Group: Revised Full-Time

Equivalents and Potential Excess Funds Claimed
Fiscal Years 2002-03 through 2003-04
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Audit Team Reasonableness Test
Using Start and 

End dates 
Using  

Days Worked

Based 
on 1.92

Based 
on 1.0

Based 
on 1.92

Based 
on 1.0

Fiscal Year 2002-03
Individual Charter FTE Detail:
California Charter 
School Group

60 31 54 28 55 28

Funds Received 
Fiscal Year 2002-03

Potential Excess Funds Received Using 1.0 
Methodology, Fiscal Year 2002-03

$4,138,039 $1,424,485
Fiscal Year 2003-04
Individual Charter FTE Detail:
California Charter 
School Group

55 29 58 30 58 30

Funds Received
Fiscal Year 2003-04

Potential Excess Funds Received Using 1.0 
Methodology, Fiscal Year 2003-04

$5,543,196 $2,598,912
Fiscal Year 2004-05
Individual Charter FTE Detail:
California Charter 
School Group

No Data Available For Fiscal Year 2004-05

Funds Received
Fiscal Years 2002-03 to 2003-04

Potential Excess Funds Received Using 1.0 
Methodology, Fiscal Years 2002-03 to 2003-04

$9,681,235 $4,023,397
Sources:	 Auditor calculations based on comparison of CCSG’s Nonclassroom Funding Determination reports (SB 740 forms), 

iSIStrac records for FYs 2002-03 to 2003-04, and CCSG’s roster of employees, including start and termination dates. All 
funding levels have been adjusted to reflect the 60 percent funding level for FY 2002-03 and the 70 percent funding levels 
for FY 2003-04. Differences are due to rounding.

a	 The FTEs are rounded to the nearest integer.
b	 The estimates of potential excess funds received are conservative because they are based on the information claimed by CCSG 

and not the lower numbers verified by the audit team for FTE and the pupil-to-teacher ratio of the largest district.
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The estimates generated using the two audit team comparison methodologies are affected 
by the audit team’s conservative estimates of teachers’ days worked and the exclusion of 
teachers not included in iSIStrac. Specifically, the audit team’s estimates made the assump-
tion that teachers worked on all possible school days in a given time period for which they 
appear in iSIStrac, and for a full seven hours on each day. To the extent that teachers, such 
as part-time teachers, did not work seven full hours every day or were only available for 
selected days out of a particular period, the FTE comparison shown in the exhibits would 
decrease. However, these overstatements are offset to the extent that a charter had teach-
ers who provided direct instruction but were not the primary teachers claiming the ADA in 
iSIStrac. 

Overall Reasonableness Tests Performed on Full-Time 
Equivalent Certificated Teacher Calculations
In an attempt to determine the reasonableness of the 1.92 rate for FTE teachers used by 
the charters, the audit team calculated the FTE rate and number of FTE needed based upon 
the ADA claimed by each of the charters. However, these recalculations rarely supported 
either the 1.0 or the 1.92 rate, or the FTEs claimed by the charters.

Because one ADA in the OFY and OFL independent study programs is typically generated 
by a student completing the required coursework and attending class for two hours per 
week for an average of 35 weeks, each ADA would require 70 hours of teacher time/direct 
instruction. Thus, multiplying the ADA claimed by 70 gives the total number of hours of 
direct instruction needed to generate the ADA claimed. Dividing this total of ADA hours 
by the number of FTE claimed gives the average hours per FTE. Then, dividing the hours 
per FTE by 875 hours (which is the number of hours used by the charters as a base for 
a standard teacher in calculating the 1.92 rate) provides an FTE factor. The audit team’s 
calculations of the average FTE factor for each of the charters are shown in Exhibits 4‑4 
through 4-6 (pages 90 through 93).

Moreover, the 1.92 rate assumes that OFY, OFL, and CCSG teachers are providing 1,680 
hours of direct instruction per year. At an estimated 70 hours of instruction per year per 
ADA, teachers working 1,680 hours in a year should be able to generate approximately 
24 ADA per year. Therefore, the audit team tested (for reasonableness) the charters’ FTE 
calculations by dividing total ADA claimed by 24 to determine the number of FTE (at the 
1.92 rate) needed to generate the claimed ADA. To the extent that these calculations were 
lower than the FTEs claimed by the charters, the audit team observed that the FTE claimed 
may be overstated. These calculations for each of the charters are also shown in Exhibits 
4-4 through 4-6.

The auditor comparison calculations of the FTE rate and FTE needed based upon a char-
ter’s ADA does not consider all factors and is presented merely as a test of reasonableness. 
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Specifically, it does not include any direct instruction provided by teachers that does not result 
in ADA — which would increase the FTE calculations. Offsetting this, the calculations also 
do not account for cases where a teacher provides direct instruction to more than one student 
during one hour — which would decrease the FTE calculations. Because the effect of these 
offsetting scenarios cannot be accurately determined, the FTE calculations are merely estimates 
— estimates that only support the 1.92 FTE rate claimed by the charters in a few cases.

The calculated FTE for the OFY charters, as shown in Exhibit 4-4 (see below and next 
page), ranged between 1.26 and 1.68 — well below the 1.92 rate claimed by OFY. The 
weighted average calculation of the FTE teachers for each of the three years — which 
ranges from 1.46 to 1.47 — also does not support the 1.92 rate. Moreover, none of the cal-
culated total FTEs needed to generate the claimed ADA was close to the number of FTEs 
claimed by OFY. As shown later in this chapter in Exhibit 4-7 (see page 95), the audit 
team found that OFY included some unallowable staff and double-counted other staff in its 
claimed FTE totals. While removing these staff from the calculations in Exhibit 4-4 would 
cause the calculated FTE rates to increase, applying the lower calculated FTE rates from 
Exhibit 4-4 to OFY claimed FTE would cause the calculated FTE to decrease significantly. 

Exhibit 4-4
Options for Youth Average Full-Time Equivalent Teachers  

Based on Average Daily Attendance Ranged From 1.26 to 1.68

Charter ADA Claimed
Total FTE 

Claimed Per 
SB 740

Calculated Hours Worked Average FTE 
of Teachers 

Claimed Based 
on 875 Hours 
per Year (1.0 

FTE)

Calculated 
FTE Needed to 
Achieve ADA 

Based on 1,680 
Hours per Year  

(1.92 FTE)

Based on 
ADA

Per FTE 

2002-03
Burbank 1,414.22 73.40 98,995.40 1,348.71 1.54 58.93
Mount Shasta 183.04 9.60 12,812.80 1,334.67 1.53 7.63
San Gabriel 561.70 31.20 39,319.00 1,260.22 1.44 23.40
San Juan 455.09 27.84 31,856.30 1,144.26 1.31 18.96
Upland 1,104.65 62.40 77,325.50 1,239.19 1.42 46.03
Victor Valley 985.03 53.76 68,952.10 1,282.59 1.47 41.04
Total Weighted 

Average
4,703.73 258.20 329,261.10 1,275.22 1.46 195.99

2003-04
Burbank 1,500.10 86.40 105,007.00 1,215.36 1.39 62.50
Mount Shasta 186.02 9.60 13,021.40 1,356.40 1.55 7.75
San Gabriel 612.46 38.40 42,872.20 1,116.46 1.28 25.52
San Juan 666.30 42.24 46,641.00 1,104.19 1.26 27.76
Upland 1,522.00 72.27 106,540.00 1,474.19 1.68 63.42
Victor Valley 1,075.54 53.76 75,287.80 1,400.44 1.60 44.81
Total Weighted 

Average
5,562.42 302.67 389,369.40 1,286.45 1.47 231.77
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Charter
ADA 

Claimed

Total FTE 
Claimed Per 

SB 740

Calculated Hours Worked Average FTE 
of Teachers 

Claimed Based 
on 875 Hours 
per Year (1.0 

FTE)

Calculated 
FTE Needed to 
Achieve ADA 

Based on 1,680 
Hours per Year  

(1.92 FTE)

Based on 
ADA

Per FTE 

2004-05
Burbank 1,392.38 71.88 97,466.60 1,355.96 1.55 58.02
Mount Shasta Not Applicable
San Gabriel 584.17 33.96 40,891.90 1,204.12 1.38 24.34
San Juan 701.23 40.32 49,086.10 1,217.41 1.39 29.22
Upland 1,606.00 77.60 112,420.00 1,448.71 1.66 66.92
Victor Valley 1,168.34 73.92 81,783.80 1,106.38 1.26 48.68
Total Weighted 

Average
5,452.12 297.68 381,648.40 1,282.08 1.47 227.17

Source: Audit team generated using information from the SB 740 funding determination request forms.

The calculated FTE per teacher for the OFL charters, as shown in Exhibit 4-5 (see next 
page), ranged between 0.94 and 2.06 but was well below the 1.92 rate claimed by OFL in 
all but three cases. The weighted average calculation of FTE per teacher for each of the 
three years—from 1.69 to 1.81—also does not support the 1.92 rate. Moreover, the calcu-
lated number of FTEs needed to generate the ADA claimed was only close to the number 
of FTEs claimed by OFL for one of the three schools each year. As shown in Exhibit 4-9 
(see page 97), the audit team found that OFL included a number of questionable staff in its 
claimed FTE. While removing these staff from the calculations in Exhibit 4-5 would cause 
the calculated FTE rates to increase, applying the lower calculated FTE rates from Exhibit 
4-5 to OFL’s claimed FTE would cause the FTE to decrease.

At the 1.92 rate, the calculated FTE needed 
to generate the ADA claimed is much lower 

than the actual FTE claimed.
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Exhibit 4-5
Opportunities for Learning Average Full-Time Equivalent Teachers  

Based on Average Daily Attendance Ranged From 0.94 to 2.06

Charter
ADA 

Claimed

Total FTE 
Claimed Per 

SB 740

Calculated Hours 
Worked

Average FTE 
of Teachers 

Claimed Based 
on 875 Hours 
per Year (1.0 

FTE)

Calculated 
FTE Needed to 
Achieve ADA 

Based on 1,680 
Hours per Year  

(1.92 FTE)

Based on 
ADA

Per FTE 

2002-03
Baldwin Park 1,511.04 63.16 105,772.80 1,674.68 1.91 62.96
Capistrano 45.22 3.84 3,165.40 824.32 0.94 1.88
Wm. S. Hart 1,496.22 77.36 104,735.40 1,353.87 1.55 62.34
Total Weighted 

Average
3,052.48 144.36 213,673.60 1,480.14 1.69 127.19

2003-04
Baldwin Park 1,715.02 72.15 120,051.40 1,663.91 1.90 71.46
Capistrano 103.75 7.68 7,262.50 945.64 1.08 4.32
Wm. S. Hart 1,649.86 84.00 115,490.20 1,374.88 1.57 68.74
Total Weighted 

Average
3,468.63 163.83 242,804.10 1,482.05 1.69 144.53

2004-05
Baldwin Park 1,784.49 84.25 124,914.30 1,482.66 1.69 74.35
Capistrano 103.23 5.75 7,226.10 1,256.71 1.44 4.30
Wm. S. Hart 1,272.19 49.44 89,053.30 1,801.24 2.06 53.01
Total Weighted 

Average
3,159.91 139.44 221,193.70 1,586.30 1.81 131.66

Source: Audit team generated using information from the SB 740 funding determination request forms.

As shown in Exhibit 4-6 (see next page), the calculated FTE per teacher for the CCSG 
charter ranged between 1.65 and 2.04 for the two years reviewed. Moreover, the calculated 
FTE needed to generate the claimed ADA exceeded the number of FTEs claimed by CCSG 
in 2003-04—but was significantly lower in 2002-03. The audit team found that CCSG only 
included one questionable staff in its claimed FTE—as shown Exhibit 4-11 (see page 100). 

The total calculated FTE needed (at the 1.92 rate) 
to generate the ADA claimed is lower than the 
actual FTE claimed in most cases; however, three 
charters were close to the 1.92. rate. 
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Exhibit 4-6
The California Charter School Group’s Use of the 1.92 Rate for Full-Time Equivalent 

Teachers Appears Reasonable in 2003-04 but Not in 2002-03

Charter
ADA 

Claimed

Total FTE 
Claimed Per 

SB 740

Calculated Hours Worked Average FTE 
of Teachers 

Claimed Based 
on 875 Hours 
per Year (1.0 

FTE)

Calculated 
FTE Needed to 
Achieve ADA 

Based on 1,680 
Hours per Year  

(1.92 FTE)

Based on 
ADA

Per FTE 

2002-03
Hacienda 
La Puente 1,228.19 59.52 85,973.30 1,444.44 1.65 51.17

2003-04
Hacienda 
La Puente 1,404.96 55.20 98,347.20 1,781.65 2.04 58.54

Total 
Weighted 
Average 2,633.15 114.72 184,320.50 1,606.70 1.84 109.71

Source: Audit team generated using information from the SB 740 funding determination request forms.

Full-Time Equivalent Certificated Teacher  
and Pupil-to-Teacher Ratio Calculation Tests 
The last methods used to test the reasonableness of the entities’ calculations of FTE teach-
ers included a test to ensure each of the teachers included in the FTE calculation held a valid 
teaching credential as required; a comparison to teachers listed in the student information 
system (iSIStrac) in an effort to identify, for further investigation, any staff claimed as FTE 
who may not have provided direct instruction; and a test of the position or title of teach-
ers claimed as FTE to ensure they were not in an unallowable class. Additionally, the audit 
team recalculated the FTE and pupil-to-teacher ratios claimed and verified the comparison 
pupil-to-teacher ratios used by the entities (for the 2002-03 and 2003-04 comparison to the 
largest unified school district). The audit tests revealed discrepancies in the charters’ FTE that 
are not included in Exhibits 4-1 through 4-6 shown above and discrepancies in the pupil-to-
teacher ratio calculations that could potentially increase the amount of overpaid state funds.

Each of the entities uses what it calls a “norming day” — one day during the year, usually 
April 15, when each of the charters count the number of FTE teachers on the payroll — to 
determine the number of FTE for inclusion in the annual pupil-to-teacher ratios.22 The 

FTE needed at 1.92 rate is much lower than 
claimed for 2002-03; however, calculated 

FTE needed was higher for 2003-04.

22 The California School Accounting Manual refers to the use of a method similar to the OFY and OFL 
“norming day” for cost allocation purposes.
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audit team reviewed a sample of more than 50 of these FTE teachers from OFL and OFY 
and found that each teacher held a valid teaching credential during the time the teacher 
provided instruction.

However, in comparing the lists of all teachers claimed as FTE on the SB 740 form to the 
support provided by the entities, the audit team found miscalculations in the FTE and the 
inclusion of several staff that are questionable. Additionally, some of the pupil-to-teacher 
ratio calculations were wrong because of improper rounding, and the entities overstated in 
several cases the comparison pupil-to-teacher ratios for the largest unified school district. 
As a result, the charters may have been overpaid by the state.

Options for Youth 
The audit team’s investigation of the staff claimed as FTE by OFY and review of the FTE 
teacher lists and other documents revealed that OFY claimed nearly 43 questionable FTEs 
during the three years reviewed. Specifically, as shown in Exhibit 4-7 (see next page), 
OFY erroneously claimed FTE for several counselors and double-claimed six staff at up 
to 1.92 FTE each at two different charters. Moreover, the support OFY provided for its 
FTE claims did not always agree with the amount of FTE that OFY claimed in its SB 740 
forms. Specifically, the support revealed lower FTEs in three cases and a higher FTE in 
one. The OFY also did not always round properly in its calculations. 
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While claiming FTE for the questionable staff listed in Exhibit 4-7 had no effect on OFY’s 
funding determination, OFY’s miscalculation of its pupil-to-teacher ratios does have an 
effect. As Exhibit 4-8 shows, correcting OFY’s rounding error and using verified pupil-
to-teacher ratio numbers from the largest unified school district for OFY-Mount Shasta in 
2002-03 and 2003-04 causes its actual pupil-to-teacher ratios to exceed that of the largest 
district. As a result, OFY-Mount Shasta appears to have been overpaid $164,068 from the 
state. 

Exhibit 4-8
Options for Youth May Have been Overpaid More Than $164,000  

Due to Its Pupil-to-Teacher Ratio Calculations
Pupil-to-Teacher Ratios

Amount of 
Recommended 
Apportionment 
Disallowance

Claimed on  
SB 740

Actual 
Based on 
Support 
Provided 

and Proper 
Rounding

Auditor 
Calculated 

After 
Removing 
Disallowed 
FTE (Must 

Round 
Down)

Largest Unified  
School District

OFY 
Claimed

Auditor 
Verified

2002-03
Burbank 19 17 17 21 21
Mount Shasta 17 19 19 21 18 $70,281
San Gabriel 18 17 18 21 21
San Juan 16 16 17 21 23
Upland 18 16 18 21 22
Victor Valley 19 16 17 21 22

2003-04
Burbank 18 18 20 26 22
Mount Shasta 19 20 20 19 18 $93,787
San Gabriel 16 16 18 26 22
San Juan 16 15 16 21 23
Upland 21 19 20 21 22
Victor Valley 20 20 21 21 22

2004-05
Burbank 20 19 19 25 25

Mount Shasta
Not 

applicable
     

San Gabriel 18 17 19 25 25
San Juan 18 17 17 25 25
Upland 18 20 22 25 25
Victor Valley 18 16 16 25 25
Total $164,068
Sources:	 Auditor generated using data from OFY, the SB 740 forms, and the comparison districts.
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The OFY’s chief financial officer acknowledged the mistake in including the counselors 
in the FTE ratios and offered to recalculate and resubmit the SB 740 forms. However, the 
inclusion of the counselors did not have a material effect on OFY’s pupil-to-teacher ratios 
and had no effect on OFY’s final funding amounts – unlike the rounding errors and inaccu-
rate comparison district pupil-to-teacher ratios.

Opportunities for Learning 
The issues found at OFL were more significant. As detailed in Exhibit 4-9, (see previous 
page) OFL lacked support for 21 FTEs it claimed in 2002-03 and also claimed 25 ques-
tionable FTEs for teachers. Specifically, OFL claimed administrators as FTE in 2002-03 
and claimed several substitutes and floater teachers in the following two years. Among 
some of the OFL staff charged to FTE included two FTEs each (for a total of four) for Mr. 
and Mrs. Hall in FY 2002‑03. The Education Management Systems controller told us that 
OFL made this claim because the Halls spent the entire year developing curriculum for 
the schools. However, state law provides that teachers must provide direct instruction to 
students to be claimed as a FTE for the pupil-to-teacher ratios.

Moreover, OFL included three auditors as FTEs (ranging from 1.78 to 1.92) in their cal-
culation for the three years reviewed. The rationale was that these auditors also provided 
direct instruction to students. Although the audit team did not make an adjustment for these 
auditors because OFL also listed them as teachers, the audit team could find no records 
for some of these auditors claiming ADA for any students they may have had assigned to 
them, so it is possible that any direct instruction may have been as a substitute teacher. In 
fact, two of the three OFL charters included substitute and “floater” teachers in their FTE 
calculations. According to OFL’s director of finance, the position, rather than the teacher, 
should be the measure of FTE status. However, the audit team reviewed the employment 
files for five of the six substitute teachers hired on March 29, 2004 — only 17 days before 
OFL took its “norming day” count — and found that all five teachers were substitutes hired 
on a temporary, “on call” basis, from the OFY charter schools, and who were subsequently 
dismissed between three and ten months later due to “the lack of work.” The OFL claimed 
all of these teachers at a 1.92 rate; however, in these cases, it seems irrelevant whether a 
position or a person is counted—neither supports the inclusion of a 1.92 rate. Furthermore, 
this is contrary to the CDE’s Instructions for Ratio Calculations, which requires charters to 
calculate FTE using the total number of certificated teachers and FTE — certificated teach-
ers who directly provided instruction to all pupils whose ADA was reported to the CDE.

Exhibit 4-10 (see next page) shows the impact on the pupil-to-teacher ratios of removing 
these questionable staff from FTE. The exhibit also shows that OFL overstated the pupil-
to-teacher ratios for the largest unified school district comparisons in both 2002-03 and 
2003-04. Finally, OFL appears to have rounded incorrectly in its FTE/pupil-to-teacher 
ratio calculations. The result of these errors indicates that OFL may have been overpaid 
more than $3.6 million from the state for the three years reviewed. 
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Exhibit 4-10
Opportunities for Learning May Have Been Overpaid More Than

$3.6 Million Due to its Pupil-to-Teacher Ratio Calculations
Pupil-to-Teacher Ratios

Amount of 
Recommended 
Apportionment 
Disallowance

Claimed on 
SB 740

Actual Based 
on Support 
Provided 

and Proper 
Rounding

Auditor 
Calculated 

After 
Receiving 
Disallowed 
FTE (Must 

Round Down)

Largest Unified 
School District

OFL 
Claimed 

Auditor 
Verified 
Ratios

2002-03
Baldwin Park 23 26 27 26 21 $1,183,641
Capistrano 12 15 15 29 N/A
Wm. S. Hart 18 22 23 26 21 718,441

2003-04
Baldwin Park 24 23 29 26 22 $1,539,720
Capistrano 14 14 14 29 N/A
Wm. S. Hart 20 19 20 26 22

2004-05
Baldwin Park 21 21 22 25 25
Capistrano 18 20 20 25 25
Wm. S. Hart 25 26 26 25 25 $194,935
Total $3,636,737

Source: Auditor-generated exhibit using data from OFL, the SB 740 forms, and the comparison districts.

California Charter School Group 
The CCSG may have been overpaid nearly $1.1 million in state funding because of round-
ing errors, inclusion of one unallowable teacher in its FTE, and comparisons to incorrect 
pupil-to-teacher ratios for the largest unified district. Exhibit 4-11 and Exhibit 4-12 (see 
next page) detail the findings for CCSG for 2002-03 and 2003-04, the last year of opera-
tion for CCSG. 
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Exhibit 4-11
California Charter School Group Claimed Only

One Questionable Teacher from Fiscal Year 2002-03 Through 2003-04

FTE Claimed 
on SB 740

FTE Per 
Support 

Provided to 
Audit Team

Questionable 
FTE 

Recommended 
to be Disallowed 

Auditor 
Calculated 
FTE (at 1.92 

rate) Rounded 
Properly 
(Down)

Reason for 
Recommending 

Disallowance  
of FTE

2002-03

 Hacienda La Puente 	 59.52 	 54.9 	 1 	 53
Claimed floater 
teacher with no 
iSIStrac records (1.0).

2003-04
Hacienda La Puente 	 55.2 	 55.2 	 0 	 55

2004-05
Hacienda La Puente Not Applicable

Total    	 1
Source: Auditor-generated exhibit utilizing data from CCSG and the SB 740 forms.

Exhibit 4-12
The California Charter School Group May Have Received $1.1 Million  

More Than It Was Entitled to Due to Its Pupil-to-Teacher Ratio Calculations
Pupil-to-Teacher Ratios

Amount of 
Recommended 
Apportionment 
Disallowance

Claimed on 
SB 740

Actual Based 
on Support 
Provided 

and Proper 
Rounding

Auditor 
Calculated 

After Receiving 
Disallowed FTE 

(Must Round 
Down)

Largest Unified 
School District

CCSG 
Claimed

Auditor 
Verified

2002-03
Hacienda  
La Puente

20 21 22 26 21 $388,189

2003-04
Hacienda  
La Puente

25 25 25 26 22 $770,669

2004-05
Hacienda  
La Puente

Not Applicable

Total $1,158,858
Source: Auditor-generated exhibit utilizing data from CCSG and the SB 740 forms and the comparison districts.
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Recommendations
To determine the proper methodology for calculating FTE, OFY and OFL should either:

•	 Seek a swift resolution of their FTE-related lawsuit against the state.

•	 Attempt to establish a common understanding with the state regarding the rules for 
calculating FTE.

To improve their controls and practices over the calculations of FTE and pupil-to-teacher 
ratios, OFY and OFL should establish appropriate monitoring and review of funding deter-
mination worksheets to ensure that they:

•	 Calculate FTE in accordance with established rules utilizing proper rounding tech-
niques.

•	 Maintain adequate support for FTEs claimed.

•	 Claim only allowable FTE staff.

•	 Do not include substitutes in FTE.

•	 Do not report FTE staff multiple times for a given year.

•	 Obtain accurate reports of the pupil-to-teacher ratios for the largest unified school 
districts (if applicable). 

To ensure that OFY and OFL have received an appropriate amount of funding, and are us-
ing a proper methodology for calculating FTE, CDE should:

•	 Seek a swift resolution to the FTE-related legal action by OFY and OFL.

•	 Attempt to establish a common understanding with OFY and OFL regarding the 
rules for calculating FTE.

•	 Consider seeking reimbursement or withholding funds for any FTE-related over-
paid revenue as determined by the court’s ruling.

•	 Make a determination regarding whether to seek reimbursement or withhold funds 
for the potentially overpaid funds related to the unallowable teachers included in 
the FTE counts and the improper FTE and pupil-to-teacher ratio calculations identi-
fied in this chapter. 
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Chapter 5: Student Attendance Records
In its review of student attendance records at the OFY, OFL and CCSG charter schools, the 
audit team found that OFY overclaimed 32, OFL overclaimed 529, and CCSG overclaimed 
438 attendance days pertaining to the 2003-04 school year. The audit team found that these 
attendance days were inappropriately claimed for various reasons, such as for coursework 
not included in the student agreements, attendance that took place prior to the agreement 
date, and the lack of sample work products in the student files. As summarized on Exhibit 
5-1, the state overpaid OFY by $703, OFL by $11,665, and CCSG by $9,934. 

Exhibit 5-1
Summary of Student Attendance Days Overclaimed  

by Charter Schools for the 2003-04 School Year

Charter School

Number of Dollar Amount 
Resulting from 
Overclaimed 

Student 
Attendance Days

Files Tested
Student Files 
with Errors

Overclaimed 
Student 

Attendance 
Days

OFY-Burbank 75 4 18 $385.62
OFY-Mount Shasta 18 1 6 136.08
OFY-San Gabriel 21 2 8 181.44
OFY-San Juan 15 0 0 0.00
OFY-Upland 21 1a 0 0.00
OFY-Victor Valley 18 0 0 0.00
OFY Subtotals 168 8 32 $703.14
OFL-Baldwin Park 47 9 186 $4,218.48
OFL-William S. Hart 38 11 323 6,992.74
OFL-Capistrano 8 1 20 453.60
OFL Subtotals 93 21 529 $11,664.82
OFL-Hacienda- 
La Puente

74 12 438 9,933.84

CCSG Subtotals 74 12 438 $9,933.84
Totals 335 41 999 $22,301.80

a	 See footnote on next page for explanation regarding this error. 
Note:	 The audit team also tested up to ten OFL and OFY student files for the 2002-03 and 2004-05 school years. The audit team did 

not find any student attendance days that were inappropriately claimed for these two years. 

Exhibit 5-1 also shows that 967 out of 999 overclaimed attendance days pertain to OFL 
schools (including CCSG’s OFL-Hacienda-La Puente). In addition, based on the files re-
viewed, the audit team did not identify any student file errors and inappropriately claimed 
days for two OFY charters. 

Under California State law, charter schools calculate ADA based on the number of instruc-
tion days and actual attendance days, and report the amounts to the CDE at three specific 
intervals during the school year. The State Superintendent of Public Instruction apportions 
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state and local school funds to each school based on the data reported. Charter schools like 
OFY and OFL that have programs involving independent study or nonclassroom instruc-
tion, undergo an additional assessment to determine whether the charter schools are fund-
ing instructional and certificated staff at minimally accepted levels. Charter schools that do 
not meet the acceptable levels of staffing receive reduced funding. 

To receive ADA apportionments, an independent study program must comply with atten-
dance reporting, student file maintenance requirements, and student-teacher ratios outlined 
in the California Education Code and California Code of Regulations. For example, Sec-
tion 51747 of the California Education Code requires that a school district have policies in 
place for creating independent study contracts (student agreements) that describe the work 
students will perform and the criteria for earning course credits for that work. Section 
11703 of Title 5 in the California Code of Regulations requires that student records also 
contain a daily or hourly attendance register. Charter schools claim attendance days for 
students based on the work credits completed and attendance earned. The charter schools 
must maintain sufficient records of completed student work to justify the attendance claims 
made for apportionments. The state can disallow ADA apportionments for attendance days 
claimed that do not comply with these laws and regulations. To ensure compliance with 
attendance reporting and student file maintenance requirements, OFL and OFY perform 
annual internal audits of their student files. At the end of the school year, the teachers at 
each charter devote several days to reviewing the students’ files. Although these audits 
help identify errors in the student files, the audit team still found numerous errors in the 
files that caused the charters to claim inappropriate ADA apportionment. 

Student Agreements and Course Listings
The OFL charter schools (including CCSG’s OFL-Hacienda La Puente) inappropriately claimed 
938 attendance days in the 2003-04 school year pertaining to 31 students who completed courses 
that were not included in their agreements. Similarly, OFY charter schools inappropriately 
claimed eight days for two students during the same year.23 Section 51747(c)(6) of the California 
Education Code requires that a student agreement include “A statement of the number of course 
credits or, for the elementary grades, other measures of academic accomplishment appropriate to 
the agreement, to be earned by the pupil upon completion.” Although there is a specific area on 
the student agreement designated for such information, the student agreements for 33 students 
above did not list the specific courses for which the charter school claimed attendance days. 

According to some charter school teachers, it is not unusual for teachers to add course 
names to the student agreements after the student completed a course or after a semester 

23 The OFY-Upland also claimed attendance days for a student whose coursework was not included in the 
student agreement. However, since the student was in a home study program and because attendance 
was not recorded by work product, the team was unable to determine exactly how many days the charter 
school inappropriately reported.
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has already started, rather than at the time the agreement is signed. The audit team was 
unable to determine the prevalence of this practice at the schools, because teachers do not 
include the date of each course entry written into the student agreements.

Student Work Product
The OFL-Hacienda La Puente claimed 24 attendance days for a student and OFY-Burbank 
claimed eight attendance days for another student even though the files for these students 
did not contain samples of work products pertaining to the attendance claimed. Title 5 of 
the California Code of Regulations, Sections 11703(b)(3) and 16026, require that represen-
tative samples of each pupil’s work be maintained for a minimum of three years. More-
over, the lack of a work sample raises questions about the validity of the student’s actual 
participation in the subject lacking the work sample.

Attendance Records
The audit team also found that OFL-Hacienda La Puente overclaimed five attendance days for a 
student and OFY-Burbank overclaimed a total of ten attendance days for four other students be-
cause the organizations overreported these amounts in their attendance reporting systems. In each 
case, the handwritten attendance records identified fewer days of attendance than the number of 
days recorded in the Regular Work Assignment document used to generate attendance figures in 
the attendance reporting system. According to Section 47612.5(a)(2) of the California Education 
Code and Section 11703(b)(4) of Title 5 of the California Code of Regulations, school sites must 
maintain contemporaneous records that document all pupil attendance. The organizations are not 
justified in claiming attendance days for dates that are not specified in their attendance records.

Student Agreement and Student Start Dates
The OFY-Mount Shasta inappropriately claimed six attendance days for a student because 
these days preceded the starting date of the student’s agreement. According to Sections 
46300.7 and 51747(c)(8) of the California Education Code, students’ written agreements 
for independent study must be signed by the student, the student’s parents, and responsible 
charter school employees before a school is able to claim credit for student attendance. 
Any days outside of the agreement dates are not eligible for state funding.

While reviewing the student files at the schools, audit team members observed some student 
agreements that contained handwritten dates accompanying the signatures that were written in 
different handwriting styles and in different colors of ink from those of the actual signatures. 
Based on these inconsistencies, it appears that the dates may have been added to the agreements 
subsequent to the signatures, which raises concerns about the timing and authenticity of the sig-
natures. The signing of a student agreement is intended to represent an up-front agreement by 
the student, parent, and school to adhere to the school’s policies for completion of work assign-
ments and earning of attendance credit. The integrity of the independent study process is in 
question when there are instances in which agreements do not appear to be signed in advance.
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Options for Youth External Auditor Findings
The OFY hired a public accounting firm to conduct external audits of the OFY attendance 
accounting procedures at two charter schools for FY 2001-02. The accounting firm tested 
a random sample of 33 students at an OFY-Upland charter school site, and 25 students at 
an OFY-Victor Valley charter school site. Findings from these audits, both issued October 
8, 2003, were similar to the audit team’s findings described in this chapter. Some of the 
similarities included the following:

•	 Five OFY-Upland contracts tested were missing a statement regarding the mini-
mum number of credits earned.

•	 One OFY-Upland homework sample tested was not signed by the teacher. Instead, 
a credit label is affixed to the student agreement at the end of the contract period. 
For OFY-Upland and OFY-Victor Valley, there are no courses listed on the student 
agreement at the beginning of the agreement period. However, to their credit, OFY 
schools subsequently discontinued the practice of using the credit labels. Starting in 
January 2004, the schools have been hand writing the course names in the student 
agreements prior to the agreements being signed.

Recommendations
To ensure compliance with state requirements for independent study and charter school ap-
portionments, OFL, OFY, and CCSG should do the following:

•	 Reimburse the state for funds received as a result of the overclaimed attendance 
days identified in this chapter.

•	 Establish processes at the schools to ensure that staff include all courses in the 
student agreement before the beginning of each semester, rather than during the 
semester or after a student completes a course.

•	 Ensure that the student agreements are signed and dated prior to the first day that 
students are enrolled and that attendance days are not claimed outside of the agree-
ment dates.

•	 Ensure that attendance records are maintained in the student files and properly sup-
port the number of attendance days claimed.

•	 Include samples of work products in all student files to justify the independent 
study attendance days claimed for state funding.

•	 Strengthen the practice of conducting annual internal audits of student files. 

Finally, OFY and OFL should report their progress in addressing this report’s recom-
mendations to the each of the charter-authorizing entities, the appropriate county offices 
of education, and the CDE every six months until all recommendations have been fully 
addressed.
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Appendix A

Summary
In March 2005, at the request of the State Superintendent of Public Instruction, the Califor-
nia Department of Education and the county offices of education in Los Angeles, Orange, 
Sacramento, San Bernardino, and Siskiyou counties, initiated an audit of the fiscal and 
administrative conditions of the OFY and OFL charter schools. The FCMAT contracted 
with MGT to perform this audit of the charters. The audit request required that the audit 
team perform tests to ensure that the charters were complying with independent study re-
quirements and to determine whether the charters had engaged in related-party transactions 
with vendors or contractors. To accomplish these goals, the audit team agreed to perform 
tasks such as investigating the charters’ administrative expenses, certificated staff and 
instructional expenses, and calculations of pupil-to-teacher ratios to ensure that amounts 
were accurate, compliant with state laws and regulations, and did not result in overclaimed 
revenues. The audit team’s multi-faceted approach to completing the tasks outlined in the 
audit work plan is documented in this appendix, with a detailed description of the tasks 
completed by the audit team in meeting the audit’s objectives.

Audit Limitations
The audit team’s scope was restricted to the OFY, OFL, and CCSG schools, limiting the 
audit team’s ability to access documentation and information held by other entities such as 
OFY, Inc., OFY-CA, Inc., Pathways in Education, Inc., Education Dynamics, Inc., Partners 
in Special Education, Inc., and R3 Learning Solutions, LLC. Given the prominent roles 
sometimes played by these organizations in the charter schools’ operations and finances, 
the audit team was unable to determine the full effects of selected transactions.

Impairment of Auditors’ Independence
One of the most important audit standards is that of independence. In all matters relating 
to the audit work, the audit organization and the individual auditor should be free from 
external impairments to independence. External impairments to independence occur when 
auditors are deterred from acting objectively and exercising professional skepticism by 
pressures, actual or perceived, from management and employees of the audited entity. In 
such cases, the auditors may not have complete freedom to make an independent and ob-
jective judgment and the audit may be adversely affected.

On more than one occasion, an officer from OFL directly and indirectly threatened litiga-
tion due to disagreements related to the audit. The threat of litigation constitutes grounds 
for reporting a potential impairment to the independence of the audit imposed by the man-
agement of the audited entity. However, despite the attempts by the officer to influence the 
audit team, the independence of the audit team and the audit report was not compromised 
in this case. While the audit team took into consideration issues and concerns raised by 
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officers of OFL and OFY, the audit team did not allow the threats of litigation to affect its 
professional judgment or unduly affect the findings included in the audit report. In addi-
tion, as indicated by the responses from OFY and OFL, the entities withheld information 
from the audit team. As such, the audit team has concerns that the entities were not entirely 
forthcoming with information. This audit report represents the audit team’s findings uncov-
ered during a thorough review of available information, including all information provided 
by the entities during the course of the audit.

Audit Standards
The audit was conducted in accordance with generally accepted government auditing 
standards promulgated by the Comptroller General of the United States. These standards 
pertain to the auditor’s professional qualifications, the quality of the audit effort, and the 
characteristics of professional and meaningful audit reports. Specifically, the audit fol-
lowed the general standards pertaining to qualifications, independence, and due profes-
sional care. The standards pertaining to conducting the audit fieldwork and preparing the 
audit report were also followed. By following these standards, the audit team ensured the 
independence and objectivity of the audit team, the analysis, and the resulting findings and 
recommendations offered in this report.

Information Gathering
In general, MGT utilized a number of approaches to obtain the necessary information to ac-
complish audit objectives. To develop an in-depth understanding of the issues and potential 
outcomes pertaining to each task, the audit team interviewed current and former employees 
and board members. To identify concerns among the local community regarding the charter 
schools’ business operations, the audit team developed a Web site to solicit information from 
the public regarding current and past concerns related to the charter schools. The audit team 
conducted further investigation of those allegations falling within the audit’s scope.

Detailed Scope and Methodology
Investigate Compliance with Independent Study Requirements
The counties and the CDE asked the audit team to determine whether the OFY, OFL, and 
CCSG charter schools comply with independent study requirements. To the extent that the 
charters did not comply, the audit team attempted to quantify the amount of attendance 
revenues that the charters may have inappropriately claimed from the state. 

To determine whether the charters complied with independent study requirements, the au-
dit team conducted on-site reviews at 16 of the 31 OFL school sites and 17 of the 29 OFY 
school sites. The audit team’s selection of school sites was designed to include at least one 
site from each of the ten charter schools. The audit team randomly selected between 8 to 
16 student files for testing at each school site. In total, the audit team tested 168 student 
files at OFY schools and 167 student files at OFL schools. 
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The audit team selected 298 of the 328 files tested from the 2003-04 school year because 
the audit team’s scope was initially limited to transactions occurring for this year. Sub-
sequently, when the requestors expanded the audit team’s scope to include school years 
2002-03 and 2004-05, the audit team performed tests of an additional 13 student files from 
2004-05 and 17 from 2002‑03. The audit team’s tests on the 2004-05 files focused on stu-
dents 19 years of age or older and determining whether issues identified in the initial tests 
were mirrored in the subsequent year’s files.

The audit team’s purpose in reviewing student files was to do the following:

•	 Determine the number of school days in which the students engaged in required 
educational activities that met the state criteria for a qualified attendance day.

•	 Verify that the student files contained signed written agreements with all of the 
required elements.

•	 Verify that the charters were not reporting days of attendance for dates occurring 
prior to the date that all parties signed the independent study agreement or for dates 
that occurred after the last day covered by the agreement.

•	 Verify that a certificated employee of the charter school coordinated, evaluated and 
provided general supervision of the students’ independent study.

•	 Verify that the work completed was consistent with the assignments outlined in the 
independent study agreement.

•	 Verify that evaluated samples of pupil work were included in the file, related to 
specific assignments, and that the supervising teacher had signed or initialed and 
dated their review.

•	 Verify that students who were more than 19 years of age had been continuously 
enrolled.

•	 Verify that the charters were not claiming more than one day of attendance per day 
for any pupil.

To determine whether the charter schools had appropriately claimed daily attendance for 
students whose files it reviewed, the audit team compared the student agreements, regular 
work assignments, and work product samples with attendance records and records of cred-
its earned. For those days that the audit team determined that charters had inappropriately 
included in their ADA totals, the audit team calculated the effect these overstated days had 
on the charters’ funding and the dollar amount of overclaimed revenues.

Investigate Related-Party Transactions
The requestors asked the audit team to determine whether the charter schools had engaged 
in related-party transactions, either between the charter school entities or with other related 
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entities, including businesses that provided goods and services to the schools, either direct-
ly or indirectly. To the extent that such transactions had occurred, the requestor asked the 
audit team to quantify the effects, and specifically the extent to which the charter schools 
or other entities had used state funds to illegally or improperly benefit principals, officers, 
or other key personnel. The requestors also asked the audit team to review transactions 
with Pathways in Education, regardless of the year.

To determine whether related-party transactions existed, the audit team first identified the 
location and availability of source documents, especially those pertaining to contracts and 
agreements between the charter schools and contractors or vendors providing goods and 
services. The audit team obtained documentation for transactions occurring between and 
within the OFY, OFL, and CCSG organizations. However, because the audit team’s scope 
limited it to the OFY, OFL, and CCSG schools, it was unable to always access documen-
tation held by other related entities such as OFY, Inc., Education Management Systems 
management companies, OFY-California, Education Dynamics, Inc., Partners in Special 
Education, Inc., and other organizations of interest, such as Pathways in Education, Inc. 
and R3 Learning Solutions, LLC.

In selecting transactions for testing, the audit team first identified the charters’ major ven-
dors; specifically, vendors who had transactions totaling $50,000 or more with the OFY, 
OFL, or CCSG charter schools between 2002-03 and 2004-05. The audit team focused 
on vendor payments and check requests made on behalf of the school and on behalf of 
the OFY, OFL, and CCSG organizations as a whole. The audit team identified 64 major 
vendors for OFY, 23 for OFL, and 8 for CCSG. The audit team included transfers made 
between OFY, OFL, or CCSG schools or charters in its testing of major vendors. The audit 
team verified the information charters reported in their check registers by comparing the 
registers to the schools’ SB 740 funding determination forms and invoices.

For each major vendor identified, the audit team performed research to identify the ven-
dor’s owners, board members, executive management, and majority stakeholders. The 
audit team conducted this research using several sources, including Secretary of State 
Corporation filings for several states, Lexis-Nexis, invoices reviews, interviews with staff, 
on-site visits, and Internet searches.

The audit team obtained lists of past and present officers, board members, and key stake-
holders for the OFY, OFL, and CCSG organizations. The audit team verified the informa-
tion the charters provided by reviewing correspondence attached to school funding deter-
mination forms and board minutes. Similar to the research performed of major vendors, 
the audit team conducted research to determine these individuals’ other business relation-
ships and potential conflicts of interest. The audit team obtained and documented OFY, 
OFL, and CCSG bylaws and operating agreements to better understand the board selection 
process and the authority held by the positions investigated.
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The audit team compared the lists of major vendors, interested parties, and charter of-
ficers and directors to identify possible related parties, vendors for whom one or more 
representatives or key stakeholders appeared to have had pre-existing relationships with 
one or more of the charter school representatives. To the extent possible, the audit team 
also identified connections via spouses, family members, other relatives, and friends. The 
audit team reviewed charter school employee rosters and other personnel documents and 
attempted to identify situations where Hall family members were employed by or had an 
ownership stake in the major vendors doing business with the charter schools. 

For the possible related-party vendors or employees it identified, the audit team next determined 
each individual’s roles and responsibilities to evaluate the extent of the influence they may have 
had over contracting, purchasing, and hiring decisions. Further, to gain an understanding of the 
nature of the transactions between the charter schools and these individuals, the audit team cate-
gorized selected transactions for major vendors by the types and categories of goods and services 
provided. To the extent available, the audit team also obtained and reviewed contracts, written 
agreements, and correspondence. Additionally, the audit team tested a nonstatistical sample of 
invoices for these vendors. The audit team reviewed employee job descriptions, compensation 
rates, and employment agreements. The audit team tested transactions to determine whether they 
were properly initiated and approved by the board, sufficiently documented, and that the ex-
penditures for goods or services were reasonable and necessary for the charters’ operations. The 
audit team sought clarification from the charter schools when the information was either unavail-
able or unclear, requesting that the charters provide an explanation and/or source documents. 

For each vendor and employee contract it reviewed, the audit team determined if the charters 
had followed established procurement guidelines and whether these guidelines were proper 
and had sufficient internal controls governing the transactions. Specifically, the audit team 
did the following:

•	 Reviewed board minutes and decisions to determine whether the board had ap-
proved the contract.

•	 Determined whether the charters had documented evidence that it had received the 
goods or services.

•	 Reviewed invoices and other source documents to verify whether the vendors had 
provided these items in accordance with contract terms. 

•	 Assessed whether expenditures for goods and services and compensation levels ap-
peared reasonable and necessary for the operations of the charter school.

•	 Evaluated whether the charters had properly disclosed related-party transactions by 
reviewing charter school governing board decisions and evaluating the extent of 
the disclosures for appropriateness within state law.

•	 Reviewed the methodology and approach used by the boards in establishing the 
criteria for fair market value. 
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In addition to reviewing state laws regarding conflicts of interest, the audit team also 
reviewed the appropriateness of OFY, OFL, and CCSG conflict-of-interest policies and 
procedures. For each charter school, the audit team tested whether the school’s governing 
board implemented and adhered to established procedures by reviewing the procedures 
followed in awarding contracts to vendors and in hiring Hall family members. 

Investigate Charter School Administrative Expenses Paid
To determine whether disparities exist in the administrative personnel and operating 
resources assigned to each school and the costs associated with these resources, the audit 
team calculated the amount of administrative expenses charged to each school. Because 
Education Management Systems’ administrative expenses are included in its contracts with 
the OFL charters, the audit team reviewed general ledger entries and check history reports 
to determine if these expenses matched amounts in the contracts. The OFY, Inc. lacks con-
tracts with OFY schools and does not calculate a set amount per month, per school. There-
fore, the audit team had to estimate the costs of administrative services for OFY schools. 
In doing so, the audit team first requested that OFY, Inc.’s chief financial officer provide an 
estimate of these costs. The audit team tested this estimate by analyzing revenues reported 
on tax returns, amounts received from Education Management Systems and other non-
OFY entities reported in the general ledger, and then dividing the remainder of the revenue 
by the number of OFY centers in operation. The audit team found that this estimate gener-
ally compared with that provided by the OFY, Inc.’s chief financial officer. The audit team 
could not evaluate the operating resources assigned to each charter because it did not have 
complete access to OFY, Inc.’s and Education Management Systems’ information.

To compare OFY, Inc.’s and Education Management Systems’ administrative costs, the 
audit team calculated a monthly amount attributable to each OFY learning center. The 
audit team determined the services provided by both OFY, Inc. and Education Manage-
ment Systems to their respective schools to ensure that the comparison between the two 
would be on the same basis. The audit team included in the OFY average monthly rates 
that amount of fees charged for Education Dynamics, Inc. services. The audit team evalu-
ated OFY, OFL, and CCSG cost allocation methodologies by comparing services and costs 
within and between the charter systems to determine their reasonableness and to test for 
disparities. The audit team requested explanations for any discrepancies.

Investigate Certificated Staff and Instructional Expenses
The audit team performed work to test the accuracy of OFY, OFL, and CCSG reported 
amounts of certificated staff compensation and instructional costs compared to the amount 
of total public revenues and total revenues for the 2002-03 through 2004-05 school years. 
The audit team used each charter school’s SB 740 funding determination forms to identify 
the ratio of certificated staff compensation to the amount of total public revenues for each 
school year that the charters reported to the state and the ratio of instructional costs to total 
revenues. The audit team traced amounts reported by the charters to supporting financial 
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records to determine whether the charters had accurately reported and classified these 
amounts. The audit team also summarized the charters’ general ledgers to verify the num-
bers reported by the OFY, OFL, and CCSG schools on the SB 740 funding determination 
forms. 

To test whether charters were in compliance with credentialed teacher salary and instruc-
tional cost requirements, the audit team tested expenditures reported in these categories. 
For each of the fiscal years reviewed, the audit team selected between two to 18 transac-
tions from each charter’s general ledger and verified that these entries were adequately 
supported by source documents and had been accurately recorded and categorized. In 
total, the audit team selected 88 transactions for OFY, 90 for OFL, and 22 for CCSG from 
2002-03 to 2004-05 school year. The audit team also randomly selected dozens of invoices 
from vendor files for each charter and year and tested to ensure these had been reported 
accurately in the general ledger and correctly categorized in the charters’ SB 740 funding 
determination forms. 

The audit team compared amounts reported in the charters’ funding determination forms 
(SB 740s), audited financial statements, and general ledgers or supplemental information 
to ensure that the reported amounts matched the amounts in the internal documentation. 
Using verified amounts, the audit team recalculated certificated staff and total instructional 
cost percentages using the state-approved methodology and formulas. To the extent that 
the audit team found that these ratios fell below the state threshold for funding, the audit 
team calculated the amounts of revenues that the charters overclaimed from the state.
As part of its review, the audit team investigated bonus accruals by the charters. To deter-
mine whether the OFL methodology for awarding and paying bonuses and incentives to its 
teachers was reasonable, the audit team reviewed the OFL’s bonus calculation criteria. The 
audit team held discussions with OFL fiscal staff to determine how OFL awards discre-
tionary bonuses to its employees. The audit team also reviewed OFL’s general ledger for 
a three-year period to gain an understanding of total bonuses paid and accrued during FYs 
2002-03 to 2004-05. 

To determine whether the OFY methodology for awarding and paying bonuses and incen-
tives to its teachers was reasonable, the audit team reviewed OFY’s general ledger for FYs 
2003-04 and 2004-05 to gain an understanding of total bonuses paid and accrued during 
these years. The audit team held discussions with OFY fiscal staff and reviewed selected 
journal entries and bonus calculation worksheets to determine how OFY awards bonuses 
and incentives. Finally, the audit team compared total bonuses paid to OFY staff to salaries 
to determine the reasonableness of the amounts that were paid.

Investigate Pupil-to-Teacher Ratios
The requestors asked the audit team to verify the OFY/OFL calculations of the ratio of 
independent study teachers to ADA generated through full-time independent study pursu-
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ant to Education Code Section 51745.6, Title 5, California Code of Regulations, Section 
11704, and the Instructions for Ratio Calculations published by the Independent Study Of-
fice at the CDE. Moreover, the requestors asked the audit team to perform alternate proce-
dures to validate the accuracy of the calculations. For example, the audit team was asked 
to recalculate charter FTEs by testing the start and end dates for teachers to determine the 
amount of time worked by all teachers during a school year. 

The audit team tested the accuracy of the OFY, OFL, and CCSG calculations of the ratio 
of independent study teachers to average daily student attendance generated through full-
time independent study pursuant to state law. The audit team first identified each charter’s 
P-2 classroom-based ADA, FTEs, and pupil-teacher ratios reported in audited financial 
statements, SB 740 funding determination forms, and in internally generated tracking 
documents, as applicable. The audit team verified the pupil-to-teacher ratios of the largest 
unified school district in the counties in which the charters operated in FYs 2002‑03 and 
2003-04 by contacting staff at these districts to obtain their information. For one district 
that did not respond to the audit team’s request for information, the audit team calculated 
the pupil-to-teacher ratio using the ADA and FTE information this district provided to 
CDE. For FY 2004-05, the audit team did not verify pupil-to-teacher ratios since the char-
ters were using the maximum ratio of 25-to-1. 

To determine whether the charters were reporting only credentialed teachers as FTEs, the 
audit team reviewed a sample of teachers’ files and verified credential and employment 
start and end dates. The audit team’s initial tests were limited to a sample of 100 teach-
ers the OFY, OFL, and CCSG charters had listed on their school year 2003-04 employee 
rosters. Upon the expansion of the scope to include school years 2002-03 and 2004-05, the 
audit team tested additional teacher files to the extent that the audit team had not already 
reviewed these teachers’ records in the initial sample. The audit team also focused on 
teachers the charters had reported as FTEs but who had no student records in the iSIStrac 
system, and those teachers whose employment hire date fell close to the charters’ “norm-
ing” date, suggesting potential FTE inflation. When the audit team noted discrepancies, it 
requested additional information from the OFY, OFL, and CCSG charters. To the extent 
that the charters could not provide adequate explanations and support, the audit team ex-
cluded these teachers and recalculated the FTE counts and pupil-to-teacher ratios.

Average Daily Attendance Testing
To verify the accuracy of ADA reported by the charters, the audit team summarized stu-
dent data reported in iSIStrac records for FYs 2002-03 to 2004‑05 and compared this to 
ADA the charters reported in audited financial statements and on funding determination 
worksheets, and subsequently, reported to the state. The audit team was able to reconcile 
its calculation of ADA from iSIStrac records to reported amounts, thereby establishing that 
the iSIStrac records were complete.
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The audit team summarized iSIStrac data to determine whether OFY, OFL, or CCSG had 
claimed ADA for students who were age 23 or older during fiscal year 2004-05. The audit 
team also used the iSIStrac records to determine whether the charters had claimed ADA 
for students age 20 or older and who had not been continuously enrolled since they were 
age 19. To the extent that these students had not been continuously enrolled, the audit team 
calculated the amount of overclaimed ADA OFL or OFY had submitted on behalf of these 
students. The audit team found that the charters had claimed ADA for some of these stu-
dents. However, because the amount claimed was immaterial, the audit team did not pur-
sue this further. The audit team also summarized the iSIStrac records to determine whether 
OFL or OFY had claimed more than 175 days of work for any students and to ensure that 
ADA claimed was the lesser of days attended or documented days of work product pro-
duced. The audit team did not have any material findings from this work.

Full-Time Equivalent Testing
To determine the reasonableness of the 1.92 rate for FTEs used by the charters, the au-
dit team calculated the FTEs and number of FTEs needed based upon the ADA claimed 
by each of the charters. Because one ADA in the independent study program is typically 
generated by a student attending class for two hours per week for an average of 35 weeks, 
each ADA would require 70 hours of teacher time/direct instruction. Thus, multiplying the 
ADA claimed by 70 gives the total number of hours of direct instruction needed to gener-
ate the ADA claimed. Dividing this total of ADA hours by the number of FTEs claimed 
gives the hours per FTE. Then, dividing the hours per FTE by 875 hours (which is the 
number of hours used by the OFY and OFL charters as a base for a standard teacher in 
calculating the 1.92 rate) provides a FTE factor to test the reasonableness of reported FTEs 
by the charters. 

Moreover, the 1.92 rate assumes that OFY, OFL, and CCSG teachers are providing 1,680 
hours of direct instruction per year. At 70 hours of instruction per year per ADA, teachers 
working 1,680 hours in a year should thus be able to generate 24 ADA per year. The audit 
team therefore tested the charters’ FTE calculations by dividing total ADA claimed by 24 
to determine the number of FTEs (at the 1.92 rate) needed to generate the claimed ADA. 
To the extent that this was lower than the FTEs claimed by the charters, the audit team 
observed that the FTEs claimed may be inaccurate.

The audit team also evaluated the reasonableness 
of OFY, OFL, and CCSG FTEs claimed by recalcu-
lating FTEs using several methods. First, for each 
charter school, the audit team used data reported in 
the iSIStrac records to create FTEs based on “days 
worked.” The audit team matched school tracks and 
months covering the same time periods. For example, 
in FY 2002-03, the time period of December 16, 2002 

Tracks and months corresponding to the 

period of December 16, 2002 through 

January 10, 2003

•	 Track A, Month 7

•	 Track B, Month 5

•	 Track C, Month 4

•	 Track D, Month 5

•	 Track E, Month 3

Source: OFL and OFY school calendars.
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through January 10, 2003 covered five track months (see insert). Therefore, when look-
ing at teachers’ work history, the audit team collapsed all the student records found for a 
particular teacher in those tracks and months into one number. For each of the unique time 
frames identified through the comparison of the school calendar, the audit team also noted 
the total possible school days during that time period. The period of December 16, 2002 to 
January 10, 2003 had 12 school days (after weekends and holidays were excluded), so 12 
would be the most days that a teacher could have worked during that time frame.

The audit team summarized iSIStrac records by teacher and time period worked, calculating 
the maximum possible days that a teacher could have worked based on the student records 
and time frames associated with each teacher in the iSIStrac system. The audit team consid-
ered this a conservative methodology because teachers received credit under this methodol-
ogy for working every day for the periods in which they had student records, and credit for 
every hour of each day worked. This was done because iSIStrac records provided informa-
tion on the number of students seen and attendance for those students, but contained no data 
on total days worked by teachers. Consequently, under this methodology, even if a teacher 
worked only one day during a particular time period with 12 possible days in it, the teacher 
was given credit for having worked all 12 days rather than just the one. This methodology 
represents the upper boundary of the maximum days a teacher could have worked.

The OFY, OFL, and CCSG charters require teachers to work 240 days per year, 7 hours 
per day (1,680 hours per year). To calculate the FTE associated with each teacher, the 
audit team used the maximum possible days worked (based on the summary of iSIStrac 
data) and multiplied this by 7 (the number of hours per day the schools require teachers to 
work). Dividing calculated hours worked by the total required hours per year (1,680 hours 
per year) gives the FTE attributable to each teacher. For example, if the iSIStrac summary 
showed that a teacher could have worked 160 possible days during the year, the teacher’s 
FTE count would be 0.67.

160 days X 7 hours per day = 1,120 total possible hours worked
1,120 possible hours ÷ 1,680 required hours = 0.67 FTEs

The audit team’s second methodology used teacher employment data as verified by iSIS-
trac records to calculate FTEs under the “start and end dates” methodology. The audit 
team tested teacher hire and termination dates against records in the iSIStrac system. To 
the extent that the records indicated that a teacher had not worked for the entire year, the 
audit team reduced the FTE attributable to that teacher by the percentage of time that the 
teacher had no student records. The audit team did not assign FTEs to teachers the charters 
had reported as FTEs but for whom no student records were found. Conversely, for teach-
ers who the charters had not claimed as FTEs, but who did have student records, the audit 
team assigned a proportional amount to that teacher based on the amount of time he or she 
had worked. The audit team then summarized total FTEs by charter and year. 
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Because CDE attorneys opined that the 1.92 FTE rate the charters claim for full-time 
teachers is not reasonable, the audit team calculated the amount of overclaimed revenues 
by converting the FTEs claimed by the charters to a 1.0 scale. The calculation of fund-
ing for each charter is dependent on three primary factors: the pupil-to-teacher ratio of 
the charter, ADA, and FTEs. The audit team recalculated the amount of funding that each 
charter would have received using the state’s method by determining each charters’ allow-
able ADA using revised pupil-to-teacher ratios calculated from the adjusted FTEs. Next, 
using allowable ADA counts, the audit team calculated allowable funding by multiplying 
ADA, grade-level percentages, and categorical block or general purpose grant funding 
rates for each year. The audit team used grade level percentages reported by each charter in 
their iSIStrac records because categorical block grant and general purpose grant amounts 
vary based on the student grade levels. 
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Appendix B Summary

64 23 8
OFY, OFL, and CCSG Major Vendors                       

2002-03 through 2004-05
OFY OFL CCSG Vendor Name

x Academic Book Services, Inc.
x Amazon.Com Corporate Credit
x American Express
x American Guidance Srv., Inc. 
 x AP - Palmdale III, LLC
x Apple One 
 x Baldwin Park Unified School District

x Bank of the West
 x Bar Triple R
x Birtcher Anderson Properties
 x BP, LLC
x Burbank Unified School
x Business Computing, Inc
 x Business Properties Partnership (#18 & #19)
x California Office Sys Inc. 
x Calvert School 
 x Capistrano LLC
x x CDW Government, Inc.
  x Centers Business Management
x Datalinknetworks
x David Buchan Business Consulting
x Del Rey Properties
x x Dell Marketing L.P.
x Education Dynamics Inc.
x x x Education Management Systems
x Fidelity Investments
x Follett Education Services
x Freeman, Freeman & Smiley, LLP
x Goodheart-Wilcox Publisher
x Guardian
  x Hacienda La Puente / EMS

x Hacienda La Puente School District
x Harcourt Brace
x Houghton Mifflin
x Irwindale Investors, LP 
x James S. Catterall 
x JorgensenHR
  x KRM Risk Management & Insurance Services
 x Lancaster Commerce Center, LLC
x Laney & Associates 
x Master Clean 
x McGraw-Hill Companies
x Nasco- Modesto
x x x National University Institute
x x Office & Ergonomic Solutions
x x Office Depot
x Options for Youth- Burbank 
x Options for Youth- Mt. Shasta 
x Options for Youth- San Gabriel
x Options for Youth- San Juan 
x Options for Youth- Upland
x Options for Youth- Victor Valley
x x Options for Youth, Inc.
 x Pan Pacific Retail Properties
x x x Partners in Special Education
x x Pearson Education
x Pro Printing, Inc.
x Qwest Business Services
x Ritz Center Inc. 
x x Rosenow Copies
x x SBC
x Scantron Corporation
x Shervan Plaza
x Silver and Freedman
x Southern California Edison
x Sprague and Associates
 x SRF PICO, LLC
x The Hartford
x Thomas Winery (Summit Team)
x TMT-Pasadena LLC
x x Total Education Solutions
x Trinity Reprographics
x United Parcel Service
 x University Plaza, LLC
x Upland Unified School District
x US Bank Card
x Vavrinek, Trine, Day & Co., LLP
x Verizon California
x Victor Valley High School Dist
 x William S Hart Union HS District

64 23 8

Major Vendors (>$50,000)
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Appendix C

California Department of Education

M e m o r a n d u m

Date:		  September 27, 2005

To:		  Marta Reyes, Director
Charter Schools Division

via:	

From:		 Eileen Gray
		  Deputy General Counsel

Subject:	 INDEPENDENT STUDY CHARTER SCHOOLS’ STUDENT-
TEACHER RATIO 

Background: An audit is being conducted related to a funding determination for a char-
ter school, and one of the issues being investigated is the charter school’s calculation of 
its student-teacher ratio for the purpose of its entitlement to apportionment. The charter 
school has provided its rationale for its calculation in response to CDE’s inquiries. We 
have been provided with a copy of the contract between Los Angeles Unified School 
District and United Teachers of Los Angeles which is apparently part of the basis for the 
charter school’s calculation of its student-teacher ratio. 

The Charter School’s Methodology: The charter school states: “According to the employ-
ment contract, a full time teaching assignment at the charter school shall require 1,680 
hours of instructional time on an annual basis and shall be considered to be 1.92 full-
time equivalent for the sole purpose of calculating the student-teacher ratio pursuant 
to Education Code 51745.6 and the prescribed formula and definitions set forth in Title V 
regulations.”

The charter school explains that their teachers have student contact for 7 hours per day 
while the largest districts’ teachers have student contact for 5 hours. The charter school 
teachers have student contact time on 240 days while the district teachers have student 
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contact on only 175 days. This results in a total hours of instruction by the charter school 
of 1680 hours and by the district of 875 hours. By using the district’s figures to measure 
full-time equivalent (FTE), the charter school concludes that each of its teachers is a 1.92 
FTE. In one example, this enables the charter school to calculate that its 24 certificated 
employees are the FTE of 40.32 certificated employees, thus enabling the charter school to 
serve more students without exceeding the ratio of the largest district. 

Issue Presented: Is the charter school’s calculation of its student-teacher ratio authorized 
by law? 

Relevant Statutes and Regulations:

Education Code section 47612.5(b) provides that a charter school that provides indepen-
dent study shall comply with Article 5.5 (commencing with Section 51745) of Chapter 5 of 
Part 28 and implementing regulations.

Section 51745 describes independent study that may be offered by districts and county 
offices of education. Section 51745.6(a) provides in part: The ratio of average daily at-
tendance for independent study pupils 18 years of age or less to school district full-time 
equivalent certificated employees responsible for independent study, calculated as speci-
fied by the State Department of Education, shall not exceed the equivalent ratio of pupils 
to full-time certificated employees for all other education programs operated by the school 
district. The computation of these ratios shall be performed annually by the reporting 
agency at the time of, and in connection with, the second principal apportionment report to 
the Superintendent of Public Instruction.”

Subdivision (b) of Section 51745.6 further provides: Only those units of average daily 
attendance for independent study that reflect a pupil-teacher ratio that does not exceed the 
ratio described in subdivision (a) shall be eligible for apportionment pursuant to Section 
42238.5, for school districts, and Section 2558, for county offices of education. Nothing 
in this section shall prevent a school district or county office from serving additional units 
of average daily attendance greater than the ratio described in subdivision (a), except that 
those additional units shall not be funded pursuant to Section 42238.5 or Section 2558.

Regulations are found at Title 5 of the California Code of Regulations. Section 17000 
states: “Full-time equivalent certificated employees” means any combination of full-time 
certificated employees and part-time certificated employee assignments and aggregate to 
the amount of instructional time specified in the contract of a full-time certificated class-
room teacher of the district or county office of education.

Section 11700.1(c) provides: “School district” or “district” for the purposes of this sub-
chapter and of Article 5.5 (commencing with Section 51745) of Chapter 5 of Part 28 of 
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the Education Code, means a school district or a charter school, unless the context clearly 
indicates otherwise.
Section 11704 provides: In a charter school, for the purposes of Education Code section 
51745.6, the ratio of average daily attendance for independent study pupils 18 years of age 
or less to full-time certificated employees responsible for independent study shall not exceed 
the equivalent ratio of pupils to full-time certificated employees for all other educational 
programs operated by the largest unified school district, as measured by average daily atten-
dance, in the county or counties in which the charter school operates. Units of average daily 
attendance for independent study that are ineligible for apportionment as provided in subdivi-
sion (b) of Education Code section 51745.6 shall also be ineligible for funding pursuant to 
Chapter 6 (commencing with section 47630) of Part 26.8 of the Education Code. 

Analysis: 

The charter school has chosen a methodology that does not comply with the regulations. 

Section 11700 provides that the definition of FTE is as specified in the contract of a full-
time certificated classroom teacher of the district or county office of education. Pursuant to 
section 11700.1, “charter school” can be substituted in lieu of “district or county office” in 
the regulations and statutes because the context of section 11700 does not clearly indicate 
otherwise.

Thus, the FTE for the charter school is defined by its contract with its teachers which calls 
for employees to work 7 hours per day for 240 days of instruction. That then is the measure 
of an FTE for the charter school. There is no basis in the statutes or regulations that would 
instruct a charter school to define its FTEs by reference to anything other than the school’s 
contract with its teachers. The charter school’s statement that for the sole purpose of student-
teacher ratios, the FTE shall be considered to be a 1.92 FTE is without legal support.

Moreover, even if such a reference were permissible, there is no basis upon which the 
charter school could choose 5 hours (periods) to compare to its 7 hours of student contact. 
The applicable contract states as a general matter that the general workday requires no 
fewer than eight hours of on-site and off-site work. (2004-2006 Agreement, Article IX, p. 
29). The charter school’s statement that a full-time teaching assignment shall be considered 
to be a 1.92 full-time equivalent for the sole purpose of the student-teacher ratio has no 
basis in law and must be disregarded. 

cc:	 Marsha Bedwell
	 General Counsel

	 Michael Hersher
	 Asst. General Counsel 











clitchfi
Text Box
1

clitchfi
Text Box
2

clitchfi
Text Box
3



clitchfi
Text Box
4

clitchfi
Text Box
5

clitchfi
Text Box
6

clitchfi
Text Box
7



clitchfi
Text Box
8

clitchfi
Text Box
3

clitchfi
Text Box
11

clitchfi
Text Box
10

clitchfi
Text Box
9



clitchfi
Text Box
12

clitchfi
Text Box
13

clitchfi
Text Box
14

clitchfi
Text Box
15

clitchfi
Text Box
16



clitchfi
Text Box
17

clitchfi
Text Box
18

clitchfi
Text Box
19



clitchfi
Text Box
20

clitchfi
Text Box
21

clitchfi
Text Box
22



clitchfi
Text Box
23

clitchfi
Text Box
24

clitchfi
Text Box
25

clitchfi
Text Box
26



clitchfi
Text Box
26

clitchfi
Text Box
27

clitchfi
Text Box
28

clitchfi
Text Box
29



clitchfi
Text Box
30

clitchfi
Text Box
31

clitchfi
Text Box
32

clitchfi
Text Box
32

clitchfi
Text Box
32

clitchfi
Text Box
33



clitchfi
Text Box
34

clitchfi
Text Box
35

clitchfi
Text Box
36

clitchfi
Text Box
37



clitchfi
Text Box
39

clitchfi
Text Box
40

clitchfi
Text Box
38

clitchfi
Text Box
39

clitchfi
Text Box
39

clitchfi
Text Box
41



clitchfi
Text Box
40

clitchfi
Text Box
42

clitchfi
Text Box
42

clitchfi
Text Box
43

clitchfi
Text Box
44

clitchfi
Text Box
45

clitchfi
Text Box
46

clitchfi
Text Box
47



clitchfi
Text Box
48







California Dcpailrnent of Education 

School Fiscal Services Division 
5130102 

SUMMARY OF ACCS'S RECOMMENDATIONS 

Attachment 1 
Page 1 of 1 

FOR THE 2002-03 FISCAL YEAR 

I. 80 percent - a charter school must demonstrate BOTH of the following: 
1. The charter school's total expenditures on certificated employee salaries and benefits are 

at least 35 percent of the charter school's total public revenues; AND 
2. The charter school's total expenditures on instruction and instruction-related activities are 

at least 55 percent of the charter school's total revenues. 

II. 100 percent (i.e. full fundin& - a charter school must demonstrate that its total expenditures 
on certificated employee salaries and benefits are at least 50 percent of the charter school's total 
public revenues. 

HI. Less than 80 percent - if a charter school does not meet BOTH of the minimum 
requirements to receive 80 percent funding, then the hnding level is 70 percent. 

FOR 2003-04 AND EACH FISCAL YEAR THEREAFTER 

I, 70 percent - a charter school must demonstrate BOTH of the following: 
1. The charter school's total expenditures on certificated employee salaries and benefits are 

at least 40 percent of the charter school's total public revenues; AND 
2. The charter school's total expenditures on instruction and instruction-related activities are 

at least 60 percent of the charter school's total revenues. 

II. 85 percent - a charter school must demonstrate BOTH of the following: 
1. The charter school's total expenditures on-certificated employee salaries and benefits are 

at least SO percent of the charter school's total public revenues; AND 
2. The charter school's total expenditures on instruction and instruction-related activities are 

at least 70 percent of the charter school's total revenues. 

100 ~ercent (i.e. full fundin&- a charter school must demonstrate ALL of the following: 
1. The charter school's total expenditures on certificated employee salaries and benefits are 

at least 50 percent of the charter school's total public revenues; AND 
2. The charter school's total expenditures on instruction and instruction-related activities are 

at least 80 percent of the charter school's total revenues; AND 
3. The charter school's pupil-teacher ratio as calculated pursuant to Education Code Section 

51745.6 is no greater than the pupil-teacher ratio of the largest unified school district in 
the county or counties in which the charter school operates. 

N. Less than 70 percent - if a charter school does not meet ALL of the minimum 
requirements to receive 70 percent, then the fhding level is zero. 

All expenditure and revenue data will be prior year data, except for new charter schools, 
which will use estimated current year data. 
Mitigating factors and individual circumstances may be considered by the ACCS and 
SBE in making determinations different fiom the standards above. 
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California Depafiment of Education 

School Fiscal Services Division 
Y3W2 

SUMMARY OF ACCS'S RECOMMENDATIONS 

Attachment 1 
Page 1 of 1 

FOR THE 2002-03 FISCAL YEAR 

I. 80 percent - a charter school must demonstrate BOTH of the following: 
1. The charter school's total expenditures on certificated employee salaries and benefits are 

at least 35 percent of the charter school's total public revenues; AND 
2. The charter school's total expenditures on instruction and instruction-related activities are 

at least 55 percent of the charter school's total revenues. 

11. 100 percent (i.e. full funding) - a charter school must demonstrate that its total expenditures 
on certificated employee salaries and benefits are at least 50 percent of the charter school's total 
public revenues. 

IIl. Less than 80 percent - if a charter school does not meet BOTH of the minimum 
requirements to receive 80 percent funding, then the fbnding level is 70 percent. 

FOR 2003-04 AND EACH FISCAL YEAR THEREAFTER 

I. 70 percent - a charter school must demonstrate BOTH of the following: 
1. The charter school's total expenditures on certificated employee salaries and benefits are 

at least 40 percent of the charter school's total public revenues; AND 
2. The charter school's total expenditures on instruction and instruction-related activities are 

at least 60 percent of the charter school's total revenues. 

U. 85 Percent - a charter school must demonstrate BOTH of the following: 
1. The charter school's total expenditures on certificated employee salaries and benefits are 

at least 50 percent of the charter school's total public revenues; AND 
2. The charter school's total expenditures on instruction and instruction-related activities are 

at least 70 percent of the charter school's total revenues. 

III. 100 ~ercent (i.e. full funding) - a charter school must demonstrate ALL of the following: 
1. The charter school's total expenditures on certificated employee salaries and benefits are 

at least 50 percent of the charter school's total public revenues; AND 
2. The charter school's total expenditures on instruction and instruction-related activities are 

at least 80 percent of the charter school's total revenues; AND 
3. The charter school's pupil-teacher ratio as calculated pursuant to Education Code Section 

5 1745.6 is no greater than the pupil-teacher ratio of the largest unified school district in 
the county or counties in which the charter school operates. 

N. Less than 70 percent - if a charter school does not meet ALL of the minimum 
requirements to receive 70 percent, then the fbnding level is zero. 
....................................................................................... 

All expenditure and revenue data will be prior year data, except for new charter schools, 
which will use estimated current year data. 
Mitigating factors and individual circumstances may be considered by the ACCS and 
SBE in making determinations different fiom the standards above. 
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The Audit Team’s Comments on the Response from Options for Youth  

To provide clarity and perspective, the audit team is commenting on Options for Youth’s 
(OFY) response to the audit. The numbers correspond to the numbers the team has placed 
in OFY’s response.      

1. The OFY’s statement is misleading. Although the culmination of the investigative 
audit is occurring more than a year after it began, OFY and Opportunities for 
Learning (OFL) delayed the audit for several months by its failure to provide 
timely information. Furthermore, formal approval of an audit expansion also 
added another month to the process. Therefore, the audit team conducted the 
actual “review” in much less time than 14 months.  

2. This statement by OFY is misleading. Throughout the audit, the audit team shared 
information regarding its findings, including most of the Exhibits in the audit 
report. The audit team also briefed OFY regarding all of its findings and the 
report layout on June 8, 2006, shared the Introduction section on June 7, 2006, 
and shared the body of the draft report with OFY at the exit conference on July 
13, 2006. While it is true that OFY had five days to respond to the official draft 
report it received on July 24, 2006, it had much more time to consider its 
responses to the major issues.  

3. The OFY’s statements are overly broad and inaccurate—as evidenced by the audit 
team’s remaining responses below.  

4. This is another overly broad statement by OFY that is misleading and mostly 
inaccurate. As illustrated by the audit team’s responses below, the audit team 
believes it considered all relevant information to reach its conclusions and that, in 
some cases, OFY failed to completely respond to our findings until it provided its 
response to the audit report.  

5. This response is the first time OFY has revealed its belief that the pupil-to-teacher 
ratio requirement is only a requirement to receive 100 percent funding. The audit 
team sent OFY, on June 20, 2006, all of the data used in its calculations for 
determining the overclaimed apportionment. The OFY focused its responses to 
this data on some information contained on the California Department of 
Education (CDE) Website that was irrelevant to the calculations. Specifically, 
OFY contended the audit team calculations were wrong by using comparison 
district information on student enrollment, not pupil-to-teacher ratios, to support 
its assertions. The OFY has based its response to the audit report on an inaccurate 
interpretation of a May 2002 memo from CDE—without consulting the 
appropriate statute, California Education Code Section 51745.6, which states that 
charter school funding shall be reduced to the extent that its units of average daily 
attendance (ADA) result in a pupil-to-teacher ratio that exceeds that of the 
comparison district (please see audit team response number 39 for the complete 
text of this law). While meeting this provision is a requirement for receiving 100 
percent funding, not meeting this requirement is still a basis for reductions in 
funding—regardless of the funding percentage received as determined by the SB 
740 funding process. Under OFY’s interpretation, it could have any pupil-to-
teacher ratio if it does not receive 100 percent funding.  
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6. The audit team considered and responded to three rounds of informal written 
feedback from OFY regarding this audit report. Several of the objections raised in 
OFY’s official written response, while sometimes raised during the audit process, 
were not raised by OFY during the three rounds of informal feedback. The 
OFY/OFL entities, primarily OFL, repeatedly threatened lawsuits when the audit 
team uncovered information that was not supportive of the entities. The audit 
team conducted a thorough review based on available information, including all 
information provided by the entities during the course of the audit. The new 
information presented in the OFY official response indicates that the auditees 
withheld information from the audit team. As such, the audit team has added 
information to the scope and methodology regarding the audit team’s concerns 
that the auditees were not always forthcoming.        

7. This comment is not relevant to the audit report. For the issues reviewed by the 
audit team (such as related party transactions, SB 740 funding percentages, full-
time equivalent (FTE), and ADA, the laws, regulations, and policies are the 
same—regardless of the entity’s legal structure. Furthermore, the audit team 
found that OFY and OFL operated very similarly in all these areas. Moreover, it is 
acceptable, when conducting multiple audits with the same scope, to include 
multiple programs and entities within one report. Generally Accepted 
Government Auditing Standards sections 1.15 and 2.13f clearly address this type 
of reporting.  

8. This is a mischaracterization of the audit report contents. As referred to in 
Chapters 1 and 2, the audit team found two related party transactions—one with 
Pathways in Education (Pathways) and one with ePlus group—to be questionable.  

9. This is another overly broad statement. The audit team found that during the three 
years reviewed, Educational Dynamics, Inc. and Partners in Special Education 
each contracted with three public school districts; however, all of the contracts 
reviewed by the audit team have expired.  

10. This assertion is questionable, since OFY was unable to provide evidence that 
they had looked to outside, unrelated, vendors to provide the same management 
services as OFY, Inc. Furthermore, as stated in the audit report, the OFY schools 
do not have the ability to choose another vendor. The audit report also reveals that 
several of the OFY boards did not consider all relevant cost factors related to 
Educational Dynamic, Inc.  

11. Neither the CDE nor the county offices of education found “satisfaction in the 
responses provided by OFY” as evidenced by CDE and county offices of 
education requests to conduct an investigation into the related party transactions. 
Moreover, in some cases, OFY provided the referenced entities with incomplete 
or inaccurate information as evidenced by the Pathways and FTE disclosures.  

12. As described in the report on page 4, the audit team defines Hall entities as an 
entity that any of the Hall family founded, owns, or works in as an officer or 
director. As also described in the report, the audit team believes that the Halls are 
able to exert some measure of control over the OFY entities due to the sole 
member set-up of the organization.  

13. As OFY, Inc. refused to provide information to the audit team, the team cannot 
validate the assertion that the Halls receive no additional salary from OFY, Inc. 
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The audit team did verify that OFY, Inc. paid for many of the Halls’ automobile, 
travel, and entertainment expenses. However, because OFY, Inc. allocates all its 
costs to the charters, the charters are, in effect, making the payments.  

14. This statement is incorrect. The report does not refer to the OFY schools paying 
OFY, Inc. “$27.8 million in fees.” Rather, the report states that the schools paid 
$27.8 million to OFY, Inc. for operating costs and “management services.”  

15. There is no relevance as to whether OFY is a “management company,” as the 
OFY chief financial officer called it in a June 6, 2006 email to the audit team, or 
an organization that “provides management services for public charter schools” as 
it describes itself on the California Office of the Attorney General’s Website, or a 
“cooperative,” as they now call it. The schools should have an agreement in place 
to protect their interests and to ensure proper operation and control over the 
“cooperative.”  

16. It is incorrect for OFY to assert that “all of the transactions discussed in the Audit 
Report received board approval.” Rather, the report reveals that the OFY school 
boards did not approve the related party relationships with OFY, Inc. or ePlus. 
Moreover, the audit team did query the two board members about the validity of 
the meeting minutes in question. One of the board members chose to meet with 
the team in the presence of the current OFY chief financial officer. Neither board 
member had much recollection about the board meetings in question, which had 
occurred nearly four years earlier, but confirmed to the best of their recollection 
that the minutes sounded accurate. Therefore, the audit team concluded that the 
value of contacting other board members was limited, especially since a member 
of the Hall family signed and attested to all of the minutes in question—not the 
other board members.   

17. Characterizing these transactions (in which the nonprofit OFY extends interest-
free credit for several months to OFL, a related for-profit entity) as an interest-
free loan has nothing to do with the audit team’s impartiality. The audit team 
could not determine, and made no comment on, the intent of the transactions, 
reporting only on the results. 

18. The audit team disagrees. The audit team concedes that the comparison is not 
perfect; however, because each of the entities, OFY, Inc. and Education 
Management Systems, provide similar services and much of the same 
management to schools that operate very similarly, the team believes the 
comparison is relevant. As highlighted in the report, the audit team finds it 
noteworthy that the for-profit management company appears to charge nearly 
$40,000 less per school than does the nonprofit “cooperative.”  

19. The audit report reveals two instances, the OFY-Victor Valley transfer to 
Pathways in Education, and the purchases from ePlus in which the independence 
of certain OFY board members is questionable. Moreover, during the three years 
reviewed by the audit team, only three board members, one of whom was non-
voting, were from the district.  

20. This is the first time OFY has presented this information to the audit team. The 
audit team made OFY aware of its concerns related to this transaction on several 
occasions. Because this information was not made known, the audit team cannot 
verify the veracity of OFY’s new assertions. When queried about the ePlus 
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transactions during May 2006, OFY’s chief financial officer provided the 
following statements: “The Board of Directors for the OFY entities have 
delegated day-to-day operational activities such as this to management, so voting 
or approving a transaction or vendor is not something that would be addressed in 
a BOD meeting or its minutes.” “We found no disclosure or discussion relating to 
this relationship or transaction in the board minutes.” Moreover, OFY did not 
provide the audit team with the “approved and executed purchase contract” as 
mentioned in the response and the invoices reviewed by the audit team were 
itemized—indicating that OFY and ePlus may not have previously agreed upon 
the items or the purchase price. The team was also unable to verify, as claimed in 
the OFY response, whether Karen N. was an officer or director of any OFY 
entities in 1998 because OFY did not provide this information to the audit team. 
The audit team was able to determine that Karen N. was an incorporator of OFY-
CA (the entity that selects the board for the other OFY entities) in October 1999, 
served as president in May 2001, and was a director in January 2002. Karen N. 
was also the president of OFY, Inc. (the entity that made the payments to ePlus) at 
the same time that it made payment to ePlus in September 2002.   

21. The audit team disagrees. As pointed out in the report, the Hall’s OFY salaries do 
not compare favorably with the salaries of other school superintendents. 
Moreover, as discussed in the report, the audit team could not verify the 
appropriateness of many of the “non-cash compensation” benefits received by the 
Halls because the transactions lacked adequate supporting documentation.  

22. These statements are overly broad. The audit team made OFY aware of its 
concerns regarding the Halls’ salaries and the related board analysis of these 
salaries. At no time did OFY offer additional documents to refute these concerns. 
The audit team is also unclear and concerned about OFY’s statement that the 
compensation analysis “should not be entirely objective.”  

23. OFY’s comments regarding CDE’s prior reviews of this transaction are not 
relevant. In fact, it was CDE and the five county offices of education that asked 
the audit team to investigate “all transactions with Pathways in Education, 
regardless of the year.” Because the audit team did not have full access to 
Pathways’ records, it could not make a complete assessment about the 
appropriateness of the transfers. The questionable relationships and circumstances 
surrounding the transactions warrant the recommendation for a referral to conduct 
a more detailed inquiry.  

24. These statements are contrary to assertions made by OFY’s former chief 
operating officer and the fact that the State ordered the investigation into the 
transfer of the funds. Specifically, as described in the audit report, in 
recommending the transfers to Pathways the OFY chief operating officer told the 
board of the OFY charters “it was very possible that the state would require the 
charter school to consume its financial reserves before providing additional 
funding to them.” The funds may no longer be state funds; however, the funds 
were initially received from the State, were subject to appropriate state laws, were 
transferred under unusual circumstances and rationales, and are therefore worthy 
of investigation.  
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25. As stated in the report, the two board members held the positions concurrently—
authorizing the transfer of funds from OFY-Victor Valley while on the board of 
the receiving entity, Pathways. Moreover, the audit team could not confirm the 
assertions regarding the lack of personal benefits from the two board members 
because OFY, Inc. would rarely provide information and Pathways would not 
provide information to the audit team. However, the audit team did learn that the 
two board members in question were, at times, involved in paid positions with the 
OFY entities with one member working as the assistant to the president and the 
other working as the director of community relations. Therefore, without further 
investigation and increased access to records, it cannot be verified that no 
personal benefit was received.      

26. The audit team disagrees that its observations are “an exercise in form over 
substance.” As OFY described in its response, “the OFY-Long Beach Funds were 
ultimately contributed to Pathways” and “the OFY-Long Beach board did not 
approve the transfer to Pathways.” This is the substance or end result of the 
transaction that the audit team found questionable. Moreover, the failure to report 
this transfer to the State is another cause for concern.  

27. Again, OFY has missed the substance of the transaction and has erred in its 
assumptions. OFY should be well versed in the scope of the audit that was 
requested by the CDE and five county offices. In the scope, the audit team was 
asked to look at “all transactions with Pathways, regardless of the year” and to 
investigate “related party transactions.” Pathways became relevant to the audit, 
beyond the business transactions, when it was learned that several of Pathways 
directors and officers are either current or former OFY or OFL directors or 
officers or are related to the Halls. Additionally, the transfer of funds to Pathways 
was made, according to OFY’s former chief operating officer, to avoid state 
sanctions—as discussed further in audit team response number 24.  

28. The audit team has not made “an errant legal conclusion.” Rather the audit team 
has made an observation and recommendation that it believes could be useful to 
OFY. Given the fact that OFY transferred nearly $11 million to Pathways, the 
audit team has concerns that OFY’s legal counsel also represented Pathways 
without formal disclosure or consent.  

29. This is an overly broad statement by OFY without specific information as to what 
it disagrees with. OFY makes no mention of the specific detailed items in the 
report for which it contends it was not overpaid. Again, this is the first time OFY 
has revealed its concerns to the audit team. Moreover, the audit team agrees that 
many of the items discussed in the chapter are insignificant in terms of dollar 
amount; however, the errors found, if uncorrected, could lead to larger issues.  

30. OFY’s header in this section is news to the audit team. It is unclear how OFY was 
able to determine that “all credit card charges were proper” without supporting 
documentation and receipts. Again, OFY did not provide any of this information 
for the credit card charges, spanning three years, reviewed by the audit team.  

31. The source of this information is unknown to the audit team. The OFY did not 
provide the audit team with any evidence related to other schools that spend 
$18,000 on a staff holiday party. 
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32. OFY’s premise is false and it did not previously share any of this information 
with the audit team. Generally accepted government auditing standards require 
auditors to obtain sufficient, competent, and relevant evidence to afford a 
reasonable basis for the auditor’s findings and conclusions. OFY’s assertion that 
receipts “do little to establish the actual purpose of a particular expense” is 
incorrect. Receipts document the nature, type, and detail of the transaction, and 
allow auditors, as well as those responsible for maintaining OFY’s books, to 
verify the appropriateness of the charges. Without this evidence, neither the audit 
team nor OFY has a basis for concluding the charges were accurate or 
appropriate, and that they did not personally benefit the Halls.  

33. As described in the audit report, OFY filed statements with CDE indicating it had 
met expenditure requirements for credentialed teacher salaries. However, OFY 
only met the requirements by artificially increasing teacher bonus accruals to 
obtain the additional funding. Please see the audit team response number 35. 

34. This is one instance where OFY did provide additional information in support of 
its assertions. Specifically, OFY was able to provide clarifying data for the 2004-
05 bonus accruals. The audit team subsequently removed this exhibit from the 
audit report. Because the audit team advised OFY staff of the exhibit’s removal 
prior to the OFY issuing its response, it is unclear why it is mentioned here.   

35. The audit team disagrees. The audit team never stated that OFY cannot accrue 
bonuses. As discussed in the report, accruing expenses to reach an additional 
funding level is inconsistent with the provisions of SB 740, the California School 
Accounting Manual (CSAM), and Generally Accepted Accounting Principles 
(GAAP). Specifically, the SB 740 instructions state that unless otherwise 
indicated, all financial information shall be presented using the definitions in 
CSAM. CSAM requires nonprofit charter schools to use GAAP. As the audit 
report points out, accruing expenses to achieve a greater level of funding is 
inconsistent with GAAP. Further, as stated in the report, OFY did not pay out 
more than $1.2 million of the bonuses it accrued in 2003-04. In fact, it 
subsequently reversed these entries in its accounting records. 

36. The audit team considered all relevant data and reached supported, impartial 
conclusions. In fact, this was perhaps the only area in which a member of the Hall 
entities’ exit conference team complimented the audit team on its balance and 
fairness. Therefore, it is surprising that OFY now states that the audit team has 
compromised its impartiality. Please see the audit team response numbers 5, 39, 
and 43. The information presented by the Hall entities supported that other 
schools had claimed FTE rates greater than 1.0 FTE. However, this information 
did not contradict the legal opinion presented by CDE in as much as all the 
schools that did use the 1.0 FTE did not contradict the OFY/OFL legal opinion.  

37. The audit team used the term “generally” due to the 2005 change in law that now 
allows the additional option for schools to use a 25 to 1 comparison ratio. The 
report states that OFY “may” have been overpaid during the audit years because 
the issue is currently before the courts to decide. Moreover, for questionable FTE 
issues, the audit team states that OFY “may” have been overpaid by more than 
$164,000 because the final determination will need to be made by CDE and there 
are numerous factors and calculations involved.  
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38. This is incorrect. Nowhere in the report does the audit team state it failed to 
consider CDE’s position. Please see audit team response number 36. 

39. As noted in audit team response number 5, OFY is incorrect regarding its 
interpretation of the “memo” prepared by CDE and should have consulted the 
actual code section (referenced in the memo) for additional information. The audit 
team presents California Education Code Section 51745.6 below to provide the 
full context of the requirements, which are separate from the funding 
determination percentage rules. Moreover, the audit team did not ignore any of 
the information provided by OFY. 

 
   The ratio of average daily attendance for independent 
study pupils 18 years of age or less to school district full-time 
equivalent certificated employees responsible for independent study, 
calculated as specified by the State Department of Education, shall 
not exceed the equivalent ratio of pupils to full-time certificated 
employees for all other educational programs operated by the school 
district. The ratio of average daily attendance for independent study 
pupils 18 years of age or less to county office of education 
full-time equivalent certificated employees responsible for 
independent study, to be calculated in a manner prescribed by the 
State Department of Education, shall not exceed the equivalent ratio 
of pupils to full-time certificated employees for all other 
educational programs operated by the high school or unified school 
district with the largest average daily attendance of pupils in that 
county. The computation of those ratios shall be performed annually 
by the reporting agency at the time of, and in connection with, the 
second principal apportionment report to the Superintendent of Public 
Instruction. 
   (b) Only those units of average daily attendance for independent 
study that reflect a pupil-teacher ratio that does not exceed the 
ratio described in subdivision (a) shall be eligible for 
apportionment pursuant to Section 42238.5, for school districts, and 
Section 2558, for county offices of education. Nothing in this 
section shall prevent a school district or county office of education 
from serving additional units of average daily attendance greater 
than the ratio described in subdivision (a), except that those 
additional units shall not be funded pursuant to Section 42238.5 or 
Section 2558. 
 

40. The audit team did not fail to consider that CDE was aware of OFY’s use of a 
1.92 FTE factor. Because the issue of whether an FTE factor of 1.92, 1.0, or 
something in between, is now a legal matter before the courts, the audit team 
attempted to present the disputed facts. More importantly, the audit team 
considered the fact that CDE was one of the six entities that had concerns 
regarding OFY’s calculation of FTE and, as a result, requested an audit to 
investigate OFY’s FTE calculations. 

41. OFY is mistaken. The audit team did not ignore any of the information provided 
by OFY. Please see the audit team response numbers 36 and 40. 
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42. The fact that other schools can and have claimed greater than 1.0 FTE is not in 
dispute, rather it is OFY’s method for doing so that is. 

43. The report states that OFY’s teachers do work more than a “typical” teacher. 
However, California State Teachers’ Retirement System regulations are neither 
referenced in nor applicable to the SB 740 funding process. Please see audit team 
response numbers 41 and 42. 

44. The audit report does not state that FTE cannot exceed 1.0. Rather, the report 
presents CDE legal counsel’s opinion that the OFY 1.92 methodology does not 
comply with existing laws and regulations.  

45. The assertion that OFY teachers work more than a typical teacher is 
acknowledged in the audit report. The courts will determine the validity of the 
1.92 calculation.  

46. The audit team finds it surprising that OFY now asserts that the audit team 
response is biased when this notion was not addressed during the exit conference 
with the Hall entities. Rather, as mentioned earlier, this was perhaps the only area 
in which a member of the Hall entities’ exit conference team complimented the 
audit team on its balance and fairness. Please see audit team response number 40. 

47. This statement is inaccurate and it is unclear where the OFY received its 
information that the audit team obtained the data “by phone.” Although the audit 
team provided its findings and supporting data to OFY in June 2006, OFY did not 
share this response with the audit team until it sent its official response to the 
audit report. The audit team verified all of its supporting pupil-to-teacher ratios in 
writing with the exception of Yreka Unified High School District, which the audit 
team verified via the Internet. Please see audit team response number 5 for a more 
detailed response to this issue. The OFY is correct that the verified pupil-to-
teacher ratio for Yreka Unified High School District included special education 
FTEs. However, OFY fails to mention that the ratio also included special 
education ADA. The audit team backed out both the special education ADA and 
FTE, and the pupil-to-teacher ratio for Yreka Unified High School District did not 
change from the 18 to 1 ratio — as reported in Chapter 4.  

48. The audit team responses 1 through 47 reveal that OFY’s allusions to “faulty 
factual premises and improper or erroneous legal conclusions” are false. 

 



The Audit Team’s Comments on the Response from Opportunities for 
Learning  

To provide clarity and perspective, the audit team is commenting on Opportunities for 
Learning’s (OFL) response to the audit. The numbers correspond to the numbers the team 
has placed in OFL’s response.      

1. The OFL’s statement is misleading. Although the culmination of the investigative 
audit is occurring more than a year after it began, OFL and Options for Youth 
(OFY) delayed the audit for several months by failing to provide timely 
information. Furthermore, formal approval of an audit expansion also added 
another month to the process. Therefore, the audit team conducted the actual 
“review” in much less time than 14 months.  

2. This statement by OFL is misleading. Throughout the audit, the audit team shared 
information regarding its findings, including most of the exhibits in the audit 
report. The audit team also briefed OFL regarding all of its findings and the report 
layout on June 14, 2006, shared the Introduction section on June 7, 2006, and 
shared the body of the draft report with OFL at the exit conference on July 13, 
2006. While it is true that OFL had five days to respond to the official draft report 
it received on July 24, 2006, as indicated above, OFL had much more time to 
consider its responses to the major issues.  

3. The OFL’s statements are overly broad and inaccurate—as evidenced by the audit 
team responses below.  

4. This is an overly broad statement by OFL that is misleading and mostly 
inaccurate. As illustrated by the audit team’s responses below, the audit team 
believes it considered all relevant information to reach its conclusions and that, in 
some cases, OFL failed to completely respond to our findings until it provided its 
formal response to the audit report. 

5. This response is the first time OFL has revealed its belief that the pupil-to-teacher 
ratio requirement is only a requirement to receive 100 percent funding. In May 
and June of 2006, the audit team sent OFL all of the data used in its calculations 
for determining the overclaimed apportionment. The OFL focused its responses to 
our findings on the allowability of the teacher “position” rather than the “person.” 
However, the laws seem clear, by requiring the positions to be filled with 
credentialed persons that it is the person that counts. The OFL has based its 
formal response on a new argument that is an inaccurate interpretation of a May 
2002 memo from the California Department of Education (CDE) — without 
consulting the appropriate statute. Specifically, California Education Code 
Section 51745.6 states that charter school funding shall be reduced to the extent 
that its units of average daily attendance (ADA) result in a pupil-to-teacher ratio 
that exceeds that of the comparison district (please see audit team response 
number 31 for the complete text of this law). While meeting this provision is a 
requirement for receiving 100 percent funding, not meeting this requirement is 
still a basis for reductions in funding — regardless of the funding percentage 
received as determined by the SB 740 funding process. Under OFL’s 



interpretation, it could have any pupil-to-teacher ratio if it does not receive 100 
percent funding.  

6. The audit team disagrees with OFL’s characterizations; please see the audit team 
response numbers 21 through 26 for a more detailed explanation. Further, the 
audit team did not fail to consider whether CDE was aware of the calculations, 
noting the CDE was part of the group that requested the investigation into OFL’s 
certificated teacher calculations. 

7. The audit team considered and responded to three rounds of informal written 
feedback from OFL/OFY regarding this audit report. Several of the objections 
raised in OFL’s official written response, while sometimes raised during the audit 
process, were not raised by OFL during the three rounds of informal feedback. 
The OFL/OFY entities, primarily OFL, repeatedly threatened lawsuits when the 
audit team uncovered information that was not supportive of the entities. The 
audit team conducted a thorough review based on available information, including 
all information provided by the entities during the course of the audit. The new 
information presented in the OFL official response indicates that the auditees 
withheld information from the audit team. As such, the audit team has added 
information to the scope and methodology regarding the audit team’s concerns 
that the auditees were not always forthcoming.      

8. This comment is not relevant to the audit report. For the issues reviewed by the 
audit team (such as related party transactions, SB 740 funding percentages, full-
time equivalent teachers (FTE), and ADA, the laws, regulations, and policies are 
the same—regardless of the entity’s legal structure. Furthermore, the audit team 
found that OFY and OFL operated very similarly in all these areas. Moreover, it is 
acceptable, when conducting multiple audits with the same scope, to include 
multiple programs and entities within one report. Generally Accepted 
Government Auditing Standards sections 1.15 and 2.13f clearly address this type 
of reporting.  

9. This is an overly broad statement. The audit team found that during the three 
years reviewed, Educational Dynamics and Partners in Special Education each 
contracted with three public school districts; however, all of the contracts 
reviewed by the audit team have expired.  

10. While it may be that the audit team did not uncover any improper related-party 
transactions related to OFL, the audit team was unable to examine all of the 
records for Education Management Systems.   

11. Neither the CDE nor the county offices of education found “satisfaction in the 
responses provided by OFL” as evidenced by the requests to conduct an 
investigation. Moreover, in some cases, OFL provided the referenced entities with 
incomplete or inaccurate information as evidenced by the FTE disclosures.  

12. As described in the audit report, because of the delayed payments, OFL has 
received the benefit of interest-free financing from OFY. 

13. The audit team agrees that the OFL structure makes the comparison less relevant 
during years with excess revenues. However, if it were completely irrelevant, then 
the audit team questions why OFL and Education Management Systems include a 
fee at all in their approved contract. Moreover, the fee would become relevant 
should the OFL charters experience periods without “excess revenue.”  



14. The audit team did query two OFY board members about the validity of some 
meeting minutes. Both board members told the audit team that they had little 
recollection about the board meetings, which had occurred nearly four years 
earlier, but confirmed to the best of their recollection that the minutes sounded 
accurate. Therefore, the audit team concluded that the value of contacting other 
board members was limited. Moreover, OFL’s last sentence supports our assertion 
that the OFL’s shareholders, John and Joan Hall, exercise control over the 
“management” of the company.   

15. The OFL’s argument is circular and inaccurate. Specifically, OFL states that its 
governing boards take the time to “review and approve the Halls’ employment 
contracts on a regular basis” but that the “salaries paid are entirely immaterial.” 
Moreover, as discussed in the report, the audit team has concerns about the 
decisions reached by the OFL boards because they did not consider all relevant 
compensation factors and because, as OFL acknowledged above, John and Joan 
Hall exercise control over the entities. Again, the audit team agrees that the OFL 
structure makes the salaries paid to the Halls less relevant during years with 
excess revenues. However, the salaries would become relevant should the OFL 
charters experience periods without excess revenue.     

16. The audit team is concerned that OFL believes the non-cash compensation paid to 
the Halls is irrelevant. Because Education Management Systems would not open 
its financial records to the audit team, the audit team could not review the nature, 
purpose, or support for any non-cash compensation received or to determine if its 
credit card policies were as lax as OFY’s.  

17. The audit team is unaware of any basis for suggesting that the Halls would 
sacrifice their salaries that are authorized by the approved employment contracts. 

18. This is an overly broad statement by OFL without specific information as to what 
it disputes. The OFL makes no mention of the specific detailed items in the report 
for which it contends it was not overpaid. Again, this is the first time OFL has 
revealed its concerns to the audit team. Moreover, the audit team agrees that many 
of the items discussed in the chapter are insignificant in terms of dollar amount; 
however, the errors found, if uncorrected, could lead to larger issues. 

19. The last of several responses from OFL to the audit team (related to its double-
counting of certificated administrators’ salaries), which is presented below, 
indicated that OFL’s calculations were deliberate. The response below contains 
other factual inaccuracies concerning the ultimate effect the correct presentation 
would have on the OFL SB 740 funding determination percentages. Specifically, 
the response from the OFL director of finance in September 2005 is as follows:    

The certificated teachers that are included in the $325,861 total are actual 
certificated teachers and, in accordance with the law (SB740), these certificated 
teachers belong on line B.1.a. (i). That’s where these certificated teachers belong. 
The certificated percentage will remain at 42.8%. We do not have to do the reclass. 
We were just being conservative reclassing them out of instructional because they are 
not directly instructional. But, they are actual certificated teachers. As I have said 
previously, we can refile an amended SB740 and exclude the reclass which would 



show the certificated and instructional total percentage at 65.4% instead of the more 
conservative 60.6% which was filed in December 2004.  

What I meant by “there is no line item in the instructional section of the form for 
salaries” is that on lines B.1.b., B.1.c.(i), B.1.c.(ii), and B.1.c.(iii), there is no line 
item for instructional “salaries”. These lines make up the “instructional” section 
(color coded in peach/orange on the attached EXCEL spreadsheet). Once again, we 
do not have to be conservative and do the reclass entry.  

This reclass entry was done in both WSH and BP. In both of these charters, some or 
all of the same certificated teachers earned salaries. So, a consistent reclass was 
done in both charters.  

The issue isn’t whether these employees are certificated or not. They are, in fact, 
certificated teachers and they belong on line B.1.a.(i). This is in accordance with the 
existing law.  

The issue is that you don’t like the way the reclass was made. That’s fine. Once 
again, we do not have to do this reclass. We can take it out. 

20. Although these errors of more than $600,000 did not by themselves adversely 
impact OFL’s funding determination percentages, combining these errors with 
other audit team findings did — as discussed in the report.  

21. The audit team disagrees with OFL and its response in this section. The audit 
team notes that OFL has not addressed the teacher reimbursements or teacher 
mileage payments that the audit team found to be incorrectly categorized. The 
OFL had originally argued that these items should be included as a teacher 
“benefit.”  

22. The OFL has misunderstood the funding requirement. To achieve the 70 percent 
funding level, OFL is correct that it had to spend 60 percent of its total revenue on 
instruction and related services. However, OFL must also spend at least 40 
percent of total public revenues on certificated salaries and benefits. The OFL’s 
statement that 40 percent of the 60 percent spent on instruction and related 
services had to be spent on certificated teacher salaries reflects a flawed 
understanding of the funding requirements. 

23. Because the regulations are silent on the definition of benefits, the audit team 
looked to the SB 740 form and its instructions (CDE developed the regulation, the 
SB 740 form, and its instructions). The instructions clearly include travel, 
conference, and professional development costs for instructional or related 
personnel in the 60 percent category. The SB 740 instructions also state that 
unless otherwise indicated, all financial information shall be presented using the 
definitions in the California School Accounting Manual (CSAM). CSAM clearly 
draws a distinction between “salaries and benefits” and “instructional 
supplies/travel and conference expenses.” Moreover, the definition of benefits in 
CSAM does not include scholarships/education, mileage, teacher reimbursements, 
or anything similar in its list of examples. Specifically, CSAM defines benefits as:  



   Employee benefits. Amounts paid by the [local education agency] on behalf of employees. 
These amounts are not included in the gross salary but are over and above. They are fringe-
benefit payments; and while not paid directly to employees, they are nevertheless part of the cost 
of salaries and benefits. Examples are (1) group health or life insurance payments; (2) 
contributions to employee retirement; (3) OASDI (Social Security) taxes; (4) Workers' 
Compensation payments; and (5) payments made to personnel on sabbatical leave. 

24. The audit team disagrees and notes that OFL has selectively provided information 
to its benefits as noted in the audit team response number 23 and below. 
Specifically, the personnel costs that OFL notes as being related to activities 
“designed to provide motivation…and improvement of skills or personal 
development” is not related to teacher education as OFL infers. Rather, OFL does 
not include the last part of the referenced sentence, which clearly refers to 
including the salaries of teachers who provide things such as athletics, band, or 
choir to the students. 

25. The audit team disagrees for the reasons listed above. Stated more clearly, the 
regulations are silent on the definition of benefits; however, the SB 740 
instructions and CSAM appear to be coordinated. It is noteworthy that after much 
disagreement during the audit, that OFL now does not address its inclusion of 
teacher reimbursements and mileage expenses in the 40 percent category 
(certificated salaries and benefits).   

26. The audit team refers OFL to item IV in the “Summary of ACCS 
Recommendations” that OFL included with its response. Specifically, the memo 
(and the regulations) states, “if a charter does not meet all of the minimum 
requirements to receive 70 percent, then the funding level is zero.”  

27. The audit team did not refuse to review any relevant information during the audit. 
Moreover, neither CDE nor the county offices of education found satisfaction in 
the information provided by OFL, as evidenced by the audit request to conduct an 
investigation into OFL’s certificated teacher expenses. In some instances, as 
discussed in the report, OFL provided the referenced entities with incomplete or 
inaccurate information as evidenced by the FTE disclosures. 

28. The audit team considered all relevant data and reached supported, impartial 
conclusions. In fact, this was perhaps the only area in which a member of the Hall 
entities’ exit conference team complimented the audit team on its balance and 
fairness. Therefore, it is surprising that OFL now states that the audit team has 
compromised its impartiality. Please see the audit team response numbers 5 and 
30. The information presented by the Hall entities supported that other schools 
had claimed FTE rates greater than 1.0 FTE. However, this information did not 
contradict the legal opinion presented by CDE in as much as all the schools that 
did use the 1.0 FTE did not contradict the OFY/OFL legal opinion.  

29. The audit team used the term “generally” due to the 2005 change in law that now 
allows the additional option for schools to use a 25-to-1 comparison ratio. The 
report states that OFL “may” have been overpaid during the audit years because 
the issue is currently before the courts to decide. Moreover, for questionable FTE 
issues, the audit team states that OFL “may” have been overpaid by more than 
$3.6 million because the final determination will need to be made by CDE and 
there are numerous factors and calculations involved.  



30. This is incorrect. Nowhere in the report does the audit team state it failed to 
consider CDE’s position. Please see audit team response number 28. 

31. As noted in audit team response number 5, the OFL has misinterpreted the 
“memo” prepared by CDE and should have consulted the actual code section 
(referenced in the memo) for additional information. The audit team presents 
California Education Code Section 51745.6 below to provide the full context of 
the requirements, which are separate from the funding determination percentage 
rules. Moreover, the audit team did not ignore any of the information provided by 
OFL. 

   The ratio of average daily attendance for independent 
study pupils 18 years of age or less to school district full-time 
equivalent certificated employees responsible for independent study, 
calculated as specified by the State Department of Education, shall 
not exceed the equivalent ratio of pupils to full-time certificated 
employees for all other educational programs operated by the school 
district. The ratio of average daily attendance for independent study 
pupils 18 years of age or less to county office of education 
full-time equivalent certificated employees responsible for 
independent study, to be calculated in a manner prescribed by the 
State Department of Education, shall not exceed the equivalent ratio 
of pupils to full-time certificated employees for all other 
educational programs operated by the high school or unified school 
district with the largest average daily attendance of pupils in that 
county. The computation of those ratios shall be performed annually 
by the reporting agency at the time of, and in connection with, the 
second principal apportionment report to the Superintendent of Public 
Instruction. 
   (b) Only those units of average daily attendance for independent 
study that reflect a pupil-teacher ratio that does not exceed the 
ratio described in subdivision (a) shall be eligible for 
apportionment pursuant to Section 42238.5, for school districts, and 
Section 2558, for county offices of education. Nothing in this 
section shall prevent a school district or county office of education 
from serving additional units of average daily attendance greater 
than the ratio described in subdivision (a), except that those 
additional units shall not be funded pursuant to Section 42238.5 or 
Section 2558. 
 

32. The audit team did not fail to consider that CDE was aware of OFL’s use of a 
1.92 FTE factor. Because the issue of whether an FTE factor of 1.92, 1.0, or 
something in between, is now a legal matter before the courts, the audit team 
attempted to present the disputed facts. More importantly, the audit team 
considered the fact that CDE was one of the six entities that had concerns 
regarding OFL’s calculation of FTE and, as a result, requested an audit to 
investigate OFL’s FTE calculations. 

33. OFL is mistaken. The audit team did not ignore any of the information provided 
by OFL. Please see the audit team response numbers 28 and 32. 

34. The fact that other schools can and have claimed greater than 1.0 FTE is not in 
dispute, rather it is OFL’s method for doing so that is in dispute. 



35. The report states that OFY’s teachers do work more than a “typical” teacher. 
However, California State Teachers’ Retirement System regulations are neither 
referenced in nor applicable to the SB 740 funding process. Please see the audit 
team response numbers 33 and 34. 

36. The audit report does not state that FTE cannot exceed 1.0. Rather, the report 
presents CDE legal counsel’s opinion that the OFL 1.92 methodology does not 
comply with existing laws and regulations.  

37. The assertion that OFL teachers work more than a typical teacher is 
acknowledged in the report. The courts will determine the validity of the 1.92 
calculation.  

38. The audit team finds it surprising that OFL now asserts bias in the report when 
OFL did not address this notion during our exit conference with the Hall entities. 
Rather, as mentioned earlier, this was perhaps the only area in which a member of 
the Hall entities’ exit conference team complimented the audit team on its balance 
and fairness. 

39. The audit team responses numbers 1 through 38 reveal that OFL’s opinions 
related to “faulty factual premises and improper or erroneous legal conclusions” 
are false. 
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