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Management Update on Two Charter Schools

Introduction

In November 1999, the Office of the Inspector General issued a report entitled A

Management Review of Commonwealth Charter Schools, which examined 24

Commonwealth charter schools and identified weaknesses in the contracting practices,

procurement procedures, and financial management of some charter schools.1  The

Office then undertook a follow-up review of the business operations of certain charter

schools identified in the report as potential sources of risk.

In November 2000, the Office issued a report entitled SABIS International Charter

School: Management Issues and Recommendations.  In January 2001, the Office

issued a report entitled Somerville Charter School: Management Issues and

Recommendations.   In each case, the Office found that the charter school's board of

trustees had not provided effective oversight of the charter school’s finances and

business operations.  Instead, each board had ceded excessive financial control to its

private management contractor.  In doing so, each board had diminished its own

capacity to control the public funds provided to the charter school and to oversee the

management contractor’s performance in administering those funds.

This report provides updated information on changes to each school’s business

operations and contractual relationship with its management contractor instituted in

response to the Office’s findings and recommendations.    The first section of this report

concerns the SABIS International Charter School, and the second concerns the

Somerville Charter School.

                                            
1 The Massachusetts charter school law, M.G.L. c. 71, §89, authorizes the
Massachusetts Board of Education to grant charters to charter schools, which are public
schools managed by public boards of trustees.  A Commonwealth charter school is a
public school that operates independently of any school committee under a five-year
charter granted by the Board of Education.
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 SABIS International Charter School

Background

The Board of Education first awarded a five-year charter to the SABIS International

Charter School in Springfield (“the School”) in March 1995 and renewed the School’s

charter in July 1999.  In August 1995, the School’s Board of Trustees executed a five-

year contract with a private, for-profit company, the Minnesota-based firm of SABIS

Educational Systems, Inc. (“SABIS Inc.”) for comprehensive educational and

administrative management services.2   In March 2000, the Board executed a new five-

year contract with “Springfield Education Management LLC, a Delaware Limited Liability

Company,” a limited liability corporation created by SABIS Educational Systems, Inc. 3

The Board of Education approved a revised version of this contract on March 27, 2001.4

���� �������	� 
���
���� ����� ������� ��� ��� �������� 	�����	� ������ ����� ���� �����

�����������������������������	��995 management contract with SABIS Inc. contained

no performance requirements measuring students’ academic achievement and did not

accurately reflect the School’s actual compensation arrangement with SABIS Inc.   The

1999 report also found that the School’s substantial financial obligations to SABIS Inc.

could render the School excessively dependent on SABIS Inc., that the School exhibited

warning signs of financial problems, and that the School had reportedly failed to take

timely actions to correct internal control deficiencies identified by its independent

auditors.

The major findings of the Office’s subsequent report on the School, SABIS International

Charter School: Management Issues and Recommendations, issued in November 2000,

were as follows:

                                            
2 The 1995 contract was executed with the International School of Minnesota, Inc.,
which transacted business in the Commonwealth as SABIS Educational Systems, Inc.
3 In the interests of clarity and simplicity, this report will continue to refer to this limited
liability corporation as “SABIS Inc.”
4 Under the charter school law, the Board of Education is required to approve the terms
of any charter school contract with a private entity that will provide “substantially all
educational services” to the school.”  [M.G.L. c. 71, §89(j)(5)]
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�� The Board of Trustees had not employed sound business and contract oversight
practices in administering the financial relationship of the School with SABIS Inc.
during the first five years of School operations.

�� The contract with SABIS Inc. executed by the Board of Trustees in March 2000
would significantly increase the School’s exposure to fraud, waste, and abuse. 5

�� The Board of Trustees had not accurately documented its official actions and
policies.

The Office's report offered a series of recommendations designed to strengthen the

Board’s capacity to oversee and control the School’s business operations, including its

contract with SABIS Inc.  The Board’s response to the report acknowledged the need

for improved governance, although the Board expressed disagreement with some report

findings and recommendations.

On December 18, 2000, the Office provided comments to the Department of Education

(“DOE”) regarding a revised version of the Board’s contract with SABIS Inc.  (The

Office's letter to the DOE, discussed in greater detail below, is provided in Appendix A.)

In April 2002, the Office sent a letter to the Board requesting a summary of the Board’s

actions in response to the Office’s November 2000 report on the School and the

outcomes of those actions.  On April 18, 2002, an attorney representing the Board sent

a letter to the Office summarizing actions taken by the Board in response to the Office’s

1999 report as well as the Office’s 2000 report.  (The letter from the Board’s attorney is

provided in Appendix A without the accompanying attachments.)

                                            
5 The Office’s 2000 report noted that the March 2000 version of the contract did include
a number of positive changes in response to the findings of the Office’s 1999 report.
Unlike the School’s 1995 contract with SABIS Inc., the March 2000 version required
SABIS Inc. to meet or exceed specific educational outcomes reflecting students’
academic achievement.  Unlike the 1995 contract, the March 2000 version contained an
explicit compensation provision guaranteeing SABIS Inc. a license fee and a
management fee and permitting reimbursement to SABIS Inc. for “corporate expenses”
only with advance written approval of the Board.
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Management Contract Issues

The Board had executed a new contract with SABIS Inc. in March 2000 and submitted

the new contract to the DOE in April 2000 for review and approval by the Board of

Education, as required by the charter school law.  However, the Board of Education had

not approved the contract as of November 2000, when the Office issued the report

raising concerns regarding the terms of the contract executed by the Board of Trustees

in March 2000.

In November 2000, shortly after the release of the Office’s report, the DOE  provided the

Office with a revised version of the Board’s contract with SABIS Inc. and advised the

Office that the DOE intended to recommend that the Board of Education approve the

revised contract.

In December 2000, the Office wrote a letter to the DOE providing the Office’s comments

on the November 2000 version of the Board’s contract with SABIS Inc.  Noting that

some improvements had been made in response to the Office’s recommendations

regarding the March 2000 version of the contract, the Office advised the DOE that the

new version of the contract did not address several major concerns outlined in the

Office’s November 2000 report and, in some areas, further increased the risks to the

School.  The Office urged the DOE to advise the Board of Trustees to redraft the

contract to reduce the unnecessary risks posed by some provisions.  The Office also

strongly recommended that the DOE reconsider its decision to recommend that the

Board of Education approve the contract.  (The Office’s December 18, 2000 letter to the

DOE is provided in Appendix A.)

On March 27, 2001, the Board of Education approved an amended contract between

the School’s Board and SABIS Inc.  The final contract had been amended to address

several concerns raised in the Office’s December 18, 2000 letter to DOE; however,

several provisions to which the Office had objected were unchanged in the final

contract.
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Scope of SABIS Inc.’s services.  The Office’s November 2000 report found that

although SABIS Inc. had charged the School more than $950,000 in

management fees between 1995 and 1999, the salaries of the on-site staff who

administered the School’s business operations on a daily basis during this period

had been paid by the School rather than by SABIS Inc.  The report

recommended that any new management contract executed by the Board specify

the services the contractor was required to provide as a condition of payment of

the contractually authorized fees, specify the dollar amounts of the fees, and

specify contract staffing requirements for all on-site staff provided and funded by

the contractor.

However, neither the March 2000 version nor the November 2000 version of the

contract with SABIS Inc. specified the services to be provided by SABIS Inc. for

the management fee, nor did either version require SABIS Inc. to provide or pay

staff to manage the School.   The Office’s December 18, 2000 letter to the DOE

stated:

In essence, the revised [November 2000] contract requires the
School to pay [SABIS Inc.] six percent of the School’s public tuition
revenues – at least half a million dollars in annual fees – but does
not require [SABIS Inc.] to provide specific services or staff in
return.  The School should not be permitted to dispense education
funds to [SABIS Inc.] under this fundamentally flawed and
vulnerable arrangement.

The final contract with SABIS Inc. approved by the Board of Education in March

2001 contained new language clarifying that SABIS Inc.’s management fee

would cover only costs related to SABIS Inc.’s off-site employees:

The management fee shall cover [SABIS Inc.’s] employee
salaries and costs related to off-site employees, but shall not be
applied toward on-site employee salaries, costs or expenses,
including the director and other administrative positions.  All on-site
employment related expenses (i.e. director, administrative
positions, teachers, etc.) shall be paid from the annual budget
approved by the Board of Trustees as set forth herein.  [Emphasis
added.]
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However, the final contract did not specify the services to be provided to the

School by SABIS Inc.’s off-site employees.

SABIS Inc.’s expense reimbursements.  The Office’s November 2000 report

found that the Board had authorized more than $300,000 in reimbursements to

SABIS Inc. for “corporate support” expenses that were not authorized by the

1995 contract or substantiated with invoices.  The report recommended that any

new management contract specify allowable reimbursements, if any, and require

the contractor to submit invoices and written justification for all expenses

submitted for reimbursement.

In response to these concerns and recommendations, the March and November

2000 versions of the School’s contract with SABIS Inc. contained a provision

authorizing SABIS Inc. to be reimbursed for expenses only with advance written

approval of the Board.  The November 2000 contract version also stated that the

Board would approve for reimbursement only those expenses determined to be

“beyond the scope of the management services for which [SABIS Inc.] is being

compensated by the management fee.”  However, neither version specified the

allowable reimbursements or required SABIS Inc. to submit invoices

substantiating its reimbursement requests.

The Office’s December 18, 2000 letter to the DOE noted that because the

November 2000 version did not specify the services to be provided by SABIS Inc.

in return for the management fee, the contract provision governing

reimbursement of expenses had little meaning and could not be enforced.  In

response, the final contract approved by the Board of Education included a

provision requiring SABIS Inc. to submit “appropriate documentation (i.e.

invoices)” to the Board of Trustees in order to be entitled to reimbursement for

contract-related expenses.  In the April 18, 2002 response to the Office, the

Board’s attorney stated:  “The [Board’s] Finance Committee now reviews on a

monthly basis all income and expenses of the School.”
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Thus, the final contract with SABIS Inc. approved by the Board of Education

contained additional safeguards over the School’s expense reimbursements to

SABIS Inc.  However, its lack of specificity regarding the scope of the services

covered by SABIS Inc.’s management fee rendered the Board vulnerable to

requests for reimbursement of expenses for items or services that should be

covered by SABIS Inc.’s management fee.

SABIS Inc.’s financial control over the School.  The Office’s November 2000

report found that the March 2000 version of the contract with SABIS Inc. would

significantly increase SABIS Inc.’s financial control over the School while

reducing Board oversight by requiring the Board to transfer all School funds,

except those funds budgeted for Board operations, to SABIS Inc.  The contract

would therefore give SABIS Inc. responsibility for managing all School funds

except those funds budgeted for Board operations.  The report stated that SABIS

Inc. had consistently failed to institute sound business systems and practices

over a four-year period despite repeated findings by the School’s auditors of

major internal control weaknesses in the School’s Business operations.  Thus,

the report argued that increasing SABIS Inc.’s control over School finances

would be extremely risky and unwise as well as inappropriate.  The report

recommended that the Board draft a new contract that would ensure appropriate

restrictions on the management contractor’s access to School funds.

The November 2000 version of the contract included a provision stating that all

funds received on behalf of the School would initially be deposited in a Board

account and that funds budgeted for the operation of the School would be

deposited in a School operating account on a quarterly basis.  Expenditures from

the School operating account would be made only in accordance with the budget

and upon approval in writing by the School Director or the Business Manager to

whom the Director might delegate this responsibility.

It was unclear whether or not this provision would reduce SABIS Inc.’s control

over School funds.  The contract also provided that SABIS Inc. would hire all
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School personnel, including the Director and the Business Manager.  The

contract also stated that the Director would report to both the Board and to

SABIS Inc.  The Office’s December 18, 2000 letter to the DOE noted:

This confusing organizational structure could create conflicts of
interest for the Director and the Business Manager, neither of
whom could effectively serve the interests of both parties to the
contract.

The provision stating that expenditures from the School’s operating account

would be made upon approval in writing by the Director or the Business Manager

did not appear in the final contract approved by the Board of Education.  Thus,

the final contract did not specify who would control this account, nor did it restrict

SABIS Inc.’s access to this account.

SABIS Inc.’s control over the School’s budget.  Under the charter school law,

the Board of Trustees is responsible for supervision and control of the School

and for development of the School’s annual budget.6  The budget is an essential

public policy tool that serves as a guide for School expenditures and ensures that

School funds are spent in accordance with the board’s decisions and priorities.

As the public body responsible for governing the school, the Board is thus

obligated under the charter school law to approve a budget that reflects its

decisions and priorities each year.

The Office’s December 18, 2000 letter to the DOE expressed concern regarding

the provision in the November 2000 version of the contract requiring the Board to

reach agreement with SABIS Inc. on the School’s budget each year and stating

that any “open issues” on which agreement had not been reached would be

submitted to binding arbitration, a requirement that appeared to conflict with the

charter school law.   The Office’s letter to the DOE stated:

The interests of a public school may differ from those of a private,
for-profit company providing services under contract to the school.

                                            
6 M.G.L. c. 71, §89(x).
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The Board – and only the Board – should have the final authority to
determine the School’s budget.  No other party should be permitted
to overrule the deeply held convictions of the public body charged
by law with the responsibility to govern the School.

The final contract approved by the Board of Education stated that budget

disagreements between the Board and SABIS Inc. would be subject to mediation

rather than binding arbitration.

Surplus School revenues paid to SABIS Inc.  The Office’s November 2000

report found that the March 2000 version of the School’s contract with SABIS Inc.

would significantly increase SABIS Inc.’s potential compensation without

changing the functions for which SABIS Inc. had been responsible:  in addition to

paying SABIS Inc. a license fee, a management fee, and corporate expense

reimbursements, the School would be required to pay SABIS Inc. all surplus

School funds at the end of every fiscal year.  The Office’s report noted that a

compensation provision that bases a management contractor’s payment on the

charter school’s surplus revenues at the end of the fiscal year creates a

disincentive for the management contractor to make or recommend certain

expenditures that may be warranted, since any expenditure reduces the school’s

potential surplus and, thus, the contractor’s compensation.  In addition, this type

of compensation provision eliminates the opportunity for a school to reinvest

surplus funds in school operations and to share in the financial benefits of any

efficiency measures or cost-saving strategies during the fiscal year.  The Office

recommended that the Board of Education disapprove any contract with SABIS

Inc. containing this provision.

The Office’s December 18, 2000 letter to the DOE reiterated the Office’s

objection to this contract provision.  The Office also expressed concern regarding

a contract provision prohibiting the Board of Trustees from withholding approval

of SABIS Inc.’s proposed budget “for the sole purpose of diminishing year-end

operating balances.”  Although this provision suggested that the year-end

operating balance to be paid to SABIS Inc. would be included in the School’s
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budget, along with the management fee, license fee, and reimbursements paid to

SABIS Inc., the November 2000 version of the contract did not specify or set an

upper limit on the year-end operating balance that would be included in the

School’s budget.  The Office’s letter stated:

This open-ended arrangement impedes the Board’s ability to
allocate public education funds in service of the School’s
educational mission and poses substantial financial risks to the
School.

These provisions were unchanged in the final contract approved by the Board of

Education.

Negotiated contract extensions.  The Office’s November 2000 report criticized

a provision of the March 2000 version of the School’s contract with SABIS Inc.

providing for an indefinite contract term (subject only to the renewal of the

School’s charter and the provisions of the charter school law, School policies

developed in conjunction with SABIS Inc., and all other applicable federal and

state laws and regulations).  The Office’s report noted that contracting with

SABIS Inc. to furnish services for an indefinite term would insulate SABIS Inc.

from competition in the future, thereby reducing its incentives to provide efficient,

high-quality services to the School.  The report recommended that any new

management contract executed by the Board specify a contract term of no longer

than five years.  The report also recommended that any new contract require the

Board to conduct and document a comprehensive evaluation of the contractor’s

performance prior to any renewal or extension of the contract.

The November 2000 version of the School’s contract with SABIS Inc. limited the

contract length to three consecutive five-year terms and gave both parties the

option to extend the contract beyond the initial five-year term.  However, the

November 2000 version also included a provision permitting both parties to

renegotiate any and all terms and provisions of the contract in exercising the

extension options.
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Thus, the November 2000 version permitted the noncompetitive negotiation of a

new contract with the exercise of each option to extend.  The Office’s December

18, 2000 letter to DOE noted:

Giving a contractor the option to extend a public contract -- and
foregoing the benefits of market-driven competition for 15 years --
is an unsound contracting approach.  If the Board were to exercise
sound business practices in future contracts, the Board would
establish the major terms and conditions of the contract prior to
soliciting competitive proposals from qualified education
management companies.

The Office also noted that the November 2000 version of the contract stated that

“open issues” resulting from the noncompetitive contract negotiations between

the Board of Trustees and SABIS Inc. would be referred to binding arbitration,

thereby allowing for the possibility that a third party could set the terms and

conditions of this public contract.  The provisions discussed above were

unchanged in the final contract approved by the Board of Education.

Dispute resolution and termination provisions.  The Office’s November 2000

report criticized a provision in the March 2000 version of the School’s contract

with SABIS Inc. that would allow SABIS Inc., but not the School, to terminate the

contract after five years.  The report also objected to a separate provision that

would allow the Board to terminate the contract only if an arbitrator determined

that SABIS Inc. either could not or would not remedy a material breach either of

the contract or of law.  The report argued that both provisions could undermine

the School’s capacity to hold SABIS Inc. accountable for fulfilling the contract’s

educational performance requirements.   These provisions were omitted from the

final contract approved by the Board of Education.

Sound business practices.  The Office recommended to the DOE that the

November 2000 version of the contract be amended to include provisions

requiring SABIS Inc. to adhere to sound business practices such as

implementation of internal controls, written accounting procedures, competitive
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procurement procedures, and record-keeping systems.  The final contract

approved by the Board of Education did not include such provisions.

Selection and Engagement of the School’s Independent Auditor

The Office’s November 2000 report found that the Board had inappropriately ceded

responsibility to SABIS Inc. for selecting and engaging the services of the School’s

independent auditor.7  Board minutes showed that SABIS Inc. had selected and

engaged the services of a Minnesota audit firm for the School’s 1998 fiscal year audit.8

The  November 2000 report stated that the arrangement raised serious concerns about

the independence of the School’s audits and recommended that the Board directly

select, contract with, and oversee the School’s independent auditor.

In April 2002, the Board’s attorney advised the Office that the Board had initiated the

practice of selecting, engaging, and paying the School’s independent auditor.  The

Board’s attorney provided the Office with minutes of a May 23, 2001 Board meeting

showing that the Board had voted unanimously to appoint a certified public accounting

firm to perform the School’s annual independent audit.

Financial Condition of the School

The Office’s 1999 report found that the School had exhibited warning signs of financial

problems that, if uncorrected, could jeopardize its future viability.  The report noted that

between June 30, 1997 and June 30, 1998, the School’s current ratio – i.e., the ration of

current assets to current liabilities – dropped from 1.32 to .74, according to the School’s

audited financial statements.  The 1998 audited financial statements showed that the

School’s outstanding financial obligations to SABIS Inc. had increased from $375,650 at

the end of the 1997 fiscal year to $967,095 at the end of the 1998 fiscal year.  The

School had deferred payment of hundreds of thousands of dollars in fees and interest

                                            
7 The charter school law requires each charter school to obtain an annual, independent
audit of its accounts and file the audit each year with the DOE and the State Auditor.
[M.G.L. c. 71, §89(hh)]
8 SABIS Inc. had selected this audit firm to conduct audits of all schools operated by
SABIS Inc. in the United States.
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charges owed to SABIS Inc. in each year.  In addition, the School’s expenditures

exceeded its revenues by $361,436 in the 1998 fiscal year, according to the audited

financial statements for that year.

In April 2002, the Board’s attorney forwarded a letter dated April 24, 2002 from the

School’s independent auditor to the Board, stating:

The [Office’s 1999] report identified warning signs that occurred between
fiscal year end 1997 and 1998.  These included a decrease in the current
ratio, an increase in the amount the School owed [SABIS Inc.] and an
excess of expenditures over revenues in 1998.  Since that time Moriarty &
Primack, P.C. has audited the School each year (June 30, 1999 through
June 30, 2001).  The School’s current ratio has steadily increased.  At the
end of fiscal 2001 it was 1.3.  Revenues have exceeded expenditures
increasing the net assets of the School to approximately $760,000 at June
30, 2001.   The School continues to have a balance due to [SABIS Inc.]
each June 30th.  This is due to the fact that [SABIS Inc.] advances funds
on a short-term basis for operating expenses as the School’s cash flow
diminishes just prior to tuition payments by the State.  When the tuition
payments are received the School repays [SABIS Inc.] in full.  Beginning
in fiscal year 1999, the School has repaid these advances within 30 days
after the end of the fiscal year.

Internal Controls

The Office’s 1999 report found that the School’s auditor had identified internal control

deficiencies that could adversely affect the efficiency and integrity of the School’s

business operations9 and that the School had reportedly failed to take prompt action to

strengthen its operating procedures in response to the auditor’s findings.

The previously cited letter from the School’s independent auditor to the Board dated

April 24, 2002 stated:

Areas of concern in the past have included: documentation of the financial
transactions between the School and [SABIS Inc.], timely reconciliations of
account balances and an inventory of the School’s fixed assets.  We are

                                            
9 The term “internal controls,” sometimes referred to as “management controls,” refer to
the policies, procedures, and organizational arrangements that organizations use to
plan, budget, manage, and evaluate their operations.
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pleased to report that during the 2001 audit we noted that only the
inventory of fixed assets remained an outstanding issue.  The School’s
management has represented that this will be completed prior to June
2002.

Documentation of Official Board Actions and Policies

 The Office’s November 2000 report found that the Board had not accurately

documented its official actions and policies.  The minutes of 27 meetings held by the

Board between June 1995 and November 1999 contained no documentation of any

discussion or recorded votes on the annual school budget, deferred fees and charges

owed to SABIS Inc., corporate support expense reimbursements to SABIS Inc., or loans

from SABIS Inc.  The report also found that the Board had not documented its decision

to amend its official student enrollment policy in order to accord preference to children

of Board members.  Noting that the Board had recently adopted a new open meeting

law policy, the Office’s report recommended that the Board accurately document all

other major policies and, if required, submit them to the Board of Education for

approval.

In April 2002, the Board’s attorney advised the Office that the Board had hired an

independent company to tape and transcribe meeting minutes and that the Board no

longer provided preferential treatment to children of Board members.
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Somerville Charter School

Background

The Board of Education first awarded a five-year charter to the Somerville Charter

School (“the School”) in March 1996 and renewed the School’s charter in February

2001.  In October 1996, the School executed a five-year contract with SABIS

Educational Systems, Inc. (“SABIS Inc.”) for comprehensive educational and

administrative management services.

�����������	�
���
������������������������������	�����	������������������
�������

�������� �������	� management contract with SABIS Inc. contained no performance

requirements measuring students’ academic achievement, included a surplus revenue

compensation provision that posed unwarranted risks to the School and the taxpayers,

and did not accurately reflect the School’s actual compensation arrangement with

SABIS Inc.  The 1999 report also found that the School’s substantial financial

obligations to SABIS Inc. could render the School excessively dependent on SABIS

Inc., that the School exhibited warning signs of financial problems, and that the School

had reportedly failed to take timely actions to correct internal control deficiencies

identified by its independent auditors.

The major findings of the Office’s subsequent report on the School, Somerville Charter

School:  Management Issues and Recommendations, issued in January 2001, were as

follows:

�� The Board of Trustees had given SABIS Inc. excessive control over the School’s
operating funds.

�� The School’s management organization had impeded Board oversight of the
SABIS Inc. contract and full Board access to essential School documents and
information.

�� The Board of Trustees had inappropriately ceded responsibility to SABIS Inc. for
selecting and engaging the services of the School’s auditor.
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�� The surplus provision contained in the School’s 1996 contract with SABIS Inc.
was disadvantageous to the School.

�� The Board’s Finance Committee Chair and the Director of the School appeared
to hold conflicting views of loan agreements between the School and SABIS Inc.

�� Although the Board maintained detailed minutes of its regular meetings, it did not
maintain records of its executive sessions.

The report offered a series of recommendations designed to strengthen the Board’s

capacity to oversee and control the School’s business operations, including its contract

with SABIS Inc.  In response to the report, the Board stated that it planned to use the

Office’s report as a resource in strengthening the School’s financial and management

structure.

In April 2002, the Office sent a letter to the Board of Trustees requesting a summary of

the Board’s actions in response to the Office’s January 2001 report on the School and

the outcomes of those actions.  On behalf of the Board, a Board Trustee sent a detailed

response received by the Office in April 2002.  (The letter from the Board Trustee is

provided in Appendix A.)

Management Contract Issues

The Office’s January 2001 report findings highlighted risks posed to the School and its

stakeholders by the School’s management contract with SABIS Inc.  The report focused

on four contract-related issues:  SABIS Inc.’s control over School funds, SABIS Inc.’s

control over the School budget, the School’s management organization, and the surplus

revenue compensation provision contained in the contract.  The Office’s specific

concerns and recommendations pertaining to these issues are discussed in more detail

below.

SABIS Inc.’s control over School funds.  The Office’s January 2001 report

found that the Board had allowed SABIS Inc. to deposit School funds in an

operating account under SABIS Inc.’s exclusive control.  Without access to or

control over the School’s operating account, the Board lacked the capacity to
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control and safeguard School funds in accordance with its statutory and fiduciary

responsibilities.  The Office’s report recommended that if the Board elected to

continue to contract for management of the School’s business operations, the

Board should ensure that the new contract enabled the Board to exercise

appropriate oversight and control over School resources and operations.

SABIS Inc.’s control over the School budget.  Under the charter school law,

the Board of Trustees is responsible for supervision and control of the School

and for development of the School’s annual budget.10  The budget is an essential

public policy tool that serves as a guide for School expenditures and ensures that

School funds are spent in accordance with the board’s decisions and priorities.

As the public body responsible for governing the school, the Board is thus

obligated under the charter school law to approve a budget that reflects its

decisions and priorities each year.

The Office’s January 2001 report criticized a provision of the School’s 1996

contract with SABIS Inc. requiring the School and SABIS Inc. to agree on the

School’s annual and projected budgets prior to the start of each school year.  By

allowing SABIS Inc. to have excessive budgetary control, the Board had

undermined its own capacity to protect the financial interests of the School.  The

Office’s report recommended that the Board oversee the preparation and

execution of the School’s annual budget.

The School’s management organization.  The Office’s report found that the

School’s management organization had impeded Board oversight of the contract

with SABIS Inc. and full Board access to essential School documents and

information.  Although all School staff were public employees paid from a Board-

controlled account, they reported to and were supervised by SABIS Inc.  Under

this organizational arrangement, the Board could not effectively monitor and

oversee SABIS Inc.’s performance under the contract.  The report recommended

                                            
10 M.G.L. c. 71, §89(x).
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that the Board consider managing the School’s business operations with its own

staff when the School’s 1996 contract with SABIS Inc. expired in 2001.

Surplus School revenues paid to SABIS Inc.  The School’s 1996 contract with

SABIS Inc. provided that SABIS Inc. was entitled to retain any surplus revenues

remaining after all School expenses had been paid each year.   A compensation

provision that bases a management contractor’s payment on the charter school’s

surplus revenues at the end of the fiscal year creates a disincentive for the

management contractor to make or recommend certain expenditures that may be

warranted, since any expenditure reduces the school’s potential surplus and,

thus, the contractor’s compensation.  In addition, this type of compensation

provision eliminates the opportunity for a school to reinvest surplus funds in

school operations and to share in the financial benefits of any efficiency

measures or cost-saving strategies implemented during the fiscal year.  The

Office’s January 2001 report recommended that if the Board elected to continue

to contract for management of the School’s business operations, the Board

should discontinue the practice of allowing the management contractor to retain

all surplus School revenues.

In April 2002, the Board Trustee advised the Office that the Board had studied the

option of separating the business and educational management functions of the

School’s operations in the spring of 2001 and had proposed to SABIS Inc. that these

functions be separated.  According to the Board Trustee, however, the Board’s

subsequent contract negotiations with SABIS Inc. were unsuccessful.  Thus, in

November 2001, the Board voted not to pursue contract negotiations with SABIS Inc.

and, instead, to take over complete business and educational management of the

School as of December 1, 2001.  In November 2001, the Board also hired an interim

Director of Business and Finance, according to the Board Trustee.  In light of the

Board’s decision to manage the School directly rather than contracting with a private

firm for School management, the contract-related findings and recommendations

contained in the Office’s January 2001 report were no longer applicable as of late 2001.
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Selection and Engagement of the School’s Independent Auditor.

The Office’s 2001 report found that the Board of Trustees had inappropriately ceded

responsibility to SABIS Inc. for selecting and engaging the services of the School’s

independent auditor.11 The report stated that the arrangement raised serious concerns

about the independence of the School’s audits and recommended that the Board

directly select, contract with, and oversee the School’s independent auditor.

In April 2002, the Board Trustee advised the Office that in September 2001, the Board

had hired an independent certified public accounting firm to perform the annual audit

and to advise the Board on financial issues.

Executive Session Minutes

The Office’s 2001 report found that although the Board maintained detailed minutes of

its regular meetings, it did not maintain minutes of its executive sessions.  Under the

open meeting law, boards of trustees are required to maintain minutes that set forth the

date, time, place, members present or absent, and actions taken of each meeting,

including executive sessions.12  The report recommended that the Board of Trustees

seek guidance regarding its fiduciary duty and establish procedures to comply with the

requirements of the open meeting law.

In April 2002, the Board Trustee advised the Office that the Board had adopted written

procedures on compliance with the open meeting law, particularly with respect to

executive sessions.

                                            
11 The charter school law requires each charter school to obtain an annual, independent
audit of its accounts and file the audit each year with the DOE and the State Auditor.
[MG.L. c. 71, §89hh]
12 M.G.L. c. 30A, §11A½.
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Appendix A:  Charter School Correspondence

1.� Letter from the Office of the Inspector General to the Department of Education,
December 18, 2000.

2.� Letter (without attachments) from an attorney representing the SABIS International
Charter School Board of Trustees to the Office of Acting Inspector General Gregory
W. Sullivan, April 18, 2002.

3.� Letter from a Trustee representing the Somerville Charter School Board of Trustees
to the Office of Acting Inspector General Gregory W. Sullivan, undated (received in
April 2002).



A1:  Letter from the Office of the Inspector General to the Department of Education



David P. Driscoll, Commissioner     Page 2
Department of Education
December 18, 2000

and pay staff to manage the School.   In essence, the revised contract requires the
School to pay SEM six percent of the School’s public tuition revenues – at least half a
million dollars in annual fees – but does not require SEM to provide specific services or
staff in return.  The School should not be permitted to dispense education funds to SEM
under this fundamentally flawed and vulnerable arrangement.

2. Like the previous contracts, the revised contract authorizes SEM to be
reimbursed for expenses without specifying the allowable reimbursements or
requiring SEM to submit invoices substantiating its reimbursement requests.

Although SEM will receive management and license fees under the contract, the
contract also entitles SEM to reimbursement for expenses related to performance of the
contract.  The contract indicates that the Board will approve for reimbursement only
those expenses determined to be “beyond the scope of the management services for
which SEM is being compensated by the management fee.”  However, because the
contract does not specify the services to be provided by SEM in return for the
management fee, this provision has little meaning and cannot be effectively enforced.
My November 2000 report found that the Board of Trustees had authorized more than
$300,000 in questionable and unsubstantiated reimbursements to SABIS Educational
Systems, Inc.  The revised contract provides no meaningful safeguards to prevent a
similar scenario in the future.

3. The budget approval provisions of the revised contract appear to violate the
charter school law and will undermine the capacity of the Board of Trustees to
supervise and control the School’s finances.

Under the charter school law, the Board of Trustees is responsible for supervision
and control of the School and for development of the School’s annual budget.  The
budget is an essential public policy tool that serves as a guide for School expenditures
and ensures that School funds are spent in accordance with the Board’s decisions and
priorities.  As the public body responsible for governing the School, the Board is thus
obligated under the charter school law to approve a budget that reflects its decisions
and priorities each year.  However, the revised contract requires the Board of Trustees
to reach agreement with SEM on the School’s budget each year.  Furthermore, the
revised contract provides that any “open issues” on which agreement has not been
reached must be referred to binding arbitration.  This provision appears to conflict
directly with the charter school law; it also raises serious public policy concerns.  The
interests of a public school may differ from those of a private, for-profit company
providing services under contract to the school.  The Board – and only the Board –
should have the final authority to determine the School’s budget.  No other party should
be permitted to overrule the deeply held convictions of the public body charged by law
with the responsibility to govern the School.
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4. Like the contract executed in March 2000, the revised contract gives SEM
excessive control over the School’s operating account.

The revised contract states that all funds received on behalf of the School will be
deposited initially in an account in the name of the Board of Trustees.  The contract then
states that on a quarterly basis, “funds allocated in the Budget for the operation of the
School shall be deposited in a School operating account.  Expenditures from the School
operating account shall be made only in accordance with the Budget (as it may be
modified by agreement from time to time) and upon approval in writing by the Director or
the Business Manager to whom the Director may delegate this responsibility.”  In its
response to my Office’s November 2000 report, the Board of Trustees advised the
Office that the Business Manager is “responsible to the Board.”  However, the revised
contract states that SEM will hire all School personnel, including the Director and the
Business Manager.  The revised contract also states that the Director “shall report to the
Trustees and to SEM.”  This confusing organizational structure  could create conflicts of
interest for the Director and the Business Manager, who cannot effectively serve the
interests of both parties to the contract.

5. The revised contract contains unfavorable provisions regarding the surplus
School revenues to be paid to SEM.

Under the revised contract, the School is required to pay its year-end operating
balance, or surplus, to SEM.  My November 2000 report recommended against paying
SEM the School’s surplus on the grounds that this arrangement would significantly
increase SEM’s potential compensation while eliminating the School’s ability to invest in
School programs and operations.  This surplus provision is also disadvantageous to the
School because it creates an incentive for SEM to underbudget revenues and
overbudget expenses, and a disincentive for SEM to expend funds in the School’s
interest.

Moreover, the revised contract prohibits the Board from withholding approval of
SEM’s proposed budget “for the sole purpose of diminishing year-end operating
balances.”  This language suggests that the year-end operating balance to be paid to
SEM will be included in the School’s budget, along with the management fee, license
fee, and reimbursements to be paid to SEM.  However, the revised contract does not
specify or set an upper limit on the year-end operating balance that will be included in
the School’s budget.  This open-ended arrangement impedes the Board’s ability to
allocate public education funds in service of the School’s educational mission and poses
substantial financial risks to the School.

6. The revised contract contains contradictory provisions regarding SEM’s
responsibility for the School’s operating deficits.

Although the revised contract states that SEM will bear “sole financial responsibility”
for any negative year-end operating balance, the contract also states that SEM will be
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allowed to “recover any accumulated deficits,” defined as “prior year losses” in
connection with a negative year-end operating balance.  The latter provision indicates
that SEM will not be required to bear sole financial responsibility for operating losses,
even if these losses are caused by SEM’s inefficiency.  Instead, the latter provision
allows SEM to accumulate and “recover” any deficits.

7. The revised contract allows the School and SEM to renegotiate the contract
without competition and could allow a third party to decide the terms and
conditions of future contracts.

Although the DOE has advised charter schools that they are required to adopt
competitive procurement procedures as a condition of their charters, the revised
contract states that the School and SEM have the option to extend the contract for two
additional five-year terms.  Since the two parties may renegotiate any and all terms and
conditions of the contract, this “option to extend” amounts to a noncompetitive
negotiation of a new contract.  Giving a contractor the option to extend a public contract
– and foregoing the benefits of market-driven competition for 15 years – is an unsound
contracting approach.  If the Board were to exercise sound business practices in future
contracts, the Board would establish the major terms and conditions of the contract prior
to soliciting competitive proposals from qualified education management companies.
However, the revised contract states that “open issues” resulting from the
noncompetitive contract negotiations between the Board and SEM may be referred to
binding arbitration. In effect, this provision could allow a third party to set the terms and
conditions of this public contract.  There is no justification for ceding the Board’s control
over the School’s contract to SEM or a third party.  SEM clearly recognizes the
disadvantages of this approach:  the revised contract states that SEM’s percentage fees
will not be subject to arbitration.

8.   Additional contract issues.

My Office’s limited review disclosed additional concerns regarding the revised
contract, including the following

• The revised contract contains no provisions relating to internal controls, written
accounting procedures, competitive procurement procedures, or record-keeping.
Since the DOE has advised charter schools that they are required to adhere to
sound business practices as a condition of their charters, the contract should
incorporate these requirements.

• The revised contract contains an inappropriate reference to the School’s lease
payments to the company, which are governed by a separate contract that
should have no bearing on this contract.
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