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Dear Ms. Zeigler:

By your letter of October 3, 1984, you have requested
guidance as to when federal funds received by the Office of the
Governor under federal grant programs lose their identity as
federal funds for purposes of spending and matching restric-
tions. You have also asked at what point state funds lose their
state identity for the purpose of compliance with state laws.

As an example of federal funds received by the State of
South Carolina for grant purposes, you had attached to your
letter various documents relating to a grant to a Regional
Transportation Authority under Section 18 of the Urban Mass
Transportation Act. Also attached to your letter was a letter
dated August 14, 1984, from the Urban Mass Transportation
Administration (UMTA) clarifying its position on use of un-
restricted federal funds to match Section 18 funds. It was
stated therein that ' ;

at no time did UMTA make a ruling that : /
Federal funds lose their Federal identity by.. —~u.+.
virtue of passing through a: purchase ofpiir

service contract and therefore can-be used:un
as local match’ for Section 18." It‘has,8. It
however, consistently been UMTA's legal#is s !
interpretation that unrestricted Federal::: T
funds, whether’'received directly by grantee %
or through a purchase of service contract, -
can only be used for half of the local match:

[N

for a Section 18 grant:n i3 ;v-oi .

REQUEST LETTER -5t 1 v



Continuation Sheet Number 2~ . - ~» . - .. =
- To: Helen T;:Zeigler,iSpecial-Assistanti " sizroiw.
. . for Legal Affaiksgal Affairs =~ :
. _March 25, 1886ch 25, 1985

|- _ We must advisemthatawhére alifederalcagencysrchargedcyithharged witt
jmaking grantsktogtheastates,thassinterpreteditherprovidiohs pfovisions «
jits grant progrgmjntherdpterpreftationcmusttbelifollowedrbyfthecwed by the
jstates receivingsgrantifimdsgraWhilenthis OfficetwillOffovideill provide
%guidance ingthéaquestdionse yguehavenasked,hthisaguidanceiisgin’noce is ir
iway intendedapoishpeﬁsédéointprpretationsrﬁuchaaﬁomhesﬁMEAaﬁgihghUMTAvm
iruling, supralinEvenuifaa riildmgi Buchrasithesone citede abovecited above
"should be geémeaﬁekrogeousdby:stateuefficiais§'c6ﬁité¢%ill%b”f‘>7@§iia
regard as controlling " 'a reasonable, consistently applied =
interpretation' of an agency's regulations by the agency charged
with their enforcement.” Allen v. Bergland, 661 F.2d 1001, 1004 :
(4th Cir. 1981). Thus, such rulings must be followed unless and
: until a court says otherwise. Guidance herein is provided for =
% ; those programs for which an agency has not yet made such an=~ | =
% ; ;

interpretation. B

BACKGROUND - FEDERAL FUNDS

As a practical matter, when federal funds are received by
the State or an agency or institution thereof, such funds are
generally required to be deposited in the State Treasury.
Section 129 of Part I of Act No. 512 (1984-85 Appropriations
Act), 1984 Acts and Joint Resolutions, provides in part:

’ : All Federal Funds received shall be
deposited in the State Treasury, if not in
conflict with Federal regulations, and

4 withdrawn therefrom as needed, in the same

i manner as that provided for the disbursement

: of state funds. ... ; '

g Similarly, Section 11-13-125, Code of Laws of South Carolina
(1983 Cum.Supp.), requires that "[a]ll funds received by any
department or institution of the State Government shall be
deposited ... in the State Treasury... ." See also Harris v.-
Fulp, 178 S.C. 332, 183 S.E. 158 (1935); Ops. Atty. Gen. dated
December 12, 1979 and April 5, 1978. Just as for any state-
generated funds, federal funds in the State Treasury must be

appropriated by the General Assembly before expenditure is = - sl

permissible.c Article~X, Section 8 of the StatefConstitution .:-:iiruricn

provides that'[mloney shall be:drawn: from the treasury of the urv of :te
State ... only in pursuance of appropriations made:by law.'" : See law.”
also State ex rel. McLeod v. Mc¢Innis,- 278 S.C. 307, 295°S.E.2d -23 3 %.7%¢

633 (1982); Anderson v. Regan; 53 N.Y.2d 356, 425 N.E.2d 792 (1981); 7
Shapp v.Sloan, 480 Pa. 449, 391 A.2d 595 (1978).- Thus, for at :=. ©

least some purposes,:federal funds assume the characteristics of-.
state funds upon their receipt by the State Treasurer and r o an
appropriation by the: General Assembly.: The authorities cited :ic¢s oiied
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do notuaddréssrcheuidentifiabilitgtofzfedérai fands“oncé ands oni
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Several casésvappéarato anpwerryburuquestlpnalnr5 arge P

P
$In Madden vInUiitddnStatés{ 80 Ft2de6728¢1Et20ir721935),Cfe eraIS) fod:
“funds under:the=National® fhdustrlal RedoveryAct were- allocated’,“"“f'

to the State of Massachusetts to be used for selection and

" employment of persons on government work projects. In Madden;f

funds were intended to be used to pay persons indexing books in -
the Boston Public lerary, but sa1d funds were dlverted to other
uses. The court stated S i : L 3

There is no questlon but that the money to
be expended was earmarked as federal funds
from the time it left the United States
Treasury until paid to employees engaged in
indexing the books in the Boston Public
Library. It follows that any diversion of
those funds from the purpose for which they
were granted was a diversion of federal
money, ... because it constituted a diver-
sion of federal funds from the channels to
which they had been allocated

80 F.2d at 675. While it was argued that the funds became state
funds when received by the State of Massachusetts and that
subsequently title to the funds passed to the city of Boston,
the court reiterated:

All projects carried on with money derived

from the federal government had to be

approved by the Federal Administrator. Any
diversion of such funds from the project to

which they were assigned was a diversion of
government money. As hereinbefore stated,

all funds allotted by the federal government ;qf,:”
for the relief of unemployment. even though:
disbursed by state agenciestwere earmarked'
as federal funds; and if diverted from the -
use for which they wete' granted it consti-
tuted a fraud upon the government. .. uounon,

80 F.2d at 6767 7 ar

Similarly, in Langer v. United States, 76 F.2d 817 (8th
Cir. 1935),  the issue was whether federal funds transferred to - 7=
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the states uhderLthe¢Federal EmefgéncleeliegtAct of11933 ceased1933 cel
'to be federai fundsderThefcourts hHeldcthatsthesd fundstdidonstnds dld ne
‘lose their identityiasifedeta} funds<beciuderthelfederalthe federal
government gouldnstillcinguireids toghéwethe fundswwere beirg were belrg
‘spent. 1/ Therctoutt fiirthericonéludedrthatcindagreementntogreement to
'defeat the dt4tutoryepurposecof thosesfundstwascanuillegal actillegal ac
‘against theaUnited Stat#siand fiottaspardicular stateﬂulSee also. See ai
United States v. Hess, 41 F Supp 197 (W.D. Pa. 1941)‘ Ha o APASRI e :

A case which appears to be dlrectly on p01nt w1th the,kf

Aquestions you have raised is Application of State ex rel.

Department of Transportation, 646 P.2Zd 605 (Okla. 1982).
Federal funds in this case were allocated under the Natlonal

- Railroad Revitalization Act. The Oklahoma Supreme Court con-

sidered whether "federal or private funds, when deposited in the
state treasury in furtherance of programs under the Act, become
ipso facto state funds," and held that "private and federal
fﬁnds, when held by the state in its custodial capacity, retain
their original legal character until they can be expended for
the purposes specified by the Act." 646 P.2d at 607 (emphasis
added). The court stated:

Federal money deposited in the state
treasury pursuant to some grant-in- aid
program is held in trust for a specific
purpose. Like other custodial funds, it
retains its original legal character. The
legislature wields no authority over such
funds. It may not subvert congressional
policy by diverting the money to another

1/ As to continued inquiry or monitoring by the Federal
government after funds have been disbursed to states, see, for
example, Serritella v. Engelman,.339 F.Supp. 738 (D.N 1972)’,
Atlantic County v.. United States Department of Labor, 715 F. 2d IS B
834 (3d Cir. 1983),£Pennhurst State School v. Halderman, 451 . n, &3
U.S. 1, 101°S. Ct.,1531 67 L.Ed.Zd 694, on .remand 673 F.2d 647 TR ik
(1981). From thése cases it is clear that states accept federal = 7
funds conditionally;, agreeing to use such funds as specified bys o cifis
a particular grant program.:t' Failure to do so subjects the states
to repayment to the federal government. The Tenth Amendment is.
not violated by such conditions or requirements.  Bell v. New 1
Jersey, - Uu.S.v. , 103 s.Ct..__ -, 76 L.Ed.2d 312 (1983).
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The State of Oklahoma-has a:'statute- similar ‘to South:r o
Carolina's statute requiring that federal funds be deposited in
the state treasury and thus be subject to appropriation. The .

court commented that the statute's terms . -

N
e

doubtles® refer[] to a course of procedure
which goverme the state treasurer - as
custodian of the fund - in keeping records
~and making payments to claimants. The
agency responsible for receiving and dis-
bursing the funds does not, by virtue of
this procedure, lose control over the
federal funds for which it is responsible,
nor over the manner in which they are
expended or managed.

Id. Since South Carolina's statutes are similar, the same
reasoning might well be applied by a South Carolina court
considering the question.

PRACTICAL APPLICATION

The South Carolina Supreme Court has recognized the

principle that property subject to restitution (such as misspent
federal funds) may, if the property has been converted to a new

or different form or transferred to another person or entity, be
traced equitably to recover the proceeds identified with the
original property which was subject to restitution. The federal
funds would be held in constructive trust by the State Treasurer
and would retain their character as federal funds as such are
appropriate to other political subdivisions or entities. See =
Bank of Williston v. Alderman, 106 S.C. 386, 91 S.E. 296 (I917); -
Dominick v. Rhodes, 202 S.C.-139, 24 S.E.2d 168 {1943); Whitmirey; -~ = -
v. Adams, 273 S.C. 453, 257'S.E.2d 160 (1979)." ~Such”a construc-z = = -
tive trust arises by operation of law and not by action of any icn .

individual. See also. 76 Am.Jr.2d Trusts-§ 221 et seq. " Tan
This Office is advised that, for the most nart, identi- -~ - .- .
fiability of federal funds from the point of receipt by the - . %=
State Treasurer to the ultimate disposal by a particular grant -~ ¢ ..
recipient should not be particularly difficult: A "paper trail"™ . »
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“he utﬁte
Treasurer'sToffice;rby appropriationpbypthei GeneralirAssémblysi Zssembly.
and by dlsbursehendz tbuvarious agenciésuwho;incturn.disburserthéisburse
funds to, féuréxamplefoprovidets,ofiservices~iinder-variousder various
account numbersuat thauvarlousgievels;auhusgvthe probcesstof process of
transferringrfedéralimoniedc thtoughithetvarigistlevelsimay levels ﬂay
easily be tracedvfor equitdblerasqwéllbas legallaccounting acccounting

‘purposes. Should: such“detailed: accounting procedures not béuris natr “ve

followed, it might be a good idea to institute such procedures,,~
in the event that compliance w1th a partlcular grant program
must be demonstrated. . 27 ZARXE S St

A grantee at the local level wouldfmost probably have an
account for federal monies received, perhap®-subdivided into
sub-accounts to identify the several protects for which the
grantee has received funds. Until the point of expenditure of
these funds, the funds are still identifiable as federally
generated. This Office is advised that such identification is
necessary for audit and compliance purposes. The difficulty
enters into the process when the agency or grantee is also
generating earned money in addition to its federal funds; how
such earned funds are to be identified and segregated for
accounting purposes is an accounting problem which is outside
the scope of this Office. 2/

STATE FUNDS

In a manner similar to federal grant programs, state monies
are allocated to agencies, political subdivisions, and other
providers of services by appropriation and in accordance with
state law. You have asked, for purposes of determining
compliance with state laws, at what point state monies lose
their state identity.

2/ Other considerations, of which this Office would have A
no knowledge, include methods of transactions between the-: T nheE
granting and grantee agencies:: whether earned funds or fees for v “:z¢ [
service are generated; and whether special terms andJor:condi=: - ngg
tions would be present in a given grant or contract.r Due to.~ e t
these considerations, each grant or agency must be considered on .7 .4
a case-by-case basis.- Though this Office can advise you on the ~cu -
law generally, it would probably be advisable to consult an . .t .
accountant also as to technicalcaccounting and allocation =~ lon
problems. okl
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. In Monticello Houée,elnc ) Countv of Calhoun 20~}U1§Wu 20
;Mich.App. 169, II3pN.We2d 759 (1969), "Calhoun~ CQunty, Michigany, M gsz:
sleased a nur51ngdhomeutowbe used forHMedicaid-patiéntsid Thel=nts.- The
‘county wouldcbetyeimbuised with':statd funds:for:thencdaré ofihe care of
;these patientsse TheiCourt of'Appeals of Michigancaddressedrthédressed i
iissue of whéther sdchhifunhds were §tate funds: ortecounty:funds;utoy funds,
;determine wHethewrithe plaintlff ‘had:standing £os suecundercas: e under a
‘particular courf-rule. The court héld that whilé state funds = - -
were used for reimbursement to the county, such funds had become

county funds. The case of State v. Lucas, 39 Ohio Op 519, 85

N.E.2d 154 (1949), was cited as authorlty

A o o
a e

In State v. Lucas, a state act approprlated state funds &% A
counties to construct emergency housing for veterans The Ohio —-
Court of Common Pleas noted that -

[t]his fund so appropriated was placed in a
special fund in the Treasury of Franklin
County. Under the act in question it would
not be expended by the County Commissioners
for purposes other than the furtherance of
such project. The fund lost its identity as
a State fund upon being paid to Franklin
County. ... Funds legally appropriated by the
State and paid to a County to be used for a
specific purpose become County funds.

Political subdivisions of the State are
entitled to a share of many funds collected
by the State for express purposes, such as
the gasoline fund, auto tax fund, sales tax
fund, school fund, and others, all of which
by expressed direction of the law must be
used by the Counties and other political sub-
divisions for the purposes provided by
Statute. It would not be contended that any
of such funds, after payment thereof to
political sub-divisions, are still . State-- .. -2.
funds, although collected and distributed‘by?_ T R
the State, although, under the provisions of. ~~:.. = o=
the various statutes, such funds may only be.z .~ L=

legally used for specified purposes.: ~uin-sos
85 N.E.2d at~156-<157.
It would appear that once state funds have been.

lawfully appropriated to counties or other political: S
subdivisions, those’ funds become county funds (or funds of © i ot
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the particulhr subdividion)yhévensthoughesuchtfunda may-béunds may be
spent for ontynthéopurpdsest:forvwhichssfich funds were funds were = .

appropriatedpprBecausedthe?amount ofcauthorttyfonuthisifgsue this issue
is so much lessothanhauthority.onutherfirs¢enissuefraisedsine raised in -
your letterycwe &annot, say Withgabso}utétbertaihtyethattaintykthaqlagg~
iSouth Carolinatbolirtofaced:with fhecdssiithwouldifollowcthd follow the
‘reasoning of-thesentwofcasesy howeverjswyehhave:zprovidedvyourcvided you
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CONCLUSION

While federal funds become state funds upon their
receipt by the State Treasurer for some purposes such as
appropriation, federal funds would actually lose their
identity as federal funds when such are paid to the ultimate
beneficiary for which the funds were granted. Such funds or
their proceeds may be legally or equitably traced to ensure
compliance with statutes or grant requirements, or where
restriction is required. Certain other considerations such
as special terms or conditions, fees paid for services, or
earned revenues may be presented; furthermore, the services
of an accountant may be required to assist in identifying
and segregating earned revenues from grant funds. It would
appear that state funds lose their identity as state funds
upon appropriation to counties or other political sub-
divisions, even though such funds may be limited in their
use, though this conclusion is not entirely free from doubt.
A declaratory judgment by an interested party might be
beneficial in resolving the doubt. A

Furthermore, in those instances where agencies adminis-
tering grant programs have interpreted their grant regula-
tions, such interpretations should be followed by grant
recipients unless or until a court declares otherwise. The
guidance and conclusions stated herein are in no way intended
to supersede any federal rulings or interpretations.

Sincerely, C..ccvaiv,

FPotruecal b (Ehoay 2 i the oy
Patricia D.:Petways . Poooay
Assistant Attorney General::» = .-zl
PDP/djg FLP dig

REVIEWED AND‘AEPROVEﬁ‘ Ys o b0

‘,\,\‘(1

RObert D. Cook:r: 1. toix ‘
Executive Assistant. for Opinions: o iicns



