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Introduction
The annual statutorily required audits conducted by independent certified public accountants and the
average daily membership (“ADM”) calculations completed by the Arizona Department of Education
(“Department”) using student attendance data submitted to the Department by the charter holder
provide the information necessary to determine a charter holder’s performance on the Financial
Performance Framework’s (“financial framework”) six measures.
For each measure, this document identifies how performance is calculated and where to find the
information used to determine a charter holder’s performance. This charter holder resource should be
used together with the Measures and Summative Performance Ratings Guide available on the Board’s
website in the “Financial Performance Framework” section.
Since a large percentage of the Board’s charter contracts are with non-profit entities, throughout this
document the financial statements will be referred to using non-profit terminology. The financial
statement names used in non-profit and for-profit audits are identified below.
Non-profit

For-profit

Statement of Financial Position

Balance Sheet

Statement of Activities and Changes in Net
Assets (referred to as Statement of Activities)

Income Statement

Statement of Cash Flows

Statement of Cash Flows

Going Concern
Accounting principles require charter holder management to evaluate their entity’s ability to continue
operating. The assumption is that the entity intends and is able to continue to engage in its activities. If
management’s evaluation identifies no conditions or events that raise substantial doubt about their
entity’s ability to continue operating, then no further action is required of management and no
disclosure is required in the entity’s financial statements. However, if conditions or events are identified
that do raise substantial doubt, then management must evaluate its plans related to these conditions or
events, determine whether its plans alleviate the substantial doubt about the entity’s ability to continue
operating, and make certain disclosures in the entity’s financial statements.
Under auditing standards, the charter holder’s independent CPA audits the conclusion reached by
management.

Substantial Doubt Raised and Not Alleviated by Management’s Plans
If the charter holder’s audit raises substantial doubt about the charter holder’s ability to continue
operating and this doubt is not alleviated by management’s plans (see example on next page), then the
charter holder receives a “Below Standard” on this measure. Under this scenario, the Independent
Auditor’s Report will include an “emphasis of matter” or similar paragraph that begins “The
accompanying financial statements have been prepared assuming...” If the “emphasis of matter”
paragraph does not include this language, see the “Substantial Doubt Raised and Alleviated by
Management’s Plans” subsection.
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Substantial Doubt Raised and Alleviated by Management’s Plans
If the charter holder’s audit raises substantial doubt about the charter holder’s ability to continue
operating and this doubt is alleviated by management’s plans, then the charter holder receives a “Below
Standard” on this measure. Under this scenario, disclosure will typically only be made in the notes to the
audited financial statements (see examples below).
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In some cases (see example below), disclosure in the notes to the audited financial statements may be
accompanied by an “emphasis of matter” disclosure in the Independent Auditor’s Report. This
“emphasis of matter” disclosure will differ from the one addressed in the “Substantial Doubt Raised and
Not Alleviated by Management’s Plans” subsection as it will not include “The accompanying financial
statements have been prepared assuming...” language.

As evidenced in this subsection, there is no standard location or identifying phrase for these disclosures.
Therefore, it may be necessary to read through all financial statement notes and not rely on the
presence or absence of a certain heading.
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Default
Agreements charter holders have with lenders and landlords include terms and requirements,
sometimes referred to as covenants. Covenants may require the charter holder to meet certain financial
ratios or to timely submit financial reports. Failure to timely make payments or comply with other
covenants may result in the lender or landlord issuing a notice of default. Any time a lender or landlord
issues a notice of default, the loan or facility agreement is considered material under the financial
framework.
If the charter holder’s audit (typically the notes to the audited financial statements) indicates a lender’s
or landlord’s decision to issue a notice of default to the charter holder (see examples below), then the
charter holder receives a “Below Standard” on this measure.

Unrestricted Days Liquidity
The Unrestricted Days Liquidity (“UDL”) measure indicates a charter holder’s available reserve by
identifying how many days’ expenses can be paid without another influx of cash. To receive a “Meets
Standard” on this measure, the charter holder must have 30 or more days liquidity.

How Is It Calculated
The available reserve is the cash the charter holder has at June 30th after any amounts restricted for
specific purposes have been removed plus any other sources of liquidity that the charter holder has
access to that are sufficiently disclosed in the audit.
The formula for calculating the UDL is
(Unrestricted Cash + Other Sources of Liquidity)
[(Total Expenses – Noncash Expenses)/365]
Effective July 8, 2019
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Each component of the formula is discussed in further detail below, and an example is provided.

Unrestricted Cash
The calculation begins with the “cash” or “cash and cash equivalents” identified on the charter holder’s
audited statement of financial position. All restricted cash must be removed to arrive at the charter
holder’s unrestricted cash. The charter holder’s year-end Classroom Site Fund cash carryover balance is
considered restricted under the financial framework. For most charter holders, the Classroom Site Fund
carryover, which is disclosed in the compliance questionnaire completed by the auditor, will be the only
restriction the charter holder has to its cash balance.

Other Sources of Liquidity
The calculation also considers other sources of liquidity available to the charter holder, such as available
balances on lines of credit. To be included in the calculation, the other liquidity sources must be clearly
disclosed in the audited financial statements. To determine whether investments, bond reserve funds,
or the balance of the June 30th state equalization payment held by a trustee are considered other
liquidity sources, see below.
INVESTMENTS
Unrestricted investments will be considered as an “other source of liquidity” if they are identified on the
audited statement of financial position as current assets. If the audited statement of financial position
does not identify current assets, but only includes total assets, then only investments that are
unrestricted and have maturity dates of one year or less based on information disclosed in the notes to
the audited financial statements will be considered as other liquidity. If the notes to the audited
financial statements do not include sufficient information to make a determination, then none of the
investments are considered as other liquidity.
BOND RESERVE FUNDS
Bond reserve funds available to cover general operating expenses will be considered as other liquidity.
Reserve funds for specific expenses, such as repairs or insurance, are not considered in the measure’s
calculation. If the audited financial statements indicate a reserve fund for general operational purposes
exists, but only include a total dollar amount for all reserve funds, then none of the reserve funds
balance is considered as other liquidity.
BALANCE OF JUNE 30TH STATE EQUALIZATION HELD BY TRUSTEE
In some cases, a charter holder’s state equalization payments may go first to a third party, such as a
trustee, before the balance is forwarded to the charter holder. At times, these third parties are unable
to forward to the charter holder the balance of the June 30th payment prior to the end of the fiscal year.
As a result, this amount may not be identified as cash and cash equivalents on the charter holder’s
financial statements. Some charter holders and auditors identify this as cash held by trustee, for
example, and explain in the notes to the audited financial statements what this amount represents.
When this information is sufficiently disclosed in the audited financial statements, the balance of the
June 30th state equalization payment will be considered as other liquidity.

Total Expenses and Noncash Expenses
The calculation begins with the total expenses identified on the charter holder’s audited statement of
activities. Noncash expenses, which, according to the financial framework, may include depreciation,
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amortization and write-offs of loan issuance costs and prepayment penalties, are subtracted from total
expenses. The resulting adjusted total expenses are then used in this measure’s calculation. 1
DEPRECIATION AND AMORTIZATION
Depreciation is the allocation of a fixed asset’s costs over the useful life of the asset. Fixed assets include
items such as buildings, furnishings and vehicles. Amortization is similar to depreciation, but it involves
the allocation of an intangible asset’s costs over a period of time. Intangible assets include items such as
bond issuance costs. Depreciation and amortization are noncash expenses. Although charter holders are
required by accounting principles to record depreciation and, as applicable, amortization in their
accounting records, these “expenses” do not use cash. Therefore, they are removed from this measure’s
calculation.
The charter holder’s depreciation expense and, as applicable, amortization expense are disclosed on the
audited statement of cash flows. They may also be included on the audited statement of activities, in
the notes to the audited financial statements or, if applicable, on the audited statement of functional
expense. In instances where amortization is applicable, instead of individual amounts, one amount may
be disclosed in the audit that includes both depreciation and amortization.

Unrestricted Days Liquidity Calculation Example
STEP 1. DETERMINE UNRESTRICTED CASH
The charter holder’s
unrestricted cash would equal
“cash and cash equivalents”
minus the Classroom Site
Fund cash carryover balance
at year-end (identified in the
compliance questionnaire).
Unrestricted Cash = $350,856
[$398,627 minus $47,771]

STEP 2. IDENTIFY OTHER SOURCES OF LIQUIDITY
The notes to the audited
financial statements indicate
the charter holder has two
lines of credit. The charter
holder’s other sources of
liquidity would equal the total
available balance for the two
credit lines.
Other Liquidity = $40,029
[($29,000 plus $12,400)
minus $1,371]

1

See also the “Temporarily Restricted Assets and Other Considerations” subsection.

Effective July 8, 2019

Page 7

Financial Framework: Determining Charter Holder’s Performance
STEP 3. DETERMINE ADJUSTED EXPENSES AND DAILY EXPENSES
Adjusted expenses equal total
expenses (audited statement
of activities) minus noncash
expenses. For this charter
holder, depreciation would be
a noncash expense.
Adjusted Expenses=$3,467,010
[$3,483,420 minus $16,410]
Daily expenses equal adjusted
expenses divided by 365.
Daily Expenses = $9,498.66
[$3,467,100 divided by 365]

STEP 4. UNRESTRICTED DAYS LIQUIDITY CALCULATION
To calculate the charter holder’s Unrestricted Days Liquidity, divide the sum of the charter holder’s unrestricted
cash and other liquidity by the charter holder’s daily expenses.
Unrestricted Days Liquidity = 41.15
$350,856 [from Step 1] plus $40,029 [from Step 2]
$9,498.66 [from Step 3]

Adjusted Net Income
The Adjusted Net Income measure considers whether a charter holder is operating within its available
resources. To receive a “Meets Standard” on this measure, the charter holder’s adjusted net income
must be at least $1.

How Is It Calculated
The formula for calculating adjusted net income is
Total Revenues – (Total Expenses – Noncash Expenses)
If the charter holder’s adjusted expenses (total expenses minus noncash expenses) exceed its revenues,
resulting in negative adjusted net income, or the charter holder’s adjusted expenses equal its revenues,
then the following additional calculation is completed:
(Adjusted Net Income/Total Revenues) x 100
Each component of the formula is discussed in further detail below, along with guidance on how to
handle different financial statement presentations. Finally, an example is provided.
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Total Revenues
The calculation uses total revenues as identified on the charter holder’s audited statement of activities
(see also the “Temporarily Restricted Assets and Other Considerations” subsection below).

Total Expenses and Noncash Expenses
The calculation begins with the total expenses identified on the charter holder’s audited statement of
activities (see also the “Temporarily Restricted Assets and Other Considerations” subsection below).
Noncash expenses, which, according to the financial framework, may include depreciation, amortization
and write-offs of loan issuance costs and prepayment penalties, are subtracted from total expenses. The
resulting adjusted total expenses are then used in this measure’s calculation.
DEPRECIATION AND AMORTIZATION
Depreciation is the allocation of a fixed asset’s costs over the useful life of the asset. Fixed assets include
items such as buildings, furnishings and vehicles. Amortization is similar to depreciation, but it involves
the allocation of an intangible asset’s costs over a period of time. Intangible assets include items such as
bond issuance costs. Depreciation and amortization are noncash expenses. Although charter holders are
required by accounting principles to record depreciation and, as applicable, amortization in their
accounting records, these “expenses” do not use cash. Therefore, they are removed from this measure’s
calculation.
The charter holder’s depreciation expense and, as applicable, amortization expense are disclosed on the
audited statement of cash flows. They may also be included on the audited statement of activities, in
the notes to the audited financial statements or, if applicable, on the audited statement of functional
expense. In instances where amortization is applicable, instead of individual amounts, one amount may
be disclosed in the audit that includes both depreciation and amortization.

Temporarily Restricted Assets and Other Considerations
TEMPORARILY RESTRICTED ASSETS
A charter holder may receive contributions (e.g., tax credits) or grant funding that are restricted in their
use. Because of the restriction, these monies must be accounted for differently than monies received
without restrictions (e.g., state equalization). Depending upon how the change in temporarily restricted
net assets is presented on the audited financial statements, adjustments may be needed to the amount
used for total revenues.
In the example on the next page on the left, the amount used for total revenues would be $1,673,987
[$1,663,359+$46,301-$35,673]. The adjustments must be made to ensure the accurate amount is used.
Like the example on the left, the example on the right (see next page) also includes temporarily
restricted items. However, in the example on the right, no adjustments are necessary; the applicable
amounts from the “Total” column would be used.
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OTHER CONSIDERATIONS
In some cases, items that occurred during the fiscal year may be reported on the audited statement of
activities or income statement in a separate section. This may be done, for example, due to the
uniqueness of the item being reported (e.g., a gain or loss on the disposal of equipment) or due to the
corporate structure of the entity (e.g., corporate income taxes). Because expenses are considered when
calculating unrestricted days liquidity, as many of the adjustments as possible are made to revenues
instead of expenses to avoid unnecessarily skewing the charter holder’s performance. In some cases,
though, the items are clearly expenses. When those items are identified, the amount used for total
expenses must be modified. An amount for total expenses that is lower than the total expenses
identified in the audit will not be used. If the charter holder’s audit includes a provision for income
taxes, then that amount is added to expenses. If the charter holder’s audit includes a benefit for income
taxes, then that amount is added to revenues.
The examples on the next page include an “Other Income (Expense)” section and one example includes
a “Provision for income taxes” line item. For the example on the left, $3,777,789 [$3,763,194 plus
$14,595 (gain on sale)] would be used for total revenues for fiscal year 2018 and $3,719,542 [$3,673,993
plus $31,149 (interest expense) plus $14,400 (income taxes)] would be used for total expenses, resulting
in net income of $58,247. For the example on the right, $1,390,085 would be used for total revenues
and $1,400,002 [$1,358,326 plus $41,676 (interest expense) would be used for total expenses, resulting
in a net loss of $9,917.
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Adjusted Net Income Calculation Example
STEP 1. IDENTIFY TOTAL REVENUES AND EXPENSES
To arrive at the charter
holder’s total revenues,
adjustments must be made due
to the information identified in
the “Changes in temporarily
restricted net assets” section of
the audited financial
statement.
Total Revenues = $611,736
[$612,339 plus $2,156
minus $2,759]
The charter holder’s total
expenses equal the “Total
Expenses” identified on the
audited financial statement.
Total Expenses = $643,790
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STEP 2. DETERMINE ADJUSTED EXPENSES
Adjusted expenses equal total
expenses minus noncash
expenses. For this charter
holder, depreciation would be
a noncash expense.
Adjusted Expenses = $642,351
[$643,790 minus $1,439]

STEP 3. ADJUSTED NET INCOME CALCULATION
To calculate the charter holder’s Adjusted Net Income, subtract the charter holder’s adjusted expenses from the
charter holder’s total revenues.
Adjusted Net Income = ($30,615)
$611,736 [from Step 1] minus $642,351 [from Step 2]

STEP 4. PERCENT CALCULATION (REQUIRED WHEN ADJUSTED NET INCOME IS NEGATIVE)
When a charter holder has negative adjusted net income, a calculation is done that considers the charter
holder’s adjusted net income divided by the charter holder’s total revenues.
Adjusted Net Income/Total Revenues = (5%)
Step A: ($30,615) [from Step 3]
$611,736 [from Step 1]
Step B:

The quotient from Step A is then multiplied by 100

Lease Adjusted Debt Service Coverage Ratio
The Lease Adjusted Debt Service Coverage Ratio (“Lease Adjusted DSCR”) measure considers how easily
debt principal, interest and facility costs can be paid as they become due. To receive a “Meets Standard”
on this measure, the charter holder’s ratio must exceed 1.10. 2

How Is It Calculated
The formula for calculating the Lease Adjusted DSCR is
(Adjusted Net Income + Interest Expense + Facility Lease Expense)
(Debt Principal + Interest + Facility Lease Expense)
Each component of the formula is discussed in further detail below, and an example is provided.
A ratio of less than 1.0 means the charter holder is unable to cover its facility and debt costs for the year without dipping into
savings or borrowing additional funds.

2
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Adjusted Net Income
The charter holder’s dollar amount performance on the Adjusted Net Income measure is used for this
component of the Lease Adjusted DSCR.

Interest Expense and Interest
Interest expense reflects the charter holder’s cost of borrowing for the audited fiscal year. For the Lease
Adjusted DSCR’s calculation, the same amount is used for interest expense and interest. Generally,
interest expense is disclosed in the notes to the audited financial statements. It may also be included on
the audited statement of activities or, if applicable, on the audited statement of functional expense. In
the absence of its disclosure in one of these places, the interest paid amount disclosed on the audited
statement of cash flows is used.
To the extent that the disclosure is sufficient to make it possible, the Lease Adjusted DSCR calculation is
only concerned with interest/interest expense related to bonds, loans and capital leases.

Facility Lease Expense
Facility lease expense includes operating leases where, at the end of the lease, ownership of the facility
does not transfer to the charter holder. Typically, the audited fiscal year’s facility lease expense is
disclosed in the notes to the audited financial statements. However, facility or occupancy costs may also
be disclosed on the audited statement of activities or, if applicable, the audited statement of functional
expense.
The Lease Adjusted DSCR is concerned with the amount associated with the facility only and not the
related expenses for property taxes and common area maintenance or with other services that may be
included as part of a services agreement with an outside entity. Further, the Lease Adjusted DSCR is
concerned only with facility operating leases and not equipment or other operating leases a charter
holder may have. If the audit does not provide sufficient detail to determine the charter holder’s facility
lease expense amount, then the full amount disclosed, regardless of what it includes, will be used in the
calculation.

Debt Principal
Debt principal includes principal payments associated with bonds or loans for a charter holder that
purchases its facilities, principal payments associated with other long-term loans obtained by the
charter holder, and principal payments associated with capital leases. The charter holder’s debt principal
payments for the audited fiscal year are disclosed on the audited statement of cash flows. Amounts
owed on lines of credit or credits cards are not included in the calculation, assuming the audit provides
sufficient detail to distinguish these payments from other debt payments made.
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Lease Adjusted DSCR Calculation Example
STEP 1. IDENTIFY ADJUSTED NET INCOME
The charter holder’s dollar
amount performance on the
Adjusted Net Income measure is
used for this component of the
Lease Adjusted DSCR.
Total Revenues=$7,267,468
Total Expenses=$6,865,990
Adjusted Expenses=$6,754,918
Adjusted Net Income=$512,550
[$7,267,468 minus
($6,865,990 minus $111,027)]

STEP 2. IDENTIFY INTEREST EXPENSE/INTEREST
The notes to the audited
financial statements identify
the charter holder’s interest
expense/interest.
Interest Expense/Interest =
$309,242
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STEP 3. IDENTIFY FACILITY LEASE EXPENSE
The notes to the audited
financial statements identify
the charter holder’s building
and equipment lease expense.
Since the amount associated
with the building lease is not
identified separately from the
equipment lease expense, the
total will be used in the
calculation for facility lease
expense.
Facility Lease Expense =
$237,004

STEP 4. IDENTIFY DEBT PRINCIPAL
The amount used for debt
principal would be found in the
“financing activities” section of
the audited statement of cash
flows.
Debt Principal = $277,278

STEP 5. LEASE ADJUSTED DSCR CALCULATION
To calculate the charter holder’s Lease Adjusted DSCR divide the sum of the charter holder’s adjusted net
income, interest expense and facility lease expense by the sum of the charter holder’s debt principal, interest
and facility lease expense.
Lease Adjusted DSCR = 1.29
$512,550 [from Step 1] plus $309,242 [from Step 2] plus $237,004 [from Step 3]
$277,278 [from Step 4] plus $309,242 [from Step 2] plus $237,004 [from Step 3]

Average Daily Membership
The Average Daily Membership measure considers the charter holder’s student count over time since
the student count, which is referred to as average daily membership or ADM, drives the State funding
the charter holder receives. For this measure, charter holders are categorized as either “small” (fewer
than 200 ADM), “medium” (200 to 599 ADM) or “large” (600 or more ADM).

How Is It Calculated
The Average Daily Membership measure considers the most recent four fiscal years of ADM data
available and is calculated in two steps.
Step 1: Calculate the annual growth rates
(Calculation Note: “Year 1” would be the most recent year and “Year 4” would be the “oldest” year.)
Year 1 Growth Rate = [(Year 1 – Year 2)/Year 2] x 100
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Year 2 Growth Rate = [(Year 2 – Year 3)/Year 3] x 100
Year 3 Growth Rate = [(Year 3 – Year 4)/Year 4] x 100
Step 2: Calculate the three-year average
(Year 1 Growth Rate + Year 2 Growth Rate + Year 3 Growth Rate)/3
To receive a “Meets Standard” on the Average Daily Membership measure, the average calculated in
Step 2 either must show an increase, a decrease of 4.99% or less for charter holders categorized as small
and medium, or a decrease of 2.99% or less for charter holders categorized as large.

ADM Data
To determine a charter holder’s performance on the Average Daily Membership measure, the Board
uses the ADM calculations completed by the Arizona Department of Education (“Department”) using
student attendance data submitted to the Department by the charter holder. The measure calculation
uses the charter holder’s 100th day ADM as reported on the Department’s ADMS46-1 report, which may
be accessed at http://www.ade.az.gov/Districts/EntitySelection.asp. 3

Average Daily Membership Calculation Example
STEP 1. CALCULATE THE ANNUAL GROWTH RATES
Fiscal Year 2019

The most recent four fiscal
years of ADM data available
are used to calculate the
charter holder’s annual growth
rates. For this calculation, Year
1 is fiscal year 2019 and Year 4
is fiscal year 2016.
Annual Growth Rates:

Fiscal Year 2018

Fiscal Year 2019 = 0.64%
[(132.164 minus 131.320)
divided by 131.320]
multiplied by 100]
Fiscal Year 2018 = 4.46%
[(131.320 minus 125.719)
divided by 125.719]
multiplied by 100]

Fiscal Year 2017
Fiscal Year 2017 = 9.60%
[(125.719 minus 114.710)
divided by 114.710]
multiplied by 100]

To create the financial performance dashboards, the Board does not access the individual ADMS46-1 reports, but rather
receives a spreadsheet from the Department that includes all charter holders’ ADM. This spreadsheet is provided after the close
of the applicable fiscal year.

3
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Fiscal Year 2016

STEP 2. CALCULATE THE THREE-YEAR AVERAGE
To calculate the charter holder’s Average Daily Membership performance, divide the sum of the charter holder’s
annual growth rates (from Step 1) by three.
Three-Year Average = 4.90%
0.64% plus 4.46% plus 9.60%
3

Other Considerations
CHARTER HOLDER’S ADM GROUPING FLUCTUATES
As noted above, this measure categorizes charter holders as either small (fewer than 200 ADM),
medium (200 to 599 ADM) or large (600 or more ADM). A charter holder’s performance on the Average
Daily Membership measure considers the charter holder’s size grouping and growth rate average.
Should the charter holder’s ADM be such that the charter holder’s size grouping varies across one or
more of the fiscal years used in the calculation, performance on this measure will be determined using
the charter holder’s size grouping based on the audited fiscal year ADM.
SECOND AND THIRD YEAR CHARTER HOLDERS
For a charter holder with only two years of ADM data available, the Average Daily Membership measure
will consider the charter holder’s annual growth rate.
For a charter holder with only three years of ADM data available, the Average Daily Membership
measure will consider the average of the charter holder’s two annual growth rates.
ADM ADJUSTMENTS
Adjustments will be made to the ADM for the fiscal years used in the calculation when:
•
•
•

The charter holder reduces the grade levels served at its charter school;
A school transfers from a multi-school charter contract to its own charter contract; or
A school operating under a multi-school charter contract closes.

The Department’s ADMS46-1 report will be used when adjustments are required due to reduced grade
levels. The Department’s ADMS45-1 report will be used when adjustments are required due a school
transfer or school closure.
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