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AGENDA ITEM: Financial Framework

Background

During the Board’s August 12, 2013 meeting, Board staff provided an overview of proposed changes to the
Board'’s financial performance framework. Earlier this month, the Board approved the revised Financial
Performance Framework and Guidance (FPFG), which incorporated staff’s changes.

At its August meeting, the Board received input from the charter community regarding other matters related
to the FPFG and referred those matters to its Financial Subcommittee. The materials for the Financial
Subcommittee’s September 25, 2013 meeting include the written statements from the Arizona Charter Schools
Association (see “b. Association Statement” in the portfolio) and Arizona Connections Academy (see “c. School
Statement” in the portfolio), as well as other information that may be relevant to today’s meeting (see “d.
Other Information” in the portfolio).

Unrestricted Days Cash Measure
Discussion and possible action regarding modifying the financial framework’s Unrestricted Days Cash
measure to an Unrestricted Days Liquidity measure that would include the charter holder’s unrestricted
cash and any available balances on lines of credit disclosed in the annual audit.

Currently, as indicated by its name, the Unrestricted Days Cash measure looks only at the charter holder’s
unrestricted cash balance and does not include available balances on lines of credit disclosed in the annual
audit. If a charter holder fails to meet the measure’s target of at least 30 days cash and the charter holder is
required to submit a response due to its financial performance, under the current FPFG, the charter holder
may include in its response information regarding access it has to a line of credit.

If the Subcommittee chooses to recommend that the FPFG’s Unrestricted Days Cash measure be modified to
an Unrestricted Days Liquidity measure, staff believes this change would be implementable using current
staffing resources so long as the new measure is defined to include the charter holder’s unrestricted cash and
any available balances on lines of credit disclosed in the annual audit. Staff already reviews each audit for the
information currently used for calculating a charter holder’s performance on each measure. The inclusion of
available balances on lines of credit disclosed in the annual audit would involve adding one additional item to
that review. However, expanding the sources of liquidity used in the measure beyond lines of credit disclosed
in the annual audit would not be implementable with current staffing resources. If a charter holder is required
to address this measure in a financial performance response, the charter holder could use that opportunity to
address other sources of liquidity it has available.

Framework’s Use — Compliance Checks
Discussion and possible action regarding reviewing a charter holder’s financial performance as part of
compliance checks.

On a regular basis, staff speaks with lenders and rating agencies at these entities’ request when charter
holders are involved in loans or bonds, for example. These entities contact the Board for information about the
compliance of the charter holder. Staff conducts compliance checks of the charter holder and then shares
verbally or in writing with the entity information on the charter holder’s current academic and financial
performance and operational compliance.

At the August meeting, staff proposed including this use in the revised FPFG. However, based on discussions at
the August meeting, this change was not reflected in the revised FPFG approved earlier this month and is on
the agenda today for Subcommittee consideration.
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Framework’s Use — Outside Entities
Discussion and possible action regarding further changing the financial framework to address statements
made at the Board’s August 12, 2013 meeting about the financial framework’s use by outside entities,
including lenders and rating agencies.

At the Board’s August meeting, the Arizona Charter Schools Association made statements regarding the FPFG's
use by outside entities, including lenders and rating agencies (please see “b. Association Statement” in the
portfolio). The FPFG approved by the Board earlier this month included a new appendix, “Appendix B —
Financial Expectations Not Met: Charter Holder Action & Board Consideration”. Appendix B was created to
clarify charter holder action and Board consideration when a charter holder does not meet the Board'’s
financial performance expectations. While the “Board Consideration” information was a new addition to the
framework, it reflects current Board practices with the exception of the new process for evaluating financial
performance responses.

As background, according to Charter School Bond Issuance: A Complete History Volume 2 published in October
2012 by The Educational Facilities Financing Center of Local Initiatives Support Corporation, “While charter
school bonds have been issued for schools in 29 states and the District of Columbia, four states — Arizona,
Colorado, Michigan and Texas — account for 52% of the number of issuances and 59% of total par originated in
the sector.” The report further indicates that schools in Arizona more frequently issue debt on an unrated
basis. According to the report, 41 of Arizona’s 52 schools had $350 million in unrated debt outstanding, which
accounted for 60% of Arizona’s total of nearly $600 million. Further, the report states that of the 19
jurisdictions with charter school bond issuance in 2011 and 2012, Arizona had the most offerings with 12 based
on classification by school location.

Subcommittee Consideration
In addition to providing specific information regarding the changes being recommended by the Subcommittee,
any motions made by the Subcommittee should direct staff to:
e Make the necessary changes to the Financial Performance Framework and Guidance to implement the
Subcommittee’s recommendations; and
e Bring the revised document to the full Board for its approval at an upcoming Board meeting.
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Arizona State Board for Charter Schools Board Meeting — August 12, 2013

Public Comment on Item G.4. Update on the implementation of the Financial Performance Framework
and possible changes for future consideration.

The Arizona Charter Schools Association and its Advisory Council members agree the Total Liabilities to
Equity Ratio measure should be eliminated

Moreover, managing year to year cash flow in a positive fashion is far more critical for limited funded
charter schools than building "equity" to meet a designated ratio. For those that own facilities (rather
than lease), the ratio is negatively skewed due to accounting treatment of depreciation. At least in the
short- to mid-term, two schools - one that leases and one that owns its facilities - could have the exact
same facility rent/payments and net cash flow, but the school with a depreciable asset would be at a
disadvantage as it relates to a ratio benchmark due to the non-cash depreciation charge to their
financial statements. Hopefully a healthy ratio can be developed over time, but it should not be a key
indicator of financial viability of a nonprofit charter school.

In addition, the Association requests another meeting with the financial subcommittee when it is
convenient for the Board and staff to further discuss the use of the financial framework. Below | am
presenting several of the concerns raised to the Association.

The mandates of the financial framework dashboard are having a negative effect on schools who are
seeking financing or bonding or already in contractual bond relationships investors despite the limited
application of the framework as listed below. The Financial Framework is having a particularly toxic
impact on bonds right now as most bonds are issued anticipating growth and advancing debt
anticipating a higher debt to income level in early years until enrollment grows to a stabilized level
which the dashboard compromises. Further, lenders are using the Financial Framework is used to
evaluate credit worthiness.

Does the Financial Framework provide a reliable indicator of future charter actions (revocation or
renewal)? If it does, then it can become a rating/investment factor. Under securities laws/regulations,
borrowers (i.e., schools) are obliged to disclose in their offering documents any information they believe
would be material to an investor in making their investment decision. For example, state ratings (now
letter grades) are routinely disclosed, not only because a higher/lower rated school would be viewed as
one that would attract more/less student demand, but also one that is more/less likely to face
revocation or renewal challenges which is important to rating agencies and investors. So, if Financial
Framework criteria are believed to be a true indicator of renewal/revocation risk, then schools would be
obliged to disclose it and it will become a real rating/investment factor. As such, it is important that any
publicly available Arizona Board For Charter Schools data/ratios is meaningful and not just a data dump
without any authorizer explanation or evaluation associated with it (otherwise rating agencies/investors
would have to make their own interpretation of the risk and would likely take a conservative/negative
view).

1825 E Northern Ave, Ste 275 « Phoenix, Arizona 85020-3949 « 602.944.0644
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If a meeting could be set — or even a phone call- the Association would work to have witnesses discuss
the negative ramifications of the financial framework on the Arizona charter community beyond what is
listed in the financial framework.

The financial framework states, “A charter holder’s financial performance will be considered by the
Board during five-year interval reviews, when making decisions about eligibility for expansion, and in
considering whether to renew the charter contract. Financial performance will also be evaluated when
considering the following expansion requests:

e New School Site Notification Requests

e Arizona Online Instruction Program of Instruction Amendment Requests

e Replication applications

e Transfer applications involving the transfer of the charter contract from another

sponsor to the Board

Because financial health can affect a charter holder’s ability to meet the obligations of its
charter contract and applicable laws, a charter holder’s financial performance may also be
reviewed at other times when the Board makes decisions related to a charter holder’s academic
and/or operational performance.”
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ARIZONA
CONNECTIONS
ACADEMY

August 12, 2013

Arizona State Charter Board
1616 West Adams Street, Suite 170
Phoenix, AZ 85007

Dear President Logan and State Charter Board Members,

| am writing to support staff’'s recommended change to the Financial
Performance Framework that would eliminate the Total Liabilities to
Equities Ratio (TLER). We agree with staff’s assessment and believe that
there are better ways of assessing a charter holder’s financial health.

In additional to supporting the TLER elimination, we respectfully
request that the Board consider adding language to the Framework
that addresses situations when a school partners with an Educational
Management Organization (EMO). As currently written, the Framework
appears to apply a one-size-fits-all approach that does not fit all charter
models. In reality there is a distinction between those charter holders
who are self-organized and self-sustaining versus those that have a
relationship with an EMO.

There are three specific aspects of the Framework that are not
applicable for schools that partner with a third party management
provider. They are:

1b. Unrestricted Days Cash — Near-Term Indicator





Definition: The unrestricted days cash ratio indicates how many
days a charter holder can pay its expenses without another influx
of cash.

This measure requires the school to end the year with 30 days of
operating cash. Based on Arizona Connections Academy's FY13
forecast, this would require the school to end the year with
approximately $1 million in cash. For Arizona Connections Academy,
the primary current obligation of the school is to Connections.
Connections waits until funds are available, so having the school sit on
this much cash is not necessary and is not in line with our current
practice.

2b. Net Income — Sustainability Indicator
Definition: Net income, which equals total revenues less total

expenses, looks at whether or not a charter holder is operating
within its available resources.

This measure requires that the school finishes with net income every
year. The intent is to ensure that a reserve is established for the school.
Arizona Connections Academy has relied in the past on previous years’
surplus to cover current year's operations. Once again, ACA building a
surplus to respond to future cash needs is not applicable to an EMO
model, as Connections meets these needs for the school as they arise.
Furthermore, it is good practice for a school to dip into a reserve it may
have built in previous years in order to sustain operations in a
challenging year (as was experienced during the Great Recession). This
is the concept behind “Rainy Day Funds” states establish.

2c. Cash Flow — Sustainability Indicator
Definition: The cash flow measure shows the change in a charter

holder’s cash balance from one fiscal year to another.





In short, this requires a school to have a three-year cumulative positive
cash flow. We do not think that this is an applicable method of
measurement for our model. Again, our relationship with an EMO
provides the school with significant financial flexibility, thus allowing us
to direct almost all resources to students. Arbitrarily requiring certain
balances be maintained that do nothing to enhance the financial
viability of the school, will harm students and compromise our mission.

We believe that these issues are covered in our EMO contract, which
includes deficit protection language. For example, contracts between
Connections Academy and many of the schools it supports include
language along the lines of “In the event that, as of June 30 of any year
during the Term, Total Revenues are less than the Charter School’s
expenditures, ..., Connections shall issue a credit to the extent required
to maintain a positive Net Asset balance”. This arrangement enables
the charter school to maximize its ability to focus the school’s resources
on its educational program while running with a minimum level of
reserve. The alternative would be to reduce services to students and
redirect those savings into building an unnecessary reserve. This
provides greater financial flexibility and protection than the ratios
recommended in the Performance Framework.

We understand the intent of the Financial Framework and we
substantially agree with its intent. There is a need to ensure that the
Charter Board can effectively perform regulatory oversight with the
greatest amount of effort directed toward those schools demonstrating
risk. Our requested clarifications are intended to be consistent with
that intent, by defining the standard in such a way that if a school can
document the ability to utilize the resources of an EMO, that fact will





be incorporated as part of the standard of compliance. In making this
clarification for schools that partner with an EMO, the Framework
would provide for effective oversight, without consuming additional
staff time and resources.

Thank you for consideration of our request.

DR e

Dr. Aaron Coe

Board Chairman
Arizona Connections Academy
aaron.coe@phoenix.edu

CC: Peter Bezanson, Vice President
Mark Anderson, Business Member
Norm Butler, Public Member
Janna Day, Public Member
Tim Eyerman, Charter School Teacher
Royce Jenkins, Reservation Resident Member
Todd Juhl, Public Member
Cassandra Larsen, Public Member
Stacey Morley, Superintendent’s Designee

Kathy Senseman, Public Member
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Audit #32126 - FY2012

Audit #32126 - FY2012 - Arizona Connections Academy Charter School
CTDS: 07-85-11-000 = Entity ID: 87407

-

[ General Engagement Letters Packages ‘ Financials

Findings Action Plans Notes

Financials

Edit this section

Total Cash [Current Year]: $1,382,751
Total Cash [Prior Year]: $1,723,557
Restricted Cash: —
Unrestricted Cash: $1,382,751
Unrestricted Days Cash: 50.22

Cash Flow [Year 3]: ($340,806)
Cash Flow [Year 2]: $1,650,994
Cash Flow [Year 1]: ($297,055)
Cash Flow [Cumulative]: $1,013,133
Total Assets: $1,542,360
Total Liabilities: $1,030,322
Current Portion of Long-Term Debt & Capital Leases: —

Net Assets: $512,038
Total Liabilities to Equity Ratio: 2.01
Revenue: $10,355,469
Expenses: $10,049,929
Net Income: $305,540
Change in Net Assets: $305,540
Depreciation & Amortization Expense: $38,611
Interest Expense: —

Lease Expense: $62,538
Fixed Charge Coverage Ratio: 6.50
Opinion Type: Clean or Unqualified
Going Concern: No

Default: No
Bankruptcy: No

There are currently no notes.

& Create a New Note

Financial Performance Framework

Going Concern: Meets
Unrestricted Days Cash: Meets
Default: Meets

Total Liabilities to Equity Ratio: Meets

Net Income: Meets
Fixed Charge Coverage Ratio: Meets

Cash Flow [3-Year Cumulative]: Does Not Meet

http://online.asbcs.az.gov/audits/view/32126#financials-tab[9/12/2013 10:24:29 AM]
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John C. Todd II, P.C.

Certified Public Accountants
21630 North 19th Avenue

Suite B-5
Member Phoenix, Arizona 85027
American Institute of CPAs Telephone: (623) 581-8117
Arizona Society of CPAs Fax: (623) 581-8906
Government Audit Quality Center E-Mail: cpas@jctodd2cpa.com

Independent Auditors’ Report

Board of Directors
Arizona Connections Academy Charter School

We have audited the accompanying financial statements of Arizona Connections Academy
Charter School (School) as of June 30, 2012 and 2011 and for the years then ended, as listed in
the table of contents. These financial statements are the responsibility of the School's
management. Our responsibility is to express an opinion on these financial statements based
on our audits.

We conducted our audits in accordance with auditing standards generally accepted in the
United States of America and the standards applicable to financial audits contained in
Government Auditing Standards, issued by the Comptroller General of the United States. Those
standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining,
on a test basis, evidence supporting the amounts and disclosures in the financial statements.
An audit also includes assessing the accounting principles used and the significant estimates
made by management, as well as evaluating the overall financial statement presentation. We
believe that our audits provide a reasonable basis for our opinion.

In our opinion, the financial statements referred to in the first paragraph, present fairly, in all
material respects, the financial position of Arizona Connections Academy Charter School as of
June 30, 2012 and 2011, and the changes in its net assets and its cash flows for the years then
ended in conformity with accounting principles generally accepted in the United States of
America.

In accordance with Government Auditing Standards, we have also issued our report dated
October 24, 2012 on our consideration of the School’s internal control over financial reporting
and on our tests of its compliance with certain provisions of laws, regulations, contracts, and
grant agreements and other matters. The purpose of that report is to describe the scope of our
testing of internal control over financial reporting and compliance and the results of that testing,
and not to provide an opinion on internal control over financial reporting or on compliance. That
report is an integral part of an audit performed in accordance with Government Auditing
Standards and should be considered in assessing the results of our audit.

ﬁﬁk C Cbal T, Pe.

Phoenix, Arizona
October 24, 2012
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ARIZONA CONNECTIONS ACADEMY CHARTER SCHOOL
STATEMENTS OF FINANCIAL POSITION
JUNE 30, 2012 AND 2011

2012 2011
ASSETS
Current assets:
Cash and cash equivalents $ 1,382,751 1,723,557
Due from the State of Arizona 133,235 185,071
Prepaid expenses 4,999 5,000
Total current assets 1,520,985 1,913,628
Property and equipment, at cost, net of accumulated
depreciation and amortization of $88,714 and
$50,103, respectively 19,965 57,387
Other assets:
Deposits 1,410 1,410
Total assets $ 1,542,360 1,972,425
LIABILITIES AND NET ASSETS
Current liabilities:
Accounts payable and accrued expenses $ 656,230 1,555,708
Deferred revenue 374,092 210,219
Total current liabilities 1,030,322 1,765,927
Net assets:
Unrestricted 512,038 206,498
Total net assets 512,038 206,498
Total liabilities and net assets $ 1,542,360 1,972,425

See accompanying notes to financial statements.
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ARIZONA CONNECTIONS ACADEMY CHARTER SCHOOL
STATEMENTS OF ACTIVITIES AND CHANGES IN NET ASSETS
YEARS ENDED JUNE 30, 2012 AND 2011

2012 2011
Changes in unrestricted net assets:
Revenues:
Governmental $ 10,325,698 9,012,901
Interest 1,730 1,943
Contributions 10,778 6,044
Other 3,506
Auxiliary operations 17,263 20,363
Total unrestricted revenues 10,355,469 9,044,757
Expenses:
Program services 8,368,448 7,943,041
Support services
Management and general 1,681,481 1,338,523
Total expenses 10,049,929 9,281,564
Increase (decrease) in unrestricted net assets 305,540 (236,807)
Net assets, beginning of year 206,498 443,305
Net assets, end of year $ 512,038 206,498

See accompanying notes to financial statements.
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ARIZONA CONNECTIONS ACADEMY CHARTER SCHOOL

STATEMENTS OF CASH FLOWS
YEARS ENDED JUNE 30, 2012 AND 2011

Cash flows from operating activities:

Changes in net assets

Adjustments to reconcile changes in net assets to net

cash provided by operating activities:
Depreciation and amortization
(Increase) decrease in due from the State of Arizona
(Increase) decrease in prepaid expenses
Increase (decrease) in accounts payable and
accrued expenses

Increase in deferred revenue

Net cash provided (used) by operating activities

Cash flows from investing activities:
Purchase of property and equipment

Net cash provided (used) by investing activities
Net increase (decrease) in cash and cash equivalents
Cash and cash equivalents, beginning of year

Cash and cash equivalents, end of year

2012 2011
$ 305,540 (236,807)
38,611 11,862
51,836 330,382

1 (156)

(899,478) 1,376,794
163,873 210,219
(339,617) 1,692,294
(1,189) (41,300)
(1,189) (41,300)
(340,806) 1,650,994
1,723,557 72,563

$ 1,382,751 1,723,557

See accompanying notes to financial statements.
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ARIZONA CONNECTIONS ACADEMY CHARTER SCHOOL
NOTES TO FINANCIAL STATEMENTS
JUNE 30, 2012 AND 2011

NOTE 1 - SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

Arizona Connections Academy Charter School, (School) is a not-for-profit corporation
established in the State of Arizona in 2005 to operate a charter school, to leverage technology
to help each participating student maximize his or her potential and meet the highest
performance standards using a uniguely individualized learning program that combines the best
in virtual education with unique technology-based teacher productivity tools and very real
connections among students, family, teachers, and the community. The School operates under
a charter contract with the Arizona State Board for Charter Schools, which mandates policy and
operational guidelines. The School provides educational services to approximately 1,600
students in kindergarten through twelfth grades throughout Arizona, and is funded primarily
through state equalization assistance.

The significant accounting policies followed by the School are described below to enhance the
usefulness of the financial statements to the reader.

Basis of Presentation — The accompanying financial statements have been prepared on the
accrual basis of accounting in accordance with accounting principles generally accepted in the
United States of America. Under this method, revenues are recorded when earned and
expenses at the time liabilities are incurred. Net assets and revenues, expenses, gains, and
losses are classified based on the existence or absence of donor imposed restrictions.
Accordingly, net assets of the School and changes therein are classified and reported as
follows:

Unrestricted net assets — Net assets that are not subject to donor-imposed stipulations.

Temporarily restricted net assets — Net assets subject to donor-imposed stipulations that
may or will be met, by actions of the School. When a restriction expires, temporarily
restricted net assets are reclassified to unrestricted net assets and reported in the
statement of activities as net assets released from restrictions.

Cash and Cash Equivalents - For purposes of the statement of cash flows, all highly liquid
investments with a maturity of three months or less when purchased are considered cash
equivalents.

Donated Services - Donated services are recognized only if the services received either create
or enhance nonfinancial assets or require specialized skills, are provided by individuals
possessing those skills, and would typically need to be purchased if not provided by donation.
A number of volunteers have made contributions of their time to the School to help with
programs, provide clerical support and general maintenance. The value of this contributed time
is not reflected in the financial statements since it does not meet either of the recognition
criteria.
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ARIZONA CONNECTIONS ACADEMY CHARTER SCHOOL
NOTES TO FINANCIAL STATEMENTS
JUNE 30, 2012 AND 2011

NOTE 1 - SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (CONT'D)

Property and Equipment - Land, buildings and improvements with a cost of $1,000 or more and
vehicles, furniture and equipment with both a cost of $1,000 or more and an estimated life of
one year or more are capitalized. Assets are stated at cost or fair market value at date of gift if
contributed. Donations of property and equipment are recorded as support at their estimated fair
value. Such donations are reported as unrestricted support unless the donor has restricted the
donated asset to a specific purpose. Assets donated with explicit restrictions regarding their
use and contributions of cash that must be used to acquire property and equipment are reported
as restricted support. Absent donor stipulations regarding how long those donated assets must
be maintained, the School reports expirations of donor restrictions when the donated or
acquired assets are placed in service as instructed by the donor. The School reclassifies
temporarily restricted net assets to unrestricted net assets at that time. Depreciation of furniture
and equipment is provided on a straight-line basis over the estimated useful lives of the
respective assets, which ranges from 5 to 7 years. Amortization of leasehold improvements is
provided on a straight-line basis over the term of the respective lease.

Recognition of Donor Restricted Contributions - All donor-restricted support is reported as an
increase in temporarily or permanently restricted net assets depending on the nature of the
restriction. When a restriction expires, temporarily restricted net assets are reclassified to
unrestricted net assets.

Concentration of Credit Risk - The School places its cash with high quality credit institutions. At
times, such cash may be in excess of FDIC insurance limits.

Estimates - The preparation of financial statements in conformity with accounting principles
generally accepted in the United States of America requires management to make estimates
and assumptions that affect certain reported amounts of assets and liabilities and disclosure of
certain contingent assets and liabilities at the date of the financial statements and the reported
amounts of revenues and expenses during the reporting period. Actual results could differ from
those estimates.

Income Tax Status - The School is exempt from Federal and Arizona income taxes under
section 501(c)(3) of the Internal Revenue Code, as amended. However, income from certain
activities not directly related to the School’s tax-exempt purpose may be subject to taxation as
unrelated business income. For the years ended June 30, 2012 and 2011, all of the School’s
income was either from activities related to its exempt purpose or excludable from unrelated
business income by the Internal Revenue Code. In addition, the School qualifies for the
charitable contribution deduction under section 170(b)(1)(A) and has been classified as an
organization other than a private foundation under section 509(a)(2). The School’s information
returns are subject to examination by taxing authorities generally for three years after they were
filed. As of June 30, 2012, the returns for 2008, 2009, 2010, and 2011 remain subject to
examination.
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ARIZONA CONNECTIONS ACADEMY CHARTER SCHOOL
NOTES TO FINANCIAL STATEMENTS
JUNE 30, 2012 AND 2011

NOTE 1 - SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (CONT'D)

Subsequent Events — The School has reviewed all subsequent events through October 24,
2012, which was the date the financial statements were available to be issued.

Prior Year Amounts — Certain prior year amounts have been reclassified to conform with current
year presentations.

NOTE 2 — CASH AND CASH EQUIVALENTS

The School maintains all of its cash with two banks. The carrying amount of deposits at June
30, 2012 and 2011 were $1,382,751 and $1,723,557, respectively; the bank balances were
$1,382,822 and $1,723,787, respectively. The bank balances are categorized as follows:

2012 2011
Amount insured by Federal Deposit Insurance
Corporation $ 1,382,822 278,780
Uninsured - 1,445,007
Total bank balances $ 1,382,822 1,723,787

NOTE 3 - PROPERTY AND EQUIPMENT

A summary of property and equipment as of June 30, 2012 and 2011 follows:

2012 2011
Furniture and equipment $ 73,869 72,680
Leasehold improvements 34,810 34,810
108,679 107,490
Accumulated depreciation and amortization 88,714 50,103
$ 19,965 57,387

Depreciation and amortization expense totaled $38,611 and $11,862, respectively, for the years
ended June 30, 2012 and 2011.
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ARIZONA CONNECTIONS ACADEMY CHARTER SCHOOL
NOTES TO FINANCIAL STATEMENTS
JUNE 30, 2012 AND 2011

NOTE 4 - COMMITMENTS AND CONTINGENT LIABILITIES

Operating Leases - The School leases facilities under the provisions of a long-term lease
agreement classified as an operating lease. Additionally, the lease contained 1 option to renew
for an additional 3 years, which was exercised in February 2009. The Lease ended June 30,
2012 but was continued on a month to month basis.

Rental expense under the lease for the years ended June 30, 2012 and 2011 totaled $62,538
and $55,630, respectively.

On July 12, 2012, the School signed a long-term lease agreement, classified as an operating
lease. The commencement date of the lease will be the day that the building is ready as
prescribed in the lease agreement. The lease will continue for a term of 61 months and total
commitments under the lease approximate $808,000 over the term of the lease.

Professional Services Agreement - The School has a Professional Services Agreement
(Agreement) with Connections Academy, L.L.C. (CA), through June 30, 2015. The Agreement
could only be terminated before its expiration if a) both parties agree in writing to the
termination; b) by CAA if the minimum number of enrolled students thirty (30) days prior to the
start of school is less than one hundred; c) if either party materially breeches the Agreement
and fails to cure such breech within ninety (90) days of notification; d) by the School if the
governing board determines there is an imminent risk to the health and safety of students and
CAA does not remedy the risk immediately; e) if the payments to which CAA is entitled when
calculated on a per student basis are reduced below the amount received in the initial academic
year; f) if the Arizona Department of Education or other regulatory authorities impose
requirements that are materially different than those specified in the charter application or those
provided during the initial academic year, and CAA is unwilling or unable to make any required
changes to the education services; or g) by the School if the governing board determines, after
a performance review, that the school has failed to make reasonable progress towards student
academic achievement.

CAA provides educational services, including instructional materials, personalized learning
plans for each student, assessments, standardized tests, administrative staff, community
coordinators and group activities, teaching staff, educational resource center, instructional staff
support and development, learning management system, software, hardware, and internet
access, technical support and maintenance, student records, and services to special needs
students. CAA also provides administrative services, including reporting, and management
services.
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ARIZONA CONNECTIONS ACADEMY CHARTER SCHOOL
NOTES TO FINANCIAL STATEMENTS
JUNE 30, 2012 AND 2011

NOTE 4 - COMMITMENTS AND CONTINGENT LIABILITIES (CONT’'D)

CAA could receive compensation equal to substantially all revenues of the School. Such
compensation is based on 1) curriculum costs as established in the budget multiplied by the
number of enrolled students; plus 2) operational costs as established in the budget multiplied by
the number of enrolled students over the operating months; plus 3) reimbursement for actual
costs for standardized tests, administrative staff, community coordinators and group activities,
teaching staff, instructional staff support and development, student records, and services to
special needs students, and administrative services; plus 4) any special education costs in
excess of special education funding; plus 5) 15% of all revenue received; plus 6) all revenue
over and above state aid amounts, excluding federal or state grants or other charitable
contributions or public school tax credit funds.

The School’s revenues for the year ended June 30, 2012 were $10,355,469. Amounts either
paid or payable to CAA totaled $9,320,028. The School’s revenues for the year ended June 30,
2011 were $9,044,757. Amounts either paid or payable to CA were $9,167,331. Annual
commitments to CAA through June 30, 2015 could approximate substantially all of the School’s
revenues.

Litigation - The School is contingently liable for claims and judgments resulting from lawsuits
incidental to normal operations. In the opinion of the School’'s management and legal counsel,
adverse decisions that might result, to the extent not covered by insurance, would not have a
material effect on the financial statements. No provision has been made in the financial
statements for possible losses of this nature.

Compliance - The School’'s compliance with certain laws and regulations is subject to review by
its Sponsor. Although such reviews could result in a reduction of state equalization assistance,
any required reductions are not expected to be significant.
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