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Activity 5: Financial Ratios

Part One: The Worksheet below can be used to assist your school with the calculation of a composite score 668.172:

Proprietary Schools
Section 1:  Ratios and Ratio Terms
	Ratio
	Formula
	Result

	Primary Reserve Ratio
	Adjusted Equity

Total Expenses
	     


	Equity Ratio
	Modified Equity

Modified Assets


	     

	Net Income Ratio
	Income Before Taxes

Total Revenue and Gains

	     



Definitions:

Total Expenses and Losses excludes income tax, discontinued operations not classified as an operating expense or change in accounting principle and any losses on investments, post-employment and defined benefit pension plans and annuities.  Any losses on investments would be the net loss for the investments  Total Expenses and Losses includes the nonservice component of net periodic pension and other post-employment plan expenses. 
Modified Equity = (total owner’s equity) – (intangible assets) – (unsecured related-party receivables)

Modified Assets = (total assets) – (intangible assets) – (unsecured related-party receivables)

Income Before Taxes includes all revenues, gains, expenses and losses incurred by the school during the accounting period.  Income before taxes does not include income taxes, discontinued operations not classified as an operating expense or changes in accounting principle. 
Total Revenues and Gains does not include positive income tax amounts, discontinued operations not classified as an operating gain, or change in accounting principle (investment gains should be recorded net of investment losses). 
*Unsecured related party receivables based on the related party disclosures as required by 34 CFR 668.23(d).

** The value of property, plant and equipment includes construction in progress and lease right-of-use assets and is net of accumulated depreciation/amortization.
***All debt obtained for long-term purposes, not to exceed total net property, pant and equipment includes lease liabilities for leas right-of-use assets and the short-term portion of the debt, up to the amount of net property, plant and equipment and construction in progress short-term line of credits and note payable, not to exceed total construction in progress. If an institution wishes to include the debt, including debt obtained through long-term lines of credit in total debt obtained for long-term purposes, the institution must include a disclosure in the financial statements that the debt, including lines of credit exceeds twelve months and was used to fund capitalized assets (i.e. property, plant and equipment or capitalized expenditures per Generally Accepted Accounting Principles (GAAP)). If an institution wishes to include short-term lines of credit or notes payable for construction in progress, the institution must include a disclosure in the notes of the financial statements.  The disclosures that must be presented for any debt to be used in adjusted equity include the issue date, term, nature of capitalized amounts and amounts capitalized. Institutions that do not include debt in total debt obtained for long-term purposes, including long-term lines of credit, do not need to provide any additional disclosures other than those required by GAAP.  The debt obtained for long-term purposes will be limited to only those amounts disclosed in the financial statements that were used to fun capitalized assets. Any debt amount including long-term lines of credit used to fund operations must be excluded from debt obtained for long-term purposes.  Any debt obtained for long-term purposes post-implementation must be directly associated with the property, plant and equipment acquired with that debt. In determining the amount of pre-implementation property, plant and equipment to include in the primary reserve ration, the Department will use the lesser of the property plant and equipment minus depreciation/amortization or other reductions or the qualified debt obtained for long-term purposes minus any payments or other reductions as the amount of debt obtained for long-term purposes in determining the amount of pre-implementation property, plant and equipment that should be included in the primary reserve ratio. 
The basis for the pre-implementation property, plant and equipment and qualified debt obtained for long-term purposes will be the amounts reported in the institutions most recently accepted financial statement submission to the Department prior to the effective date of these regulations.  An institution must adjust the amount of pre-implementation debt by any payment or other reductions and the pre-implementation property, plant and equipment by any depreciation/amortization or other reductions in subsequent years. Post-implementation debt will be the amount of debt that an institution used to obtain property, plant and equipment since the end of the fiscal year of its most recently accepted financial statement submission to the Department prior to the effective date of these regulations less any payments or other reductions.  Post-implementation property, plant and equipment will be the amount of property, plant and equipment that an institution obtained since the end of the fiscal year of its most recently accepted financial statement submission to the Department prior to the effective date of these regulations less any depreciation/amortization or other reductions.  An institution must adjust post-implementation debt by any debt obtained and associated with property, plant and equipment in subsequent years and any payments or other reductions. An institution must adjust post-implementation property, plant and equipment by any property, plant and equipment obtained in subsequent years and any depreciation/amortization or other reductions in subsequent years. Any refinanced or renegotiated debt cannot increase the amount of debt associated with previously purchased property, plant and equipment.
Section 2:  Calculating the Ratios from the Balance Sheet and Income Statement

Refer to 34 CFR 668, Subpart L, Appendix A


Balance Sheet





Statement of (LOSS) Income
Line






            Line

	
	Revenue
	

	33
	Tuition and fees, net
	$      

	34
	Clinic revenue
	$      

	35
	 Total Revenue
	$      

	 
	Operating Expenses
	

	36
	Education expense
	$      

	37
	General expense
	$      

	38
	Occupancy expense
	$      

	39
	Depreciation and Amortization
	$      

	40
	Total Operating Expenses
	$      

	41
	Operating Income (Loss)
	$      

	 
	Other Income (expense)
	$      

	42
	Interest expense
	$      

	43
	Interest income
	$      

	44
	Loss on impairment of assets
	$      

	45
	Loss on disposal of assets
	$      

	46
	Other miscellaneous income
	$      

	47
	Total Other Income (Expense)
	$      

	48
	Net Income Before Income Taxes
	$      

	49
	Income taxes
	$      

	50
	Net Income (Loss)
	$      


	
	Current Assets
	

	1
	Cash and cash equivalents
	$      

	2
	Accounts receivable, net
	$      

	3
	Prepaid expenses
	$      

	4
	Related party receivable
	$      

	5
	Related party receivable, secured
	$      

	6
	Student loans receivable, net
	$      

	7
	Total Current Assets
	$      

	
	Current Liabilities
	

	8
	Property, plant and Equipment, net
	$      

	9
	Lease right-of-use assets, net
	$      

	10
	Receivable from affiliate, bet
	$      

	11
	Goodwill
	$      

	12
	Deposits
	$      

	13
	Total Assets
	$      

	14
	Accounts payable/Accrued expenses
	$      

	15
	Line of credit – short term CIP
	$      

	16
	Deferred revenue
	$      

	17
	Leases right-of-use assets liability
	$      

	18
	Line of credit – operating
	$      

	19
	Line of credit – for long term purposes
	$      

	20
	Not payable
	$      

	21
	Total Current Liabilities
	$      

	22
	Line of credit – operating
	$      

	23
	Line of credit – for long term purposes
	$      

	24
	Notes payable
	$      

	25
	Lease right-of-use asset liabilities
	$      

	26
	Other liabilities
	$      

	27
	Post-employment and pension liability
	$      

	28
	Total Liabilities
	$      

	
	Equity
	

	29
	Common stock
	$      

	30
	Retained earnings
	$      

	31
	Total Equity
	$      

	32
	Total Liabilities and Equity
	$      


	*Primary Reserve Ratio = Adjusted Equity/Total Expenses and losses     




Lines

31-11-(4+10)-(8+M9)+27+(M15+M17+M19+M20+M23+M24=M25)  
=  ___________

=       
                                     40+42+44+45




	*Equity Ratio = Modified Equity/Modified Assets

     Lines

31-(4+10)-11
=
___________

=       
13-(4+10)-11




	Net Income Ratio = Income Before Taxes/Total Revenues and Gains

  


   Lines

__48___


=
___________

=       
 35+43+46





*All pre-implementation right-of-use assets and liabilities are removed from total assets and total liabilities.

M# - Modified for right-of-use liabilities pre-implementation and post-implementation debt not directly related to purchase of assets

Section 3:  Calculating the Composite Score

Step 1: Calculating the Strength Factor Score for each ratio by using the following algorithms:
	Primary Reserve strength factor score = 20 x* Primary Reserve Ratio result (enter Score in next column)

	Score:      


	Equity strength factor score = 6 x Equity Ratio result (enter Score in next column)
	Score:      


	Net Income Strength Factor Score = 1 + (33.3 x Net Income Ratio result)

(enter Score in next column)
	Score:      



Note: If the strength factor score for any ratio is greater than or equal to 3, the strength factor score for that ratio is 3.  If the strength factor score for any ratio is less than or equal to -1, the strength factor score for that ratio is -1.

Step 2: Calculate the Weighted Score for each ratio and calculate the composite score by adding the three weighted scores
	Primary Reserve weighted score = 30% x the primary reserve strength factor score
	Score:      


	Equity Weighted Score = 40% x the Equity Strength Factor Score


	Score:      


	Net Income Weighted Score = 30% x the Net Income Strength Factor Score


	Score:      


	Composite Score = sum of all weighted scores

Round the composite score to one digit after the decimal point to determine the final score
	Score:      
Score:      



*The symbol “x” denotes multiplication 

Financial Responsibility Composite Score Scale:

	1.5 to 3.0


	Financially Responsible without further oversight.



	1.0 to 1.4


	In the “Zone.” The school is considered financially responsible but additional oversight is required.



	-1.0 to .9


	Not financially responsible.  The school must submit letter of credit of at least 50% of its FSA funding.  The school may be permitted to participate under provisional certification with a smaller letter of credit – with a minimum of 10% of its FSA funding, and additional oversight.



The definition of terms used in the ratios and the applicable strength factor algorithms and weighting percentages are found in 34 CFR 668, Subpart L, Appendix A for proprietary schools.

Private Non-profit Schools
Section 1:  Ratios and Ratio Terms
	Ratio
	Formula
	Result

	Primary Reserve Ratio
	Expendable Net Assets

Total Expenses without Donor Restrictions and Losses without Donor Restrictions
	     


	Equity Ratio
	Modified Net Assets

Modified Assets


	     

	Net Income Ratio
	Change in Net Assets without Donor Restrictions
Total Revenue without Donor Restrictions and Gains without Donor Restrictions

	     


Definitions:
Expendable Net Assets = (net assets without donor restrictions) + (net assets with donor restrictions) – (net assets with donor restrictions: restricted in perpetuity)* – (annuities, term endowments, and life income funds with donor restrictions)** – (intangible assets) – (net property, plant and equipment)*** + (post-employment and defined benefit pension plan liabilities) + (all long-term debt obtained for long-term purposes, not to exceed total net property, plant and equipment)**** - (unsecured related-party receivables)*****
Total Expenses without Donor Restrictions and Losses without Donor Restrictions = All expenses and losses without donor restrictions from the Statement of Activities less any losses without donor restrictions on investments, post-employment and defined  benefit pension plans and annuities. (For institutions that have defined benefit pension and other post-employment plans, total expenses include the nonservice component of net periodic pension and other post-employment plan expenses, and these expenses will be classified as non-operating. Consequently, such expenses will be labeled non-operating or included with “other changes – nonoperating changes – in net assets without donor restrictions” when the Statement of Activities includes an operating measure).
Modified Net Assets = (net assets without donor restrictions) + (net assets with donor restrictions) – (intangible assets) – (unsecured related-party receivables)

Modified Assets = (total assets) – (intangible assets) – (unsecured related-party receivables)

Change in net assets without donor restrictions in taken directly from the audited financial statements
Total Revenue without Donor Restriction and Gains without Donor Restrictions = total revenue (including amounts released from restriction) plus total gains.  With regard to gains, investment returns are reported as a net amount (interest, dividends, unrealized and realized gains and losses net of external and direct internal investment expense). Institutions that separately report investment spending as operating revenue (e.g. spending from funds functioning as endowments) and remaining net investment return as a non-operating item, will need to aggregate these two amounts to determine if there is a net investment gin or a net investment loss (net investment gains are included with total gains).
*Net assets with donor restrictions: restricted in perpetuity is subtracted from total net assets.  The amount of net assts with donor restrictions: restricted in perpetuity is disclosed as a line item, part of a line item (if part of a line item it must also include a note disclosure of the actual amount) or a note, or a note in the financial statements.
**Annuities, term endowments and life income funds with donor restrictions are subtracted from total net assets.  The amount of annuities, term endowments and life income funds with donor restrictions is disclosed in as a line item (if part of a line item it must also include a not disclosure of the actual amount) or a note, or a note in the financial statements.
***The value of property, plant and equipment includes construction in progress and lease right-of-use assets and is net of accumulated depreciation/amortization.

****All Debt obtained for long-term purposes, not to exceed total net property, plant and equipment includes lease liabilities for lease right-of-use assets and the short-term portion of the debt, up to the amount of net property, plant and equipment and construction in progress short-term lines of credit and notes payable, not to exceed total construction in progress. If an institution wishes to include the debt, including debt obtained through long-term lines of credit in total debt obtained for long-term purposes, the institution must include a disclosure in the financial statements that the debt, including lines of credit exceeds twelve months and was used to fund capitalized assets (i.e. property, plant and equipment or capitalized expenditures per Generally Accepted Accounting Principles (GAAP)).  If an institution wishes to include short-term lines of credit or notes payable for construction in process, the institution must include a disclosure in notes of the financial statements.  The disclosure that must be presented for any debt to be included in expendable net assets include the issue date, term nature of capitalized amount and amounts capitalized. Institutions that do not include debt in total debt obtained for long-term purposes, including long-term lines of credit, do not need to provide any additional disclosures other than those required by GAAP.  The debt obtained for long-term purposes will be limited to only those amounts disclosed in the financial statements that were used to fund capitalized assets.  Any debt amount including long-term lines of credit used to fund operations must be excluded from debt obtained for long-term purposes.
The basis for the pre-implementation PP&E and qualified debt obtained for long-term purposes will be the amounts reported in the institutions most recently accepted financial statement submission to the Department prior to the effective date of the regulations.  An institution must adjust the amount of pre-implementations debt by any payments or other reductions and the pre-implementation PP&E by any depreciation/amortization of other reductions in subsequent years.  Post-implementation debt will be the amount of debt that an institution used to obtain PP&E since the end of the fiscal year of its most recently accepted financial statement submission to the department prior to the effective date of the regulations less any payments or other reductions.  Post-implementation PP&E will be the amount of PP&E that an institution obtained since the end of the fiscal year of its most recently accepted financial statement submission to the Department prior to the effective date of the regulations less any depreciation/amortization or other reductions.  An institution must adjust post-implementation debt by ay debt obtained and associated with PP&E in subsequent years and any payments or other reductions.  An institution must adjust post-implementation PP&E by any PP&E obtained in subsequent years and any depreciation/amortization or other reductions in subsequent years.  Any refinanced or renegotiated debt cannot increase the amount of debt associated with previously purchased PP&E.
*****Unsecured related party receivables based on the related party disclosures as required by 34 CFR 668.23(d).

Section 2:  Calculating the Ratios from the Balance Sheet and Statement of Activities

Refer to 34 CFR 668, Subpart L, Appendix B
Statement of Financial Position
	Line

	
	Total

	1
	Cash and Cash Equivalents
	$      

	2
	Accounts Receivable, net
	$      

	3
	Prepaid Expenses
	$      

	4
	Related party Receivable
	$      

	5
	Contributions Receivable, net
	$      

	6
	Student Loans Receivable, net
	$      

	7
	Investments
	$      

	8
	Property, plant and Equipment, net
	$      

	9
	Lease right-of-use asset, net
	$      

	10
	Goodwill
	$      

	11
	Deposits
	$      

	12
	Total Assets
	$      

	13
	Line of Credit – short term
	$      

	14
	Line of credit – short term for CIP
	$      

	15
	Accrued Expenses/Accounts payable
	$      

	16
	Deferred Revenue
	$      

	17
	Post-employment and pension liability
	$      

	18
	Line of credit – operating
	$      

	19
	Other liabilities
	$      

	20
	Notes payable
	$      

	21
	Lease right-of-use asset liability
	$      

	22
	Line of credit for long term purposes
	$      

	23
	      Total Liabilities
	$      

	24
	Net Assets without Donor Restrictions
	$      

	
	Net Assets with Donor Restrictions
	

	25
	Annuities
	$      

	26
	Term endowments
	$      

	27
	Life income funds
	$      

	28
	Other restricted by purpose and time
	$      

	29
	Restricted in perpetuity
	$      

	30
	Total Assets with Donor Restrictions
	$      

	31
	Total Net Assets
	$      

	32
	Total Liabilities and Net Assets
	$      


Continued on Next Page


Statement of Activities

	Line

	
	Total

	 
	Changes in Net Assets Without Donor Restrictions
	

	
	Operating Revenue and Other Additions:
	

	33
	Tuition and fees, net
	$      

	34
	Contributions
	$      

	35
	Investment return appropriated for spending
	$      

	36
	Auxiliary enterprises
	$      

	37
	Net assets released from restriction
	$      


	38
	Total Operating Revenue and Other Additions
	$      

	 
	Operating Expenses and Other Deductions:
	

	39
	Education and research expenses
	$      

	40
	Depreciation and Amortization
	$      

	41
	Interest expense
	$      

	42
	Auxiliary enterprises
	$      

	43
	Total Operating Expenses
	$      

	44
	Change in Net Assets from Operations
	$      

	 
	Non-Operating Changes:
	

	45
	Investments, net of annual spending, gain (loss)
	$      

	46
	Other components of net periodic pension costs
	$      

	47
	Pension-related changes other than net periodic pension costs
	$      

	48
	Change in value of split-interest agreements
	$      


	49
	Other gains (losses)
	$      

	50
	Sale of fixed assets, gains (losses)
	$      

	
	      Total Non-Operating Changes
	$      

	51
	Change in Net Assets Without Donor Restrictions
	$      

	
	Change in Net Assets With Donor Restrictions:
	

	52
	Contributions
	$      

	53
	Net assets released from restriction
	$      

	54
	Change in Net Assets With Donor Restrictions
	$      

	55
	Change in Net Assets
	$      


	56
	Net Assets, Beginning of Year
	$      

	31
	Net Assets, End of Year
	$      


	*Primary Reserve Ratio = Expandable Net Assets/Total Expenses and losses without Donor Restrictions     




Lines

24+30-29-(25+26+27)-10-(8+9)+17+(M14+M20+M21+M22)-4  
=  ___________

=       
                                     43+46+48+49



	*Equity Ratio = Modified Net assets/Modified Assets

     Lines

24+30-10-4
=
___________

=       
12-10-4


	


	Net Income Ratio = Change in Net Assets Without Donor Restrictions/Total Revenues and Gains Without Donor Restrictions

  


   Lines

__51____


=
___________

=       
 38-35+50





*All pre-implementation right-of-use assets and liabilities are removed from total assets and total liabilities.

M# - For post-implementation debt not directly related to purchase of assets

Section 3:  Calculating the Composite Score

Step 1: Calculating the Strength Factor Score for each ratio, by using the following algorithms
	Primary Reserve Strength Factor Score = 10 x* Primary Reserve Ratio Result 


	Score:      


	Equity Strength Factor Score = 6 x Equity Ratio Result
	Score:      


	Net Income Strength Factor Score = (IF NET INCOME RATIO IS POSITIVE), use this formula: 1 + (50 x Net Income Ratio Result)

(IF THE NET INCOME RATIO IS 0)  then the Net Strength Factor Score =1

(IF THE NET INCOME RATIO IS NEGATIVE), use this formula: 1 + (25 x Net Income Ratio Result)


	Score:      



Note: If the strength factor score for any ratio is greater than or equal to 3, the strength factor score for that ratio is 3.  If the strength factor score for any ratio is less than or equal to -1, the strength factor score for that ratio is -1.

Step 2: Calculate the Weighted Score for each ratio and calculate the composite score by adding the three weighted scores
	Primary Reserve Weighted Score = 40% x the Primary Reserve Strength Factor Score
	Score:      


	Equity Weighted Score = 40% x the Equity Strength Factor Score


	Score:      


	Net Income Weighted Score = 20% x the Net Income Strength Factor Score


	Score:      


	Composite Score = the sum of all weighted scores


	Score:      


	Round the composite score to one digit after the decimal point to determine the final score.
	Score:      



*The symbol “X” denotes multiplication 

Financial Responsibility Composite Score Scale:

	1.5 to 3.0


	Financially Responsible without further oversight.



	1.0 to 1.4


	In the “Zone.” The school is considered financially responsible but additional oversight is required.



	-1.0 to .9


	Not financially responsible.  The school must submit letter of credit of at least 50% of its FSA funding.  The school may be permitted to participate under provisional certification with a smaller letter of credit – with a minimum of 10% of its FSA funding, and additional oversight.




The definition of terms used in the ratios and the applicable strength factor algorithms and 
weighting percentages are found in 34 CFR 668, Subpart L, Appendix B for Private 
Non-profit schools.

Part Two: Policies & Procedures
	Responsibility
	Office responsible
	Requirement Met? Yes/ No

	Who is responsible for ensuring that ratios are calculated correctly at your school?


	     
	     

	Where is the documentation needed for the calculation kept?


	     
	     

	Is the documentation used to calculate the ratios kept for the minimum record retention periods (34 CFR 668.24)? 

	     
	     


For further information regarding the calculation of your composite scores, please contact your SCHOOL PARTICIPATION TEAM using our Technical Assistance Resources 
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