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Process for scoring the financial ratios

	
	Indicator
	Strong
	Adequate
	Poor
	High risk 
	Extreme risk
	Comments

	
	
	(5 points)
	(3 points)
	(1 point)
	(-5 points)
	(-10 points)
	

	1
	Net tangible assets to total revenue ratio 
Total equity less intangible assets)/Total revenue
Minimum Minimum requirement
$50,000 
	10%+ of total revenue
	5% to less than 10% of total revenue
	2% to less than 5% of total revenue
	Less than $50,000 or less than 2% of total revenue
	Zero or less
	Shows the value owners invested in a PTE to meet initial costs and provide working capital. Equity provides businesses with an important source of interest free non-repayable finance, partial private funding of infrastructure, support for investment in programmes, and ability to weather any adverse changes in the operating environment and make new investment when opportunities arise. Equity encourages owners to operate commercially and to make long-term investments.
As TEC funding may exceed a PTE’s own invested funds our minimum equity requirement of $50,000 ensures providers have some “skin in the game”. Note:
· Total tangible assets are total assets less intangible assets (The ratio excludes nontangible assets such as Goodwill as these have no value in a windup situation)
· ”Pre-paid fees” (student fees received in advance usually shown as an offsetting Current asset and Current liability on a PTE’s Balance Sheet) are deducted from the denominator when calculating this ratio
· Shareholder loan accounts are not equity. They are treated as debt/borrowing for these calculations
· We expect to deal with established businesses that can operate independent of shareholders.
The specified Minimum requirement means a PTE can adapt to a small change in costs or revenue without the need for shareholder reinvestment or provider failure.
We expect PTEs to operate with sufficient positive equity to back operations. We have adopted the Australian Skills Quality Authority’s requirements for a 2% equity to total revenue ratio as a minimum requirement. Owners should consider their own equity investment needs and adopt an appropriate level of equity investment in their business.
Negative net tangible assets indicates that if liquidation or windup occurs an entity would not have sufficient saleable assets to cover its liabilities. In the event of provider failure we do not wish to incur any risks to students and to TEC funding.

	2
	Liquid assets ratio
Cash plus bank deposits plus readily liquefiable investments less bank overdrafts /Annual cash outflow from operations
Minimum requirement
5%
	16%+
	8% to less than 16%
	5% to less than 8%
	Less than 5%
	Zero or negative
	Measures liquidity and solvency. It looks at a PTE’s ability to meet annual cash operating expenses from readily available liquid assets. PTEs need to hold liquid reserves to mitigate risk and uncertainty or have liquidity facilities from their bank. Negative cash resources indicates insolvency problems. Liquid assets include
· Cash on hand, bank deposits, short and long term investments that are readily liquefiable and can be turned into cash within 90 days without impacting operations, less bank overdrafts
· The unused portion of committed bank borrowing facilities with a term to run greater than one year to bolster liquidity, when noted in the financial statements or with our written approval. The liquidity of some short term investments may need to be assessed
· Lending to related entities within a Group, with our written approval, where we are satisfied the Group manages the resources of its entities through a central treasury and the amount deposited with related parties is repayable on demand, the related entities are financially viable, and the Group has sufficient funds to repay the PTE within 90 days and these can be used to repay the debt.
Excludes student fees held under a trust deed (as these are generally an asset of the trustee, not the PTE, and are not available until earned), receivables and prepayments, and deposits or investments, where there are restrictions around the PTE’s use.
The appropriate level of liquidity a PTE should hold depends upon such factors as the level of surplus, the variability in earnings year-on year, the strength of the cash flow generating capability, and the level of uncertainty in the operating environment. A common sector benchmark is to hold one month’s cash cover (i.e. 8% of annual cash outflow from operations).
The specified Minimum requirement means income or expenses can deviate from plan by up to 5% without an adverse impact on solvency. The higher the ratio, the higher the buffer available to meet unexpected changes in the operating environment.
Where a PTE does not produce a Statement of Cash Flows with its financial statements, we calculate the annual cash outflow from operations from the cash expenses shown in its Statement of Financial Performance.

	3
	Current ratio 
Current assets/Current liabilities
Minimum requirement
At least 75%. Any working capital deficit should not exceed annual net cash flow from operations
	120%+
	100% to less than 120%
	75% to less than 100%
	Less than 75% or where the working capital deficit exceeds annual net cash flow from operations
	Less than 20%
	Shows whether a PTE can meet its obligations that are due to be paid within a year. Many studies identify this as a key indicator to identify the financial viability of an organisation.
Should a PTE’s current liabilities exceed its current assets, then it relies on cash flow (or borrowing) to meet the shortfall. A PTE that cannot meet its obligations and does not have the cash flow generating capability will need to increase equity or other debt to service its obligations.
Our assessments use the classifications in each PTE’s audited/reviewed financial statements of current assets and current liabilities, including shareholder current accounts. Large advances to related parties shown as a current asset may need to be tested to ensure they are truly available to meet current liabilities.
The specified Minimum requirement recognises PTEs with working capital levels below 75% tend to struggle financially and have trouble maintaining solvency.

	4
	Net surplus after tax to total revenue ratio
Net surplus after tax/Total revenue

Minimum requirement
Evidence of being able to operate profitably in the long term. Any losses should not exceed 8% of total revenue or 30% of total equity
	8%+
i.e. generates a commercial return
	0 to less than 8%
	Under 0 to
 -8%
	Negative return greater than 8% of Total revenue or more than 30% of Total equity
	
	To be sustainable a PTE must generate sufficient income to cover its costs of operation over the long term. Large or repeated operating losses are usually a sign of poor financial performance. We do not expect not-for-profit organisations to generate a surplus each year but are concerned if any PTE incurs large or recurring losses, as this is not sustainable over the longer term.
PTEs whose provision is growing will normally need to make and retain surpluses to fund necessary resources. A surplus also allows a PTE to accumulate reserves for leaner years, fund capital expenditure, and provide a financial return on the equity invested by stakeholders.
Many organisations operate with a specified surplus target which is suitable for the industry they operate within. This is good practice.
The specified Minimum requirements recognise that
· If a PTE makes a loss of more than 8% of total revenue it will likely be running down its cash reserves
· A loss over a third of available equity indicates the PTE will have less than two to three years of operating life before it either fails or needs to be recapitalised. This situation would need to be addressed urgently.

	5
	Net cash flow from operations ratio
Annual cash inflow from operations/Annual cash outflow from operations

Minimum requirement
100%
	111%+
	108% to less than 111%
	100% to less than 108%
	Ratio less than 100%
	
	Measures a PTE’s ability of to meet cash expenditure from cash generated from all income sources. Positive net cash flow from operations is important to service debt, build cash reserves and provide for future capital expenditure. PTEs may need to generate higher cash flow ratios to expand.
Depending upon its depreciation charge, a ratio higher than 108% generally indicates an entity can accumulate cash resources to replace depreciating assets. A ratio of 111% accords roughly with a 3% surplus.
The specified Minimum requirement is 100%. A ratio of less than 100% indicates a PTE spends more on its operations than it generates from revenue. It also indicates the PTE is running down its cash reserves.
Where a PTE does not produce a Statement of Cash Flows with its financial statements, we calculate this measure from identifiable cash income and expense items in its Statement of Financial Performance.

	6
	Debt equity ratio
Debt/Debt plus net tangible assets

Minimum requirement
Total borrowings should not exceed net tangible assets i.e. a debt ratio of more than 50%
	Less than 20%
	20% to less than 33%
	33% to less than 50%
	50% to less than 80%
	80%+ or negative ratio
	This measure of “leverage” looks at the proportion of the balance sheet funded from debt versus equity.
Debt is a legitimate funding source to finance capital works. How much debt a PTE can carry depends upon its earnings, the variability in its earnings year on year, its balance sheet strength (leverage and liquidity), interest rates, and general borrowing conditions.
As debt rises, the risk of institutional default increases. This is because debt tends to incur interest charges which are a fixed cost. The higher the debt, the more important it is that capital expenditure is in productive assets (i.e. assets with a positive net present value).
Debt means long-term finance. It includes, but is not limited to, the current and term portions of loans, overdrafts, issued bonds, and shareholders current accounts. Some business owners use shareholder current accounts as an alternative to equity and others rely on the lending to the company to be repaid. Shareholder loan accounts are not equity. They are treated as debt for accounting purposes and in the event of windup.
Debt excludes trade creditors, accounts payable, tax payable, operational use of credit cards, provisions or current liabilities that are unlikely to result in cash outflows, and student fees paid in advance.
The specified Minimum requirement recognises that risks rise as debt approaches 50% of net tangible assets, i.e. the point where debt financing exceeds equity financing. When borrowings exceed equity this indicates financial risk. In the tertiary education sector TEIs start to struggle with debt levels over about 20%.

	7
	Net surplus (pre shareholder wages and directors’ fees) after tax to Total revenue ratio
(Net Surplus after tax plus shareholder wages plus directors’ fees plus subvention payments)/Total revenue
	8%+
	0 to less than 8%+
	Under 0 to -8%
	Loss greater than 8% of total revenue or more than 30% of total equity
	
	Indicates the profitability of the PTE.
Often shareholders take large wages or directors fees in lieu of profits. Measuring pre and post wages is useful to determine a PTE’s true earnings.

	8
	Variability in surplus ratio
	Net surplus and previous two years in surplus with ratio variability less than 3% and an improving ratio
or
Latest net surplus above 20% and previous year in surplus with ratio variability less than 5%
	Net surplus and previous year in surplus with ratio variability less than 5% and an improving ratio
or
Latest net surplus above 20% and previous year in surplus with ratio variability less than 7%
or
Net surplus and previous two years in surplus with ratio variability less than 5%
	Net surplus and previous year in surplus or loss with ratio variability less than 7%
or
Net loss and ratio variability less than 3%
or
Net surplus and ratio variability less than 10%
or
Net surplus and previous two years in surplus with ratio variability 5% and above
or
New provider (with no comparatives)
	Net surplus and ratio variability 7% and above
or
Net loss and ratio variability 3% and above
or
Net loss greater than 50% of previous year’s total equity and previous year is a loss
or
Net loss and previous two years of losses
	
	Looks at changes to the Net surplus after tax to total revenue ratio over time and the direction of travel.
Must have all characteristics. If all the characteristics in a column are not present then test the next column.
If a PTE made a 5% surplus in one year and an 8% surplus in the next year the difference is +3% (+300 basis points).

	9
	Shareholders’ funds ratio
Total equity minus intangibles)/(Total assets minus intangibles minus pre-paid fees (liability))
	75%+
	60% to less than 75%
	40% to less than 60%
	Less than 40%
	Zero or less
	Is Net tangible assets/Total tangible assets.
Indicates the level of shareholder investment in a PTE and of debt financing being relied upon. In the event of windup shareholder funds or net assets indicates a PTE’s ability to meet its outstanding obligations.
Negative shareholders’ funds indicates insolvency.
Exclude Trust funds from total tangible assets if the amounts are material. Equity excludes Shareholder current accounts.

	10
	Going concern attestation
	Confirmation by auditor of Big 10 accounting firms; ie: Deloitte, PwC, EY, KPMG, BDO, RSM, Grant Thornton, Nexia International, Crowe Australasia, Baker Tilly, Moore Markham, or OAG through an external audit opinion
	Confirmation by auditor or reviewer
	We have not been provided with an audit opinion/
review indicating a positive going concern assessment, or pre-audit or reviewed reports have been provided, or an attestation is positive but more than a year old
	Auditor or reviewer questions aspects of the “going concern” test; (e.g. “fundamental uncertainty” or “emphasis of matter” or notes inability to assess); or the TEC considers there is evidence the PTE may not be a going concern currently or in future
	Auditor or reviewer considers the PTE not to be a going concern
Failure of one or more of the solvency tests in the Companies Act
	An attestation on the latest financial statements by an independent accountant provides us with a level of comfort around the financial numbers being a true and fair view of the PTE’s financial performance and position.
As the quality of audits may vary the “big 10’ auditors have a higher weighting.
Where an auditor raises going concern issues, or where financial statements have not been audited or reviewed, then less reliance can be placed on the forecast figures provided or the PTE’s on-going solvency.

	11
	Other factors
	None
	Indications there may be factors with a negative bearing on the entity’s financial viability. This includes possible future funding reductions
	Concerns expressed by an external government agency or the TEC. This includes TEC review of aspects of the PTE’s financial management capability or ability to generate a profit
	Concerns expressed by an external government agency, or TEC review of “going concern” issues or other factors likely to have a material impact on the PTE’s solvency. Includes PTEs that receive a “zero allocation” letter
	Evidence of insolvency
	Considers any material other factors which may impact the financial viability of the PTE; e.g. post balance sheet events, poor educational outcomes, or the size of contingent liabilities.
Each factor considered must be verifiable, objective, evidence based and material. This does not exclude commercial judgements made by suitably qualified accountants.

	12
	Meets funding commitments (% delivery)
Funding dollars delivered/Funding dollars allocated
	99% or more of TEC allocated provision
	97% to less than 99%
	90% to less than 97%
	Delivers less than 90% of allocated funding or need for borrowing or deferment of TEC recovery for the PTE to continue to operate 
	
	Is a measure of entity performance and stability. Is also a measure of funding risk as failure to deliver affects revenue, equity, and the amount that must be repaid to us. It is also likely to impact future TEC funding.

	13
	Change in roll size
TEC funded EFTS delivery measured from each December SDR and from forecast approved funding information
	EFTS increase year on year over the last three years
	EFTS increase in current year over previous year
	EFTS static (give or take 10 EFTS)
New provider (with no comparatives)
	EFTS declining by 5% or more as a two year moving average when compared with prior two year period
	
	Indicates whether the entity’s delivery is growing or shrinking.
Large changes in TEC funding EFTS levels may create financial risks and reducing student numbers may indicate trouble.

	14
	Change in Total revenue
Total revenue from all sources from the most recent annual financial reports
	Increases year on year over the last three years 
	Increases in current year over previous year
	Income static or declining/ increasing by less than 5% as a two year moving average compared with the previous two years 
New provider (with no comparatives)
	Total revenue declines year on year over the last three years

	
	This is a growth indicator. PTEs with falling revenue may experience financial issues, including reduced profitability. Material and sustainable revenue drops can indicate heightened risk that will need to be well managed.
Total revenue is operating revenue plus interest received plus gains (or losses) on revaluation of assets.

	15
	Interest coverage ratio
Earnings before interest expense and tax/Interest expense
	Greater than or equal to 12.0:1 or 1200%
or
Interest costs under $10,000
	Greater than 300% but less than 1200%
	Greater than 150% but less than 300%
	Less than 150% but greater than 100%
	Less than 100%
	Indicates ability to finance debt from cash generated from operations.
Large one-off changes may be discounted from the ratio if we agree these are abnormal items.



UNCLASSIFIED

UNCLASSIFIED


 

 

Process for s coring  the  financial  ratio s    

 Indicator  Strong  Adequate  Poor  High risk   Extreme risk  C omment s  

  (5 points)  (3 points)  (1 point)  ( - 5 points)  ( - 10 points)   

1  Net tangible  assets  to total  revenue  ratio     Total equity less  intangible  assets ) /Total  revenue   Minimum  Minimum   requirement   $50,000   10%+ of  t otal  r evenue  5% to  less  than  10% of  t otal  r evenue  2%   to less  than  5% of  t otal  r evenue  Less than   $50, 000 or  less than 2%  of total  revenue  Zero or less  Shows the value owners invested in a PTE to meet initial  costs and provide working capital. Equity provides  businesses with an important source of interest free  non - repayable finance, partial private funding of  infrastructure, support for investment in pro grammes,  and ability to weather any adverse changes in the  operating environment and make new investment when  opportunities arise.  Equity   encourages owners to  operate commercially and to make long - term  investments .   As TEC funding may exceed a PTE’s own invested funds  our   minimum equity requirement  of $50,000  ensures  providers have some “skin in the game”. Note:      Total tangible assets are total assets less intangible  assets (The ratio excludes  nontangible   assets such as  Goodwill as th e s e   have no value in a windup  situation)      ” Pre - paid fees” (student fees received in advance  usually shown as an offsetting Current asset and  Current   liability on a PTE’s Balance Sheet) are  deducted from the denominator when calculating  this ratio      Shareholder loan accounts are  not equity. They are  treated as debt/borrowing for th e s e   calculation s      We expect  to   deal with established businesses that  can operate independent of shareholders.  

