Milwaukee Parental Choice Program
Going Concern Evaluation Audit Guide
For the Year Ending June 30, 2010
The auditor should complete Section 1 through Section 4 for all schools.  If the auditor determines no adverse going concern factors exist, a statement and summary of findings can be included in the audit summary memo.  If indicators exist that a going concern qualification may be appropriate, the auditor should summarize the results of their assessment as outlined in Section 5.  This should be completed even if the auditor determines that a going concern qualification is not required.   See Appendix A at the end of this document for a flowchart depicting the required steps for analyzing going concern.
1. Introduction

1.1. Administrative rules (PI 35) for the Milwaukee Parental Choice Program (MPCP) require the auditor providing an opinion on the participating school’s Financial Information Report (FIR) to evaluate whether there is substantial doubt about the school’s ability to continue as a going concern for a reasonable period of time.  The Department of Public Instruction (DPI) has an interest in promoting, to the extent possible, uniform going concern evaluations of MPCP participating schools while recognizing the need for professional judgment. 
1.2. Generally Accepted Auditing Standards AU Section 341 “The Auditor’s Consideration of an Entity’s Ability to Continue as a Going Concern” also places a responsibility on auditors to evaluate whether there is substantial doubt about the school’s ability to continue as a going concern for a reasonable period of time.

1.3. The state superintendent is required to review information received about schools and make a determination regarding the financial viability of schools to continue to provide services to pupils enrolled under the MPCP.  PI 35 defines “financially viable” as “the ability of the private school to pay for goods and services, make debt service payments, and pay other obligations as they become due.”
1.4. The MPCP schools have regulations related to financial viability and continuation as a going concern unique to these schools.  The DPI guidance gives industry specific background on these requirements, analysis and procedures to assist the auditor in addressing the PI 35 going concern evaluation.
1.5. AU Section 150 “Generally Accepted Auditing Standards” identifies that auditing procedures are the acts performed during an audit to comply with auditing standards.  The procedures in the guidance complements other auditing procedures necessary to demonstrate that the auditor has complied with auditing standards, particularly AU Section 341 as well as meeting the PI 35 going concern evaluation requirement.

1.6. AU Section 341 states that, absent significant information to the contrary, there is an assumption in financial reporting that an entity will be able to continue as a going concern.  AU Section 341 further states that information that significantly contradicts the going concern assumption relates to the inability [of the school] to meet obligations as they become due without substantial disposition of assets outside the ordinary course of business, restructuring of debt, or an externally forced revision of operations.    
1.7. Under PI 35.048 (1), the following are considered to be indicators that a school may not have the financial ability to continue:
· The school’s budget and statement of cash flows show the private school has inadequate revenues and other financial resources to fund current operations.

· The FIR audit opinion contains a “going concern” qualification.

· The school failed to make payments to:

· vendors within 90 days or per written agreement.
· reimburse employees for expenses per written agreement.
· employees per compensation agreements.
· The school failed to make filings or withholdings payments to the:
· Federal Internal Revenue Service.
· Wisconsin Department of Revenue.
· Wisconsin Department of Workforce Development.
· Audit reports required by federal, state and local government agencies contain questioned costs or compliance findings that may affect the school’s ability to continue.
· Failure of the private school to make payments to the department as required.
2. Going Concern Considerations for MPCP Participating Schools 

2.1. A per pupil cost above the maximum state aid payment or a negative unrestricted net asset balance MAY indicate a going concern issue.  
2.2. In making a going concern evaluation for a MPCP school, it is necessary to consider the impact of the following on the ability of the private school to pay for goods and services, make debt service payments, and pay other obligations as they become due.
2.3. State aid payments to MPCP schools have a “lower of state aid amount or cost” limitation. 
· If a school has a lower per pupil educational programming cost than state aid amount, the school will receive the lower amount and any excess state aid payment received will be required to be refunded to the department.  The required refund will occur in the following fiscal year. 

· If the school does not have a sufficient cash balance for the state aid repayment, a potential for financial distress in the following year exists.  Any such financial distress will be aggravated by current state aid payments being withheld until the school has paid the DPI the certified amount due.  
· A school without the necessary cash reserves at the beginning of the current year for repaying a prior year state aid overpayment will be likely to have increasing financial distress if the need to make a state aid payment refund results in employees, vendors, payroll withholdings, debt or other obligations not being paid.
2.4. A school with a higher per pupil cost than the state aid amount will require funding for the excess cost from tuition, contributions, operating organization subsidy, or other governmental assistance.  Use of debt or a line of credit to provide cash can result in long term issues if the school is unable to find other sources of funding.  This is because the MPCP program only pays on current year expenditures.
· A school with a higher MPCP per pupil cost than the maximum MPCP amount should try to fund such costs from tuition, contributions or operating organization subsidies.  If the additional funds are offsetting items, they will decrease the per pupil cost that the school is allowed to recover from MPCP.
2.5. A school having costs excluded from the MPCP state aid per pupil cost computation must obtain funding for the excluded costs other than MPCP state aid and offsetting revenues.
2.6. A school with a higher percentage of MPCP pupils to total pupils will have less ability to increase cash reserves through tuition increases.  A school that is 100% MPCP enrollment will never be able to eliminate an operating deficit by increasing MPCP enrollment.

2.7. The last MPCP payment is made in May and any tuition revenue for the current year will have been recognized by June 30.  Any operating (cash flow) debt incurred for current year operations not repaid by June 30 not covered by available June 30 assets will require an increase in following year revenue, other than MPCP or offsetting revenues, or debt restructuring.
2.8. A school’s failure to pay premiums for required insurance coverage will result state aid payments being withheld from the school or closure.

2.9. Failure to make required payments to the Internal Revenue Service, Wisconsin Department of Revenue, or Wisconsin Department of Workforce Development may result in a levy against the school’s bank accounts.
3. Recommended Audit Procedures
3.1. The following analytical procedures along with other performed procedures may be used to identify conditions and events that, when considered in the aggregate, can indicate substantial doubt about the school’s financial viability and its ability to continue as a going concern. 
These procedures focus on the school’s capacity to pay obligations as they become due and continue to function as a going concern.  These procedures should be used in the final and overall review stages of the audit.  They may also be used in the planning stage and used for substantive testing.
3.2. Review the PI 35 indicators that a school may not have the financial ability to continue.

· If the school’s budget indicated an operating deficit for the current year, inquire of school management regarding the reasons why the school was unable to make operational changes to avoid the operating deficit.  Consider the inability of the school to make such operational changes to be an adverse going concern factor.
· If a going concern audit opinion expression or note disclosure was made on the prior year FIR, contact predecessor audit firm for access to working papers concerning the opinion expression or note disclosure. Consider a prior year going concern audit expression or note disclosure to be an adverse going concern factor.
· If the school has unpaid amounts due employees for time worked prior to May 1 and to vendors for billings dated prior to May 1, inquire of management regarding why payment was not made using the May MPCP payment.  Consider the inability of the school to make such payments to be an adverse going concern factor.

· If the school has not made timely filings or payments to the Federal Internal Revenue service, Wisconsin Department of Revenue, or the Wisconsin Department of Workforce Development (See Schedule 12 of the FIR), determine if the school has a payment agreement with the agency, and if the school has been complying with the agreement.  If the school is not current with filings or payments (even if a payment agreement exists) consider this to be an adverse going concern factor.  Consideration should be given in the final going concern assessment of a payment plan and if the school is current with the payment plan.
· If the school has been required to provide audit reports during the current year, other than for the MPCP, to any government agency (including school nutrition revenue), review those reports for potential effect on the school’s financial status due to payment withholding, required refunds or additional cost.  Also consider questioned costs or compliance findings identified.  Consider such items to be an adverse going concern factor.
· If the school did not make a timely FIR or enrollment audit adjustment payment to the department, inquire of management as to reason why and the funding that was used for making late payments.  If the payment was made by delaying payroll or vendor payments, or incurring debt, consider to be an adverse going concern factor.  
3.3. Identify the status of the funding for the payroll related and vendor liabilities.
· Determine whether the school has a sufficient cash balance to refund any state aid overpayment after payment of liabilities for payroll, vendor and tax withholding.  Consider an insufficient cash balance to refund the state aid overpayment to be an adverse going concern factor.
3.4. Identify the status and extent of debt 
· If the school has operating debt outstanding at year end, determine the cash balance that will be available after payment of liabilities for payroll, vendor and tax withholding.   If the school does not have sufficient cash for repaying the current portion of the debt, determine how the school will repay the outstanding debt balance.  If the school does not have an identified funding source, with written commitments for contributions that will be used for debt repayment, consider it to be an adverse going concern factor. 
· Review all cash advances, lines of credit, operating and capital debt.  The auditor should obtain all signed agreements and maintain them in the permanent file.  Determine if any of them mature by June 30th of the following year.  If so determine if any large payments are due at maturity and management’s plans for paying off the debt.  If the school intends to refinance the debt, see below for additional procedures.  
· If the school intends to refinance the debt or otherwise restructure the debt balance, or pay off the debt through contributions, determine that a written commitment for the refinancing or contributions exists.  Consider the school’s ability to obtain additional financing based on historical patterns, the current financial position of the company, and collateral available.  If the school has a lack of written commitments and doubt exists regarding the ability of the school to obtain additional debt financing, consider this an adverse going concern factor.
3.5. Review the school’s history in making paying insurance premiums as they become due
· Non-payment of insurance premiums for required coverage will, upon DPI notification, result in state aid payments being withheld or closure of the school.  Inquire of management the reason for insurance premiums not being timely paid.  Consider a history of not timely paying insurance premiums to be an adverse going concern factor. 
4. Ratio Analysis
4.1. Analytical procedures, the use of which is required by AU Section 329 “Analytical Procedures,” are customary auditing procedures that may provide evidence of a going concern issue.  Among the analytical procedures identified in AU Section 329 are ratios based on the auditor’s understanding of the client and of the industry (i.e. the MPCP) in which the client operates. Analytical procedures, including ratio analyses, are included in the guidance.
4.2. Ratios are identified in AU Section 329 as items that might indicate matters having financial statement ramifications.  Schedule 12 of the Financial Information Report calculates the key ratios as determined by the department.   Review these ratios to determine if the school may have a going concern issue.
4.3. Although ratios have an advantage in that they are easily calculated from reported financial data, the Department recognizes that there are many factors that can influence the financial relationships included in a particular ratio calculation.  Ratios are just one of several factors that may indicate a going concern issue.  When evaluating the ratios included in the DPI guidance, the auditor must develop an understanding of underlying reasons for what appears to be an unfavorable calculation.  Ratios often are best viewed as trends, and the use of trend data in ratio analysis should be considered. 
4.4. The department will use the ratios in the guidance as a basis for inquiry regarding a particular school’s financial viability, especially in instances where other indicators of financial distress are present.   The school and the auditor will be contacted in the cases where it appears a going concern disclosure would have been appropriate.

4.5. The auditor is not limited to these ratios. PPC’s Guide to Audits of Nonprofit Organizations, published by Thomson Reuters, provides a worksheet (NPO-CX-9.2) that may used to document ratios used as analytical procedures performed in the planning and final stages of an audit, or performed as substantive procedures during the audit.  In evaluating other ratios, the unique aspects on MPCP funding eligibility should be considered.  
4.6. Percentage of Net Pupil Cost Funded by MPCP Payment Eligibility (See Sch 12 of the FIR)
· Provides an indicator of the school’s ability to raise funds to support instructional programs from non-MPCP revenue.  The ability of the school to obtain outside (non-MPCP funds) is an important factor in whether or not the school will be able to offset an accumulated deficit.
4.7. Operating Obligation Funding Percentages at June 30 (See Sch 12 of the FIR)
· MPCP funding is limited to current year costs, with the final payment being made in May.  A MPCP payment made in September of the following year is intended to fund cost of that year.
· This ratio provides indicators of the school’s ability at fiscal year end to immediately meet incurred operating obligations.  This schedule should be reviewed to determine the school’s ability to meet obligations through the summer months until the next MPCP payment in September.
5. Evaluation
5.1. A  review of Chapter 11, “Concluding the Audit,” Section 1107 “Going Concern Considerations” of the PPC’s Guide to Audits of Nonprofit Organizations, should be made at the conclusion of the audit.  The use of the PPC Guide’s “Going Concern Checklist” (NPO-CX-16.1) is also encouraged.

5.2. Prepare a written evaluation of the going concern indicators identified in Section 1-4.  Also include any items identified through auditing procedures performed during planning and in performing substantive audit procedures, including audit evidence gathered.   
5.3. The auditor should evaluate if there are identified conditions and events that, when considered in the aggregate, indicate there may be substantial doubt about the ability of the school to continue as a financially viable going concern.  
· If the auditor determines that substantial doubt does not exist regarding the school’s ability to continue based on its evaluation of items identified in Section 5.2 (without additional inquires of management’s plans as summarized below), the auditor should document what mitigating items exist that result in this assessment.  No footnote disclosure is required if no significant change in operations or consideration of management’s plans are necessarily to alleviate the going concern indicator(s).
· If the auditor determines that substantial doubt may exist regarding the school’s ability to continue, management should be requested to provide its plans to deal with the adverse conditions and events.  These plans should be evaluated as to whether they can be effectively implemented and will result in a mitigation of the adverse conditions and events.
5.4.  The evaluation of management’s plans to mitigate the going concern doubt should include the following:

· Plans to dispose of assets – the ownership of or liens against the assets, marketability and the time required to dispose of them; what will be used in their place to provide the school’s educational program; the prohibition against capital assets previously included in capital asset computations being again included in MPCP cost calculations by successor ownership of the school, upon purchase by or transfer to other MPCP participating schools.
· Plans to borrow money or restructure debt – availability of debt financing, including existing or committed lines of credit; and ability of the operating organization or owners to guarantee debt.
· Plans to increase revenues – the ability to increase enrollment through tuition-paying pupils; effect of increased enrollment on per pupil cost calculations; demonstrated ability of operating organization or owners to provide an operating subsidy; and demonstrated ability of school management to raise funds from outside donors.

· Plans to reduce or delay expenditures – effect on per pupil cost and related effect on MPCP revenue.

· If school’s operating organization has not demonstrated an ability to subsidize the school’s operation, or if the school does not have a record of raising significant contributions, management’s assertion that additional operating subsidies and contributions will be obtained should be viewed with professional skepticism unless written promises have been received.

5.5. Prospective financial information about the upcoming fiscal year is particularly significant to management’s plans and the DPI’s determination of the school’s financial viability determination; therefore, the school’s management should be requested to provide budget information for the following fiscal period.  This information should be maintained in the audit working papers.  Consideration should be made regarding the adequacy of support for significant assumptions underlying that information.  Particular attention should be given to assumptions that are:

· Material to the budget information.
· Especially sensitive or susceptible to change.
· Inconsistent with historical trends-especially related to additional sources of revenue/funding.
5.6. The consideration of the budget information should be based on the auditor’s knowledge of the school’s operations and management, and should include (a) reading of the budget information and the underlying assumptions, and (b) comparing the budget information in prior periods to actual results.  If the auditor becomes aware of factors, the effects of which are not reflected in the budget information, these should be discussed with management and, if necessary, a revision of the budget information should be requested.
5.7. The written evaluation must summarize and document the following:

· The conditions or events that lead to a belief of substantial doubt about the school’s ability to continue as a going concern, including the inability to meet obligations as they become due without substantial disposition of assets outside the ordinary course of business, restructuring of debt or an externally forced revision of operations.
· The elements of management’s plan that were considered to be particularly significant to overcoming the adverse effects of the conditions or events.

· The auditing procedures performed and evidence obtained to evaluate the significant elements of management’s plans.

5.8. A conclusion as to whether or not substantial doubt about the school’s ability to continue as a going concern remains or is alleviated.  If the substantial doubt is alleviated, provide the basis for that conclusion. When, primarily because of the consideration of management’s plans, it is concluded that substantial doubt about the school’s ability to continue as a going concern for the following fiscal year is alleviated, a note disclosure must be provided with the FIR identifying:

·  The conditions and events that initially caused the initial doubt regarding the school’s ability to continue as a going concern.

· The possible effects of these conditions and events.

· The mitigating circumstances, including management’s plans that alleviate the possible effects of the conditions and events.

5.9. If, after considering the identified conditions and events and management’s plans, there remains substantial doubt about the school’s ability to continue as a going concern, the audit opinion accompanying the FIR must include the going concern explanatory paragraph. A note disclosure must also be provided with the FIR identifying:

· Pertinent conditions and events that give rise to the assessment of substantial doubt about the school’s ability to continue as a going concern.

· The possible effects of such conditions and events.
· Management’s evaluation of the significance of those conditions and events and any mitigating factors.

· Possible discontinuance of operations.
· Management’s plans (including relevant prospective budget information).

· Information about the recovery or classification of recorded asset amounts or classification of liabilities.
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