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Examining Financial Statements

Financial Condition Analysis

May 28, 2011

Coe Chapter 8

Wang Chapters 7 and 12

Introduction

 How do you know you can trust what is reported in an 
entity’s financial statements?

 Once you know you can trust it, how do you interpret 
what’s there?
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Auditing
 Financial audits

 Used by governing board, management, bond 
underwriters, bond agencies, unions, interest groups, 
citizens

 Performance audits

 How well the organization is performing

 Available to everyone, but primarily for internal use.

Who are the Auditors?
 Federal Government

 Inspectors general

 Appointed by President

 Located within agency

 Originally concerned with fraud, but responsibilities 
expanded to financial auditing in 1994

 Government Accountability Office (GAO)

 Legislative Branch

 Consolidates agencies financial statements

 Audits agencies at request of Congress
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Who are the Auditors?
 State

 State auditors audit state agencies – Auditor General

 Financial audits

 Performance audits 

 Governor or legislative request

 Own initiative

 Local government
 State requires hiring CPA

 Nonprofits
 Audits are optional – uses CPA

 May be required by funding agency

 Required if > $300,000 received from federal funds

Generally Accepted Auditing Standards

 General standards – the auditors should

 Have adequate technical training and proficiency

 Maintain an independent mental attitude toward the 
assignment

 Take professional care when conducting audits and preparing 
reports

 Field work standards – the auditors should

 Adequately plan the work and properly supervise assistants

 Properly study internal accounting controls to determine 
their reliability

 Collect sufficient evidence to express an opinion regarding 
the fairness of the financial statements 
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Generally Accepted Auditing Standards

 Reporting standards – the report should

 Include a statement as to whether the financial 
statements are presented in accordance with GAAP

 Include a statement whether such principles were 
adhered to during the audit period

 Indicate the financial statements are adequate unless 
otherwise stated

 Submit an opinion on the financial statements or a 
statement that an opinion could not be expressed

Generally Accepted Governmental Auditing 
Standards
 Second set of guidelines followed by government

 Comptroller General

 “Yellow Book” – GAO publication Government Auditing 
Standards

 Adopts GAAS and extends field work requirements

 State and local governments that receive federal grants 
must follow GAGAS
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Audit Report
 Reasonable assurance as to fairness of financial 

statements

 Use of sampling

 Financial statements free of material misstatements

 Types of opinion

 Unqualified opinion (clean)

 Qualified opinion – certain departures from GAAP

 Disclaimer – serious departures from GAAP – auditor 
cannot offer opinion on part of financial statements

 Adverse opinion – do not represent financial condition 
fairly

Auditors Report
 Opinion on fair presentation of financial statements

 Report on compliance and internal control over 
financial transactions

 Report on compliance and internal control over each 
major federal award program

 Must report which internal controls were tested

 Reportable conditions listed

 Material weakness – reportable condition that could 
result in material misstatement
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Audit Findings
 Reportable conditions presented including:

 The condition – the internal control weakness or 
compliance issue

 The criterion – the basis for determining the weakness 
or compliance issue

 The cause – why the weakness occurred

 The effect – negative impact caused by weakness or 
compliance issue

CAFR
 GAAP only requires:

 Basic set of financial statements

 Footnote disclosures

 Required supplementary information

 Government Finance Officers Association encourages 
the preparation of a CAFR to provide statistical and 
demographic information to make the statements 
more useful for analysts
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CAFR Sections
 Introductory – title page, org chart, contents

 Financial Section

 Audit report

 MD&A

 Basic financial statements

 Fund financial statements

 Footnotes

 Required supplementary information

 Combining statement for non major funds and 
individual fund statements

 Statistical section

Other Financial Reports
 Popular Annual Financial Report (PAFR)

 Simpler version of financial statements for non-
technical readers

 Single Audit Financial Report

 Entities used to be audited by each federal agency from 
which a grant was received

 Single Audit Act limits redundancy – audits 
governments and nonprofits that spend $500,000 in 
federal funds annually
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Nonprofit Financial Reports
 Basic Financial Report

 Statement of Financial Condition  - Part IV, Form 990

 Statement of Activities – Part I, Form 990

 Statement of Functional Expenses – Part II, Form 990

 Statement of Cash Flows – Not in 990

 Notes to Financial Statements

 Options for small nonprofits
 Compilation

 Review – compliance letter.  Not audited

 Agreed-upon procedures – examines specific accounting 
procedures to determine if controls are adequate

 Members’ audit – volunteer with accounting background performs a 
review

Financial Performance Monitoring

 Financial monitoring system

 Ongoing check on the budget

 Helps uncover inefficient practices and operations

 Helps avoid further deterioration of financial condition

 Tools

 Indicators that assess financial performance

 Techniques to detect unacceptable financial 
performance

 Techniques to diagnose causes of underperformance 
and provide suggestions for performance improvement
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Financial Indicators
 Financial input indicators – availability of resources 

and level of resource consumption

 Total revenues or revenues per capita

 Total revenues by fund – do we over rely on a particular 
revenue source? 

 % of intergovernmental revenue – do we over rely on other 
government support?

 Total expenditures or expenditures per capita

 Expenditures by function

Financial Indicators
 Financial process indicators – issues in financial 

operations such as liquidity and borrowing capacity

 Liquidity – enough cash and CE to meet short-term 
obligations?

 Current ratio – current assets / current liabilities

 Should be 2:1

 Net Assets or Change in Net Assets (Operating surplus or 
deficit)

 Difference between total revenues and total expenses for the year

 Fund Equity or Fund Operating Surplus (Deficit)

 Continuing deficits indicate a problem.

 Borrowing Capacity

 Total debt / total assets

 Rule of thumb – should not exceed .5
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Financial Indicators
 Financial results indicators – how efficiently financial 

resources are used and how effectively revenues, 
earnings, or profits are produced

 Asset allocation efficiency – total asset turnover

 Total revenues / total assets = revenue per $ of assets

 Fixed asset turnover – Total revenues / total fixed assets

 Higher ratios are better

 Indicators of earning and profitability – for business-
type operations

 Return on assets – change in net assets / total assets

 Return on net assets – change in net assets / net assets 

Detecting Unacceptable Performance
 Examine indicators

 Compare to standards and benchmarks

 Budgets, state or nationwide averages, similar organizations

 Is deviation within acceptable range?

 Did we expect decreased performance?

 Find the cause of underperformance

 One time event?  Likely not a continuing problem.

 Systemic?  Will have to address.

 Determine the performance trend

 Look at the trend over several years
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Detecting Unacceptable Performance

 Develop a complete picture of performance

 Examine other indicators that are associated with the 
initial indicator

 Examine the components of the indicator separately and 
in more detail

 Understand the cause and take action if warranted:

 Non-random causes of underperformance:

 Unpredictable socioeconomic changes

 Poor planning

 Inefficient or ineffective practices in management of 
operations

Approaches for Dealing with 
Underperformance
 Modify financial goals, objectives or standards to 

reflect reality in the planning process

 Modify organizational strategies, procedures, and 
activities to improve efficiency and effectiveness in 
management or operations

 Eliminate invalid or unreliable indicators from the 
monitoring system

 Revise unrealistic performance standards
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Financial Condition Analysis
 A thorough evaluation of the financial health of an 

organization.

 Ultimate purpose

 Identify factors that impact financial condition

 Provide recommendations to improve financial 
condition

 FCA stresses importance of socioeconomic and 
organizational factors in the analysis

 Analysis of financial statements has a narrower focus

 Financial monitoring conducted more frequently than 
FCA

Financial Condition Analysis

 When to perform:

 Beginning of period when preparing budget

 End of period when financial report prepared

 During a financial crisis or emergency

 Part of organizational strategic planning process

 Who conducts?

 Internal management team

 Outside consultants

 Independent auditors
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Financial Condition Analysis
 Level of difficulty determined by:

 Scope of the analysis – four financial condition 
dimensions (Analysis can focus on one or more dimensions):

 Cash solvency – ability to pay current liabilities

 Budget solvency – ability to collect sufficient revenues to pay 
expenditures or expenses

 Long-run solvency – ability to pay off long-term obligations

 Service solvency – ability to support desirable level of services

 Availability of measures and data

 Specification and testing of how a financial condition is 
affected by socioeconomic/organizational factors

 Specification called FCA Modeling

Measuring Financial Condition
 Good financial measure should satisfy three criteria:

 Measurement validity – must assess a specified element 
of the dimension under evaluation

 Ex. Revenue/expenditure measure not valid for cash solvency 
but valid for budgetary solvency

 Measurement reliability – elements used in measure 
should be consistent and objective

 Measurement affordability – affordable to obtain
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Example Cash Solvency Measures

 Assets available to pay off current liabilities:

 Cash ratio = Cash & Cash Equivalents + Marketable 
Securities / Current Liabilities

 Higher ratio is better

 Quick ratio = Cash & Cash Equivalents + Marketable 
Securities + Receivables / Current Liabilities

 Higher ratio is better

 Less restrictive than cash ratio

Example Budgetary Solvency Measures

 Operating ratio = Total Revenues / Total Expenditures 
(Expenses)

 Assesses sufficiency of revenues to cover expenses

 Higher ratio = higher budgetary solvency

 Own-Source Ratio = Revenues of Own Sources / Total 
Revenues

 Own source includes taxes, fees, charges – considered 
more stable and controllable than intergovernmental 
revenues
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Example Long-Run Solvency Measures

 Net Asset Ratio = Total Net Assets / Total Assets

 Measures ability to withstand financial emergencies 
during economic slowdowns, loss of major taxpayers/tax 
base, and natural disasters.

 Higher ratio = better long-run solvency

 Can exclude capital assets from numerator – may not be 
available to pay long-term debt

 Long-Term Debt Ratio = Total Long-Term Debt / Total 
Assets (or Total Revenues)

 Measures ability to pay off long-term debt

 Higher ratio = worse long-run solvency

Example Service Solvency Measures
 Net Assets Per Capita = Total Net Assets / Population

 Level of net assets per resident

 Higher ratio = better service solvency

 Long-Term Debt Per Capita = Total Long-Term Debt / 
Population

 Level of long-term debt per resident

 Higher ratio indicates deterioration of service solvency
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Measuring 
Socioeconomic/Organizational Factors
 Selection Criteria

 Measurement validity, reliability and affordability

 Theoretical cause-effect relationship to show how factor 
affects financial condition

 Theoretical justification of measurement

 Most important selection criterion

 Example – population data justifiable when in an analysis that 
uses revenues to measure financial condition

 Measure is better if more controllable

 Sensitive to policies and managerial actions

 Measurement controllability

Example Socioeconomic/Organizational Factors

 Socioeconomic
 Population

 Income

 Property values

 Education level

 Age

 Employment rate

 Organizational factors
 Budget management

 Cash management

 Investment management

 Internal controls

 Professionalism and leadership
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Warning Trends

 Requires examination of at least three periods

 Continuing deterioration in the measure constitutes a 
warning trend

 Fluctuations in trend may bear investigation

Relationships Between Factors
 Studying a factor’s impact on financial position

 Factor must be related to financial impact

 Measures of associations

 Correlation coefficient

 Direction – positive or negative value

 Magnitude – relation varies from -1.000 to +1.000; 

 Interpretation

 0 = no relationship

 > 0 < .500 – weak positive

 .5 to .699 – moderate positive

 .7 to .999 – strong positive

 1.000 – perfect positive
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Relationships Between Factors
 Exact form of relationship must be determined

 Break down the relationship into a useful methodology 
for projecting the impact

 Per capita

 Growth rate

 Percentage relationship

 Multiple factors will generally be responsible for the 
impact

 Requires more advanced statistical techniques, such as 
regression


