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The 10-Point Test of Financial
Condition: Toward an Easy-to-Use
Assessment Tool for Smaller Cities

An evolving method for assessing the financial condition of a smaller city
uses data from GFOA’s Financial Indicators Database for comparing a city’s
key ratios with those of hundreds of similar size cities across the nation.

A thorough financial-condition assess-
ment that involves a large number of
factors and related indicators can be very
time consuming for a municipality. As a
result, analysis of financial condition may
not be a regular part of financial manage-
ment. When these comprehensive financial-
condition assessments are conducted, the
large amounts of data involved can make
it difficult to communicate the results to a
city’s management, governing board and
citizenry.

This article describes a short test of
financial condition that municipal finance
officers can conduct for cities with popula-
tions under 100,000. Called the 10-Point
Test, the exercise suggested in this article
allows finance officers to compare 10 key
financial ratios for their city to similar
ratios calculated for 750 smaller cities
across the nation. The 10-Point Test in-
cludes a scoring procedure by which a
municipal finance officer can grade his/her
city and provide some evidence of the
city’s financial condition. The test was
developed because of 1) the need for a
quick and effective financial-condition
assessment tool and 2) the improved
availability of comparative city data pro-
vided by the Financial Indicators Database
published in 1992 by the Government
Finance Officers Association (GFOA).!

The 10-Point Test of financial condition
provides a concise and easy-to-use vehicle
for the communication of financial condi-
tion to a city government’s constituents. It
is based on 10 ratios, listed in Exhibit 1,

that are considered useful for assessing
four basic financial factors for a city:
revenues (ratios 1-3), expenditures (ratio
4), operating position (ratios 5-7) and debt
structure (ratios 8-10).2 The test consists
of three steps, which will be described in
detail in this article: 1) calculation of 10
key financial ratios based on data con-
tained in the city’s current annual financial
report, 2) comparison of the city’s ratios
to ratios of similar-sized cities reported in
this article and 3) grading the city’s finan-
cial condition based on the comparisons in
step 2.

A city has a limited ability to interpret
its financial condition other than through
comparisons with similar-sized cities. The
GFOA’s Financial Indicators Database,
therefore, is valuable as a source of data
for determining the 10 key ratios for cities
across the nation. The database contains
FY89, FY90 and FY91 financial data for
all cities that were awarded the GFOA’s
Certificate of Achievement for Excellence
in Financial Reporting in those fiscal years.
All of the data have been presented in con-
formity with generally accepted accounting
principles (GAAP) and most of the data
have been subjected to independent audit.
In using these data, however, one must
recognize that the cities receiving this
award do not represent a random sample
of the nation’s cities.

Without financial information such as
ratios, informed decisions about financial
condition are not possible. Even with
financial information, the assessment of
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financial condition usually remains subjec-
tive. While city finance officers, city
managers and governing board members
may reach conclusions about their city’s
financial condition, their conclusions may
be based on a few key indicators of their
choice. On the other hand, some may ob-
tain a perception of the city’s financial
condition and not able to identify the basis
for that perception. The 10-Point Test,
however, attempts to provide an objective
scoring technique to help bring closure to

- financial-condition decisions.

Step 1: Calculation of Ratios

The first step of the test consists of .
calculating the 10 ratios for one’s city, us-
ing the definitions in Exhibit 1. All data
required for the ratios usually are available
in the city’s comprehensive annual finan-
cial report and current general purpose
financial statements.

A financial-condition worksheet that can
be used to summarize the city’s ratios and
determine the city’s financial-condition
score is provided in Exhibit 2. After the
city’s ratios are calculated, they are entered
in section B on the worksheet. Sections C
and D are to be completed in accordance
with instructions presented in step 3.

Step 2: City Comparisons
Using the definitions in Exhibit 1, the
author calculated the FY89 ratios for all
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Exhibit 1

TEN KEY RATIOS OF FINANCIAL CONDITION

Ratio
1. Total revenues
Population
2. _ Total general fund revenues from own sources
Total general fund revenues
3. General fund sources from other funds
Total general fund sources
4. Operating expenditures
Total expenditures
5. Total revenues
Total expenditures
6. Unreserved general fund balance
Total general fund revenues
7. Total general fund cash and investments
Total general fund liabilities
8. Total general fund liabilities,
Total general fund revenues .
9. Direct long-term debt
Population
10. Debt service

Total revenues

Clarification of Ratio Components
Total revenues is the total revenues for all governmental funds.

Total general fund revenues from own sources is the difference between total
general fund revenues and amounts classified in the general fund as
intergovernmental revenues.

General fund sources from other funds is general fund operating transfers in.
Total general fund sources is the total of general fund revenues and operating
transfers in.

Operating expenditures is the total expenditures for the general, special
revenues and debt service funds. Total expenditures is the total expenditures
for all governmental funds.

Total revenues is the total revenues for all governmental funds. Tota/
expenditures is the total expenditures for all governmental funds.

Unreserved general fund balance is the total of both unreserved designated
and unreserved undesignated fund balance for the general fund.

(The components are self-explanatory).

{The components are self-explanatory).

Direct debt is general obligation debt to be repaid from property tax revenues.

Debt service is the total expenditures in the debt service fund. Total revenues
is the total revenues of all governmental funds.

750 cities in the Financial Indicators
Database with a population of 100,000 or
less. Because of economies of scale and
other differing characteristics between
large and small cities, comparative ratio
analysis will be more meaningful if ratio
comparisons are made for similar-sized
cities. To aid in that analysis, the ratios of
the 750 cities were partitioned into four
population groups: 1) cities between
50,000 and 100,000, 2) cities between
30,000 and 50,000, 3) cities between
15,000 and 30,000, and 4) cities under
15,000. Exhibit 3 shows the ratios,
reported in quartiles, for the cities in each
of these population categories. A quartile
contains 25 percent of the cities in a given
population group. Thus, in Exhibit 3,
quartile 1 shows the ratios of that 25§
percent of the cities in a particular
population group which have the worst
ratios; the 25 percent of the cities with the
next best ratios are placed in quartile 2;
and those with better ratios are included in
quartile 3 or 4, according to their rank. As
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shown in Exhibit 3, the ratio of total
revenues to population (ratio 1) for cities
in the 50,000 to 100,000 population
group was $714 or more for the cities in
quartile 1. For quartile 2 cities, the ratios
ranged between $714 and $532. Quartile
3 cities had ratios ranging from $532 to
$429, and quartile 4 cities had the best
ratios amounting to $429 or less.

Providing the ratios in quartiles enables
finance officers to make definitive
statements about the relationship of their
city’s ratio to the ranges of ratios for the
database cities. For example, if a city with
a population between 50,000 and 100,000
has a ratio of total revenues to population
that is $500, its ratio is in quartile 3 (see
Exhibit 3); thus, the finance officer can
say that his/her city’s ratio is better than
50 percent of the cities in the Financial
Indicators Database and that his/her city
is in a favorable position among this group
of the nation’s cities.

As Exhibit 3 shows, some ratios are
favorable if they are low, while other

ratios are favorable if they are high. For
six of the 10 ratios (i.e., ratios 1, 3, 4, 8,
9, 10), low values are favorable. The other
four ratios (i.e., ratios 2, 5, 6, 7) are
favorable only if they have high values.
This fact can be observed in either
quartiles 1 or 4 where the ranges are
described as more than or less than a given
value. The generally accepted
interpretations of favorable ratios are
listed below.

Ratio 1: A low ratio suggests a greater
ability to acquire additional revenue.
Ratio 2: A high ratio suggests the city is
not reliant on external governmental
organizations.

Ratio 3: A low ratio suggests the city does
not have to rely on operating transfers to
finance general government operations in
the general fund.

Ratio 4: A low ratio suggests the
infrastructure is being maintained
adequately.

Ratio 5: A high ratio suggests the city
experienced a positive interperiod equity.



Exhibit 2
FINANCIAL CONDITION WORKSHEET
(A} (8) () (D)
Points Assigned to Each Quartile City’s
(Circle the quartile in which your city's ratio falls)  Score
Ratio Your Quartile1 Quartite2 Quartile3 Quartile4 (Enter your
City’s Ratio {0 to 25 (251050 . {50t0 75 - (7510 100 score circled
percentile) percentile) percentile) percentile) on the left)
1. Total revenues
Population : I -1 0 +1 +2 R
2. Total general fund revenues from own sources
Total general fund revenues 2__ -1 0 +1 +2 —
3. General fund sources from other funds
Total general fund sources 3 -1 0 +1 +2 S
4. QOperating expenditures
Total expenditurgs 4 -1 0 +1 +2 NI,
5. Total revenues
Total expenditures 5 -1 0 +1 +2 —_—
6. Unreserved general fund balance
Total general fund revenues 6. -1 0 +1 +2 I
7. Total general fund cash and investments
Total general fund liabilities 7 -1 0 +1 +2 FON,
8. Total general fund liabilities
Total general fund revenues 8 -1 0 +1 +2 —_
9. Direct long-term debt
Population 9 -1 0 +1 +2 EE—
10. __Debt service
Total revenues 10 -1 0 +1 +2 L
Yourcity'sfinancial condition score

Ratio 6: A high ratio suggests the presence
of resources that can be used to overcome
a temporary shortfall of revenues.

Ratio 7: A high ratio suggests sufficient
cash with which to pay short-term
obligations.

Ratio 8: A low ratio suggests short-term
obligations can be easily serviced by the
normal flow of annual revenues.

Ratio 9: A low ratio suggests the city has
the ability to repay its general long-term
debr.

Ratio 10: A low ratio suggests the city is
able to pay its debt service requirements
when due.

Before proceeding to the next step, one
should refer to the part of Exhibit 3 that
relates to the population of his/her city
and identify the quartile in which each of
the city’s ratios falls. This comparison will

be used to help determine the overall
financial condition of the city in step 3.

Step 3: Grading City Condition

The 10-Point Test’s scoring technique is
arbitrary and based on certain assumptions
about the importance of 10 ratios. As a
result, some users of this methodology
may prefer to complete the analysis with
the ratio comparisons in step 2 and forego
the grading process suggested in step 3.

To obtain the 10-Point Test’s grading of
a city’s financial condition, one should
complete the worksheet (Exhibit2) that
contains the ratios computed for his/her
city. Section C of the worksheet assigns
points to each of the ratios according to
the quartile in which the city’s ratio falls; it

can be completed by circling the quartiles
in which each ratio falls.

Each quartile is assigned a score that
ranges from —1 to + 2. This scale is
designed to allow only cities with ratios
above the 50th percentile {quartile 3 or
above) to obtain a positive overall score. A
city with all of its ratios in quartile 3
would be above the 50th percentile among
all cities and would receive an overall
score of 10 points under the 10-Point
Test. A city with all ratios in quartile 2
(25th to 50th percentile) would receive an
overall score of 0, whereas a city with all
ratios in quartile 1 (less than 25th
percentile) would receive a negative overall
score of — 10 points.

To determine the city’s overall score,
one should transfer the circled points for
each ratio in section C to the
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Exhibit 3
FY1989 QUARTILE RANGES FOR 750 CITIES
FROM THE FINANCIAL INDICATORS DATABASE

Population §0,000-100,000 (162 cities) Population 30,000-50,000 (167 cities)

Ratio Quartile Quartile
1 2 3 4 1 2 3 4

0-25% 25-50% 50-75% 75-100%  0-25%  25-50% 50-75% 75-100%

{Worst) (Best)  (Worst) (Best)
1. _Total revenues $7140r $714t0 $53210 $4280r  $631or $631to $493t0  $399 or

Population more $532 $429 less more $493 $399 less

2. Total general fund revenues 802%0r 802%to B87.7%to 968%or 775%0t 775%t0 B74%1t0 964% or

Total revenies less 87.7% 98.8% more iess 874% 964% more

3 General fund sources from other funds

7.285% or 7.285% o 2.083% to 0.003% or  6.588% or 6.598% to 2.438% t0 0.001% or

Total general fund sources more 2.083% 0.003% less more 2438% 0.001% less
4 Operating expenditures 958% or 958%to 889%1t0 816%or 944%0r 944%1t0 865%1o 774%or
Total expenditures more 88.9% 81.6% less more 86.5% 774% fess
5. _Total revenues 08780r 0878t 096410 10380r 08640r 088410 0852t0 1084 or
Total expenditures less 0.964 1.038 more fess 0.952 1.034 more
g _Unreserved general fund balance 0086or 0086t 0180to 03000r  01330r 0133t0 021110 0338 or
Total general fund revenues less 0.180 0.300 more less 0211 0.338 moare
7. Total general fund cash and investments  ggp or 062210 1539t 33720r  09160r 0916t 1909tc 3525 or
Total general fund liabiiities less 1.539 3.372 more fess 1.809 3525 more
8. Total general fund liabilities D2540r 025410 0101ta 0068or  01930r 049310 0099t 0.083 or
Total general fund revenues more 0.101 0.069 less more 0.098 0.083 fess
) Direct long-term debt $4130r $413to $201to $21or  $4180r $416t0  $141to  $i50r
Population more $201 $21 less more $141 $15 iess
10. _Debt service 01340r 0134t 0074t0 0041or  01460r 014610 0080to 0O0250r
Total revenues more 0.074 0.041 less more 0.080 0.025 less
NOTES:
Each quartiie represents 25 percent of the cities in the population group.
The dollar ratios reportad represent 1989 doflars inflated to 1992 doflars using the growth in the Municipat Cost index,
corresponding blanks in section D and 10-Point Test assumes that each of the 10 Overall Grade Relative to
then sum the column. Exhibit 4 shows a ratios has eq?z;l lmlJOl'ltanct:11 in theA ) Overall Score Database Cities
worksheet completed for a city with a assessment of financial condition. A city 10
X . L . : ormore  Among the best
popu]anon between 30,000 and SO’OOO. with a ma]orlty of lt.S ratios abpve t!’lC 50th 5t09 Bettergthan most
This Midwestern city reported one ratio in percentile would b? n l?etter ﬁqangal . 1to4 About average
quartile 4 (better than 75 percent of the condition than a city with a majority of its Oto —4 Worse than most
other cities), five ratios in quartile 3, two ratios below the 50th percentile. —Sorless  Among the worst

ratios in quartile 2 and two ratios in
quartile 1. Because a majority of its ratios
were better than 50 percent of the other
cities, the city obtained a positive score of
5. The remaining task for the city in
Exhibit 4, and for finance officers using
the worksheet, is to interpret the final
score.

Because little is known about the
relative importance of the municipal
finance ratios, the scoring technique of the
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Cities in better financial condition will

have favorable values in most of the 10 The database cities do not provide a

ratios. The following grading scale
suggested by the author nets the favorable
and unfavorable ratios to obtain an overall
“grade” for a city relative to the cities in
the database. To determine a city’s
financial condition relative to the condi-
tion of the database cities, its overall score
determined in the Exhibit 2 worksheet is
compared with the grading scale.

random sample of all the nation’s cities.
Thus, the grading scale includes only
relative interpretations (i.e., better or
worse) instead of absolute terms, such as
good or bad financial condition. While it
can be said that a city with a low score
from the 10-Point Test is in poorer
condition than most of the database cities,
the city may not be in poor financial



{continued)
Population 15,000-30,000 (213 cities) Population less than 15,000 (208 cities)
Quartile Quartile
1 2 3 4 1 2 3 4

0-25%  28-50% 50-75% 75-100% 0-25%  25-80% 650-75% 785-100%
{Worst) (Best) (Worst) (Best)
$6660r 9$E66t0 $4B81to  $328 or §7360r $736t0 $465t0 $368 or

more $481 $326 less more $465 $368 less

777%o0r 777%t B886%to 98.3%or
less 88.6% 98.3% more

5.987% or 5.987% fo 1.167% to 0.001% or
more 1.157% 0.001% less

979%o0r 979%to 91.1%to 81.9% or

more 9M1.1% 81.9% less
0876 0r 0876tc 0854t0 1.0340r
less 0.954 1.034 more
0.1040r 0.104tc 021810 0.3860r
less 0.218 0.386 more
08190r 0819t 1865tc 4.7190r
less 1.865 4719 more
02080r 0208tc 0104ic 0.061o0r
more 0.104 0.061 less
$32680r $326to $133to $8 or
more $133 $8 less
0.1330r 0.183ic 006310 0011or
more 0.063 0.011 less

764%or 764%to 882%to 96.7% or
less 89.2% 96.7% more

8.089% or 8.089% to 1.270% to 0.001% or
more 1270% 0.001% less

98.0% or 99.0%to 922%to 80.3% or

more 92.2% 80.3% less
08680r 0868to 0982to 1.038o0r
less 0.962 1,038 more
0173 0r 0.173tc 0278t0 0444 0r
less 0.278 0.444 more
11620r 1.162t0 25822to 5761 0or
less 2,522 §.761 more
0.1890r 0.189tc 0.102t0 0.057 or
more 0.102 0.057 less
$3290r $329tc $87to $1 or
more $87 $1 less
0.1050r 0.105t0 0.03%to 0.001 or
more 0.039 0.001 less

condition. Even so, a city receiving
negative scores might do well to engage in
a more comprehensive study of its
financial condition.

The interpretations suggested in the
above scoring technique are based on the
author’s assumption that all 10 ratios have
equal importance. Since certain ratios are
probably more important than others, a
city’s overall grade could be biased where
unfavorable but important ratios are
outnumbered by favorable but less
important ratios. Publications of financial
ratios, however, such as the International
City/County Management Association’s
book, Evaluating Financial Condition: A
Handbook for Local Government, do not
highlight some ratios as being more

important than others. Thus, until

additional research is conducted and more
is known about the relative importance of
ratios, the suggested scoring technique is a
reasonable first stage in the development
of a more refined financial-condition test.
Because of the uncertainty about ratio
importance, it would be appropriate for
finance officers completing the 10-Point
Test to modify the scoring technique to
reflect the finance officer’s perceptions of
the most and least important indicators.
For example, the finance officer of the
Midwestern city whose ratios are depicted
in Exhibit 4 might feel that two of the
ratios depicting operating position (i.e.,
ratio S—total revenues to total expendi-
tures—and ratio 6—unreserved general

fund balance to total general fund
revenues) are more important to the
assessment of financial condition than the
other eight ratios. To reflect this increased
importance, the city’s score for ratios 5
and 6 could be multiplied by two as a way
to indicate that the two ratios are more
important than the others. While this
modification would cause the Midwestern
city’s score to increase from +5 to +8, its
overall score could have been lowered had
the two important ratios been
unfavorable.

Despite the limitations just discussed,
the comparisons of a city’s ratios with
those of the cities in the Financial
Indicators Database provide new
information about a city’s relative financial
condition that has not been available
previously. The author, who is interested
in further research and study of the best
indicators of municipal financial
condition, would like to obtain any
feedback from finance officers and other
analysts who complete the 10-Point Test
regarding their experiences with and/or
impressions of the test. The 10-Point Test
is intended to provide a conversation piece
around which finance officers and others
can discuss and develop better financial-
condition assessment tools.

Additional improvements in the test can
be made in the near future because of the
recent release of GFOA’s Financial
Indicators Database for FY90 and FY91.
This provides the opportunity to integrate
trend analysis into subsequent versions of
the test. The test could be improved also
with the development of a method for
incorporating the financial condition of
proprietary funds activities into the
10-Point Test. Financial-condition
assessment of businesslike enterprises,
however, requires techniques that are
unique to each industry. Even so, a
finance officer should determine the
financial condition of these enterprises and
consider this assessment with the results of
the 10-Point Test.

Conclusion

Because of the difficult environment in
which all the nation’s cities now operate,
finance officers need to assess their city’s
financial condition on a continuing basis.
The test described in this article provides a
quick and effective tool for officials of
smaller cities to assess their city’s financial
condition without the use of analytical
techniques that are costly, time-consuming
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Exhibit 4
SAMPLE FINANCIAL CONDITION WORKSHEET
COMPLETED BY A CITY WITH A POPULATION BETWEEN 30,000 AND 50,000

Population

2. _Total general fund revenues from own sources

3445

-1 0

Total general fund revenues

3. General fund sources from other funds

$9.97

2 —1 0

Total general fund sources

Total expenditures

4. Operating expenditures
Total expenditures
5. Total revenues

6. Unressarved general fund balance

+.£.518% 5 o
4 8a'§7’ -1 0

Lod8

Total generst fund revenues

o2l o

7. (172 -1 0

Total revenues

Your city’s financial condition score:

7. Total general fund cash and investments
Total general fund liabilities
8. Total generaf fund liabilities
Total general fund revenues
9. Direct long-term debt
Population
10. Debt service

oS8T 1 @
9 $/32 -1 @

10! l73 @ 0

(A) G © D}
Points Assigned to Each Quartile City’s
(Circle the quartile in which your cily’s ratio falls)  Score
Ratio Your Quartile 1 Quartile2 - Quartile 3 Quartile 4 (Enter your
City's Ratio (0to25 (25to50 (50to78 (7510100 score circled
percentile) percentile) percentile) percentile) on the left)
1. Total revenues

t
s

O -
5 -

+1 +2
® «
G

ORE

+1 +2

jofo [Z & =t

+1 +2

-
+6

+1 +2

or so complex that final assessments
become difficult if not impossible. While
more comprehensive tests are available,
the strength of the 10-Point Test lies in the
extensive set of ratios that were
determined for cities from the Financial
Indicators Database. Tests such as the one
suggested here provide a case for
continued and expanded exchange of
financial information by cities so that they
can make better-informed judgments about
the state of their financial affairs. [

NOTES

!For a description of the contents and products of the
Financial Indicators Database, see “Using the Financial
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Indicators Database for Policy Analysis,” in this issue
and “A New Data Source for Comparative Analysis,”
in the February 1992 issue of Government Finance
Review.

2Except for the third ratio, the ratios used in this
article were adapted from the 36 indicators included in
the International City/County Management
Association’s Evaluating Financial Condition: A
Handbook for Local Government, written by S.M.
Groves and M.G. Valente in 1986. Ratio 3, which
tests a city’s reliance on proprietary funds transfers to
finance general government operations, was developed
by the author specifically for the 10-Point Test. Ratio
selection, definitions and interpretations of the ratios
were aided by a discussion of financial condition
assessment contained in Governmental and Nonprofit
Accounting, forthcoming edition) written by Leon Hay
and Earl Wilson.

3FY89 data are used because data for only that fiscal
year were available in the database when the author
began preparation of this article.
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to contact him to discuss their experiences using the
10-Point Test and their views on its further
development; write to him at Southwest Missouri State
University, Department of Accounting, 901 South
National Avenue, Springfield, MO 65804; telephone
417/836-5414; fax 417/836-6337.



