
Financial Condition Testing Strategy: 
 
To evaluate the government’s financial condition and sustainability, auditors should consider the following 

procedures:  
  

 Use the appropriate Financial Condition Analysis template available in the Store (for GAAP 

entities, GAAP enterprise funds, BARS Cash basis entities or BARS Cash basis enterprise funds) to 
perform a trend of key financial condition indicators. 

  

Auditors will need to modify the regular version for special purpose governmental funds by 
eliminating the enterprise self-sufficiency measure.  
The Summary tab is intended for auditors to input figures and evaluate warning indicators. Other 
tabs in the template are designed for sharing the analysis with the client, either at the entrance, 
exit or other meetings. The "Financial Condition" report in LGCS is an automatically generated 
analysis that may be used for BARS Cash basis cities, counties and governmental-type special 
purpose districts. However, auditors should use the user-friendly spreadsheet in the Store for 
sharing with clients rather than automatically generated reports from LGCS.  
  
Contact Scott DeViney if assistance is needed with templates.  

  

 Evaluate any warning indicators identified by the spreadsheet to determine whether they 

represent a potential sustainability issue. Auditors should be especially alert regarding the 

warning indicator for cash/fund balance sufficiency. 

  

Warning indicators are designed to alert auditors to potential concerns using quantitative analysis 
and general thresholds. However, quantitative analysis is only the starting point – and not the 
sole determining factor - in evaluating financial condition. Auditor judgment and other financial 
and non-financial information should be considered whenever the auditor identifies a potential 
concern with the government’s sustainability. Additional factors to consider are:  
 Known or potential future changes in funding – is the government anticipating changes in 

funding levels or formulas (ie: due to changing regulation, grant programs, economic factors, 
etc)?  

 Known or potential future cost increases – is the government anticipating new or increased 
costs?  

 Business risks – what is the government’s exposure to property, casualty, legal, regulatory and 
other business risks?  

 Resources in other funds – are there resources in other funds that are potentially available to 
pay for or mitigate costs that the General Fund is currently bearing?  

 Nature, length and timing of debt service – is outstanding debt voted or non-voted, was 
outstanding debt issued for operating or capital purposes, how long will the current level of 
debt service continue, and does debt include any significant balloon payments or back-loaded 
principal payments?  

 Contingent liabilities – would any significant contingent liabilities, lawsuits, guarantees or other 
obligations threaten the government’s financial condition if realized?  

 Capital planning – are land holdings, right of ways, infrastructure and building capacity 
sufficient to meet projected future service demand or will new acquisitions need to be made?  

 Revenue flexibility – to what extent is the government able to increase taxes, assessments, 
fines, fees or other revenue sources as needed?  



 Spending flexibility – what activities or expenses could be eliminated or reduced if needed?  

  

 Be alert for any of the following situations:  
 Need for short-term borrowing to meet cash needs (either interfund borrowing or 

borrowing from external sources).  

 Inadequately supported or unallowable cost allocations, transfers or loans from restricted 

funds. See testing strategies in the Use of Restricted Funds folder for details.  
 Loss of major revenue sources, such as a grant or contract.  

 Operations are being sustained by one-time or infrequent revenue sources.  

 General Fund expenditures are consistently exceeding budget or other indications of 

inadequate budgetary procedures that may hamper the entity's ability to properly 

monitor its financial condition. See the “Budget Compliance” folder for further details 

regarding budget compliance.  
 Significant political, regulatory, contractual or other uncertainties that may threaten the 

government’s existence or ability to conduct business if realized. Auditors should be 

especially alert to any applicable business risks identified during review of the planning 
guide or other planning procedures. 

  
If a significant issue has been identified, auditors are required to perform the following 

follow-up procedures:  
  

STEP 1: Inquire about the government’s views on the situation, the government’s plan to address 

financial concerns and how the situation is being monitored by management and the governing body.  
  

We would expect governments to be aware of their financial situation, have a plan (whether 
written or informal) and be actively monitoring it. If there is no written plan addressing the 
auditor’s concerns, the auditor should request a memo describing the government’s views and/or 
plan.  
  
When evaluating the government’s plan, auditors should consider whether the plan addresses 
known issues and conditions, identify any significant assumptions or uncertainties inherent in the 
plan, determine when results are or should be expected (in order to compare to interim actual 
results) and evaluate the reasonableness of the plan.  

  

STEP 2: If the government has any bonds outstanding, determine whether financial concerns may affect 
compliance with bond covenants and continuing disclosure requirements. If so, follow up with 

appropriate testing for these risks.  
  

STEP 3: If a financial audit is being done, auditors should refer to the "going concern" step 

for required financial audit follow-up procedures.  
  

STEP 4: Inform the applicable specialist and Kelly Collins. 

 


