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ABSTRACT

In local government, the financial analysis is focused on evaluating the financial condition of municipali-

ties, and this is normally accomplished via an analytic process examining four dimensions: sustainability
(or budgetary stability), solvency, flexibility and financial independence. Accordingly, the first goal the
authors set out to achieve in this chapter is to determine the principal explanatory factors for each of
the above dimensions. This is done by examining a wide range of ratios and indicators normally avail-

able in published public accounts, with the aim of extracting the most significant explanatory variables

for sustainability, solvency, flexibility and financial independence. They use a rule induction algorithm

called CHAID, which provides a highly efficient data mining technique for segmentation, or tree grow-

ing. The research sample includes 877 Spanish local authorities with a population of 1000 inhabitants

or more. The developed model presents a high degree of explanatory and predictive capacity. For the

levels of budgetary sustainability the most significant variables are those related to the current margin,

together with the importance of capital expenditure in the budgetary structure. On the other hand, the

short-term solvency depends on the liquid funds possessed by the entity. The flexibility, however, depends

mainly on the financial load per inhabitant of the municipality, on the total sum of fixed charges. Finally,
financial independence depends fundamentally on the transfers that the entity receives and on the fiscal
pressure, among other elements.
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INTRODUCTION

In the context of private enterprise, profitability
is the main variable analyzed and monitored by
researchers and company managers. At the theo-
retical level, the DuPont Model establishes the
relationships between profitability and a group
of variables and accounting ratios such as asset
turnover, sales margin and financial leverage.
However, in the public sector and even more
specifically in the area of local government this
conceptis overshadowed by other magnitudes that
reflect the success or otherwise of management
performed in the public interest. Interest is thus
focused on evaluating the financial condition of
municipalities, and this is normally accomplished
viaan analytic process examining four dimensions:
sustainability (or budgetary stability), solvency,
flexibility and financial independence (Groves
et al., 2003).

Accordingly, the first goal we set outto achieve
inthis chapteris to determine the principal explana-
tory factors for each ofthe above dimensions. This
is done by examining a wide range of ratios and
indicators normally available in published public
accounts, with the aim of extracting the most sig-
nificant explanatory variables for sustainability,
solvency, flexibility and financial independence.
We seek to quantify these relationships and their
explanatory variables and thus obtain the relevant
profiles, i.e., the combinations of economic-
accounting features ofthe best municipalities with
respect to their levels of sustainability, solvency,
flexibility and financial independence (Zafra-
Gomez et al., 2009a; 2009b; 2009¢).

In this context, drawing up a body of rules
making it possible to determine the probability
of an organization presenting a better or worse
financial condition is a crucial issue. The im-
portance for the public manager is determined
by the fact that the latter officer must be aware
of the variables to be controlled when seeking a
stable financial situation with regard to the four
elements being considered. Moreover, the utility
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of this methodology is that it provides a control
instrument for municipal supervisory agencies
(central or regional government) as those local
authorities that face an Emergency Financial
Condition would be obliged to draw up a viabil-
ity plan to improve it, and their autonomy would
be reduced by the supervision by such agencies.
Taxes would have to be increased, within legal
limits, and/or the services provided would have to
be cut back, with the ensuing loss of popularity.
Another real consequence that would affect the
financial condition of such local authorities would
be the denial to them of access to indebtedness
facilities for investment projects. At the other
extreme, those authorities presenting an excellent
financial condition would be subjected to fewer
controls and supervision, and thus their autonomy
would increase; they would have greater access
to certain forms of financial assistance and to
indebtedness facilities.

This analysis makes use of a rule induction
algorithm called CHAID (Chi-squared Auto-
matic Interaction Detector, Kass, 1980), which
provides a highly efficient data mining technique
for segmentation, or tree growing, so that a tree
of rules may be derived to describe different
segments within the data in relation to the output
(dependent) variable, allowing us to classify local
governments according to the different values of
their accounting ratios (explanatory variables or
predictors).

The chapter begins with a review of the main
empirical studies carried out to measure financial
crises affecting local authorities. We go on to
outline our methodological proposal to achieve
the above aims, explaining the analytic technique
to be applied, and then describe the sample and
the variables. Subsequently, the main results of
the analysis are discussed, firstly by means of an
exploratory analysis, and then from an explana-
tory viewpoint. Finally, we highlight the most
important issues raised in this chapter and suggest
future areas for investigation.



24 more pages are available in the full version of this document, which may
be purchased using the "Add to Cart" button on the publisher's webpage:
www.igi-global.com/chapter/measuring-financial-crisis-local-

governments/44281

Related Content

Partially Supervised Classification: Based on Weighted Unlabeled Samples Support Vector
Machine

Zhigang Liu, Wenzhong Shi, Deren Liand Qianging Qin (2006). International Journal of Data Warehousing
and Mining (pp. 42-56).

www.irma-international.org/article/partially-supervised-classification/1770

Concept of Temporal Pretopology for the Analysis for Structural Changes: Application to
Econometrics

Nazha Selmaoui-Folcher, Jannai Tokotoko, Samuel Gorohouna, Laisa Roi, Claire Leschiand Catherine Ris
(2022). International Journal of Data Warehousing and Mining (pp. 1-17).
www.irma-international.org/article/concept-of-temporal-pretopology-for-the-analysis-for-structural-changes/298004

Exploring Similarities Across High-Dimensional Datasets

Karlton Sequeiraand Mohammed J. Zaki (2007). Research and Trends in Data Mining Technologies and
Applications (pp. 53-84).

www.irma-international.org/chapter/exploring-similarities-across-high-dimensional/28421

Interestingness Measures for Association Rules: What Do They Really Measure?

Yun Sing Koh, Richard O’Keefeand Nathan Rountree (2008). Data Mining and Knowledge Discovery
Technologies (pp. 36-58).
www.irma-international.org/chapter/interestingness-measures-association-rules/7512

Information Extraction: Methodologies and Applications

Jie Tang, Mingcai Hong, Duo Liang Zhangand Juanzi Li (2008). Emerging Technologies of Text Mining:
Techniques and Applications (pp. 1-33).
www.irma-international.org/chapter/information-extraction-methodologies-applications/10174



http://www.igi-global.com/chapter/measuring-financial-crisis-local-governments/44281
http://www.igi-global.com/chapter/measuring-financial-crisis-local-governments/44281
http://www.irma-international.org/article/partially-supervised-classification/1770
http://www.irma-international.org/article/concept-of-temporal-pretopology-for-the-analysis-for-structural-changes/298004
http://www.irma-international.org/chapter/exploring-similarities-across-high-dimensional/28421
http://www.irma-international.org/chapter/interestingness-measures-association-rules/7512
http://www.irma-international.org/chapter/information-extraction-methodologies-applications/10174

