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Abstract

Public economics examine the influence of the state on
economic equality and efficiency, and on conduction of
business entities in connection with the various tax
systems and individual behavior in private consumption.
Long-term sustainability of public finances is in the
interests of society as a whole and therefore is
interesing for scientific research worldwide. From a
budgetary perspective, the public economy in the Czech
Republic is characterized mainly by the state budget,
6,249 municipal budgets and 14 budgets of local
government units. These all units are together subject to
annual statutory audit, which mainly represents the
analysis of the system of the audit informative and
monitoring indicators. Analyzed data and indicators were
obtained from sources of Czech Statistical Institute and
Czech Ministry of Finance with the follow use of absolute
and relative indicators applied for each size group of
public budget entity. On this basis the paper suggests
possible changes and consolidation of municipal and
local government budgets in the Czech Republic.
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The public sector is part of the national economy, whose
main area of interest is to carry out a public service,
which is funded from public funds as well as are
managed and administered in public administration.
Budgeting for the public sector is fundamentally different
from budgeting in the private sector. They differ in their
purpose, their processes, and their accounting methods.

Decisions within public sector are made on public option
and are subject to public control (Volek, 2005). Because
public sector budgets invite a certain level of public
participation, they are usually a lot more transparent
than private sector budgets. From a financial ’s
standpoint, this means there is need to justify the
amount of spending on each item so everyone will
understand and agree that such an expenditure was
necessary. So the issue of control of public
administration is completely different than controlling the
business sector of the national economy, and moreover,
is subject to the principles of publicity, the principles
associated with the obligation to give public entities the
requesting information (Becker, Murphy and Werning,
2005). Public sector represents one of the hallmarks of
public administration and its name is derived from the
fact that it is implemented in the public interest (Barro,
2014).

Financial management in the public sector and private
sector differ significantly. Those who have experience in
one of these areas may not necessarily be ready for
financial management in the other sector due to some of
these differences. The main differences are in
accounting, profit, context and decisions.

Government agencies of public budgets are not
necessarily profit-driven in the same way that private
businesses and corporations tend to be. They may be
task-oriented or driven by some other motivating force
endemic to the specific type of work the organization is
focused on daily. Another fundamental difference
between public and private financial managers is the
context in which they operate. The public budgets
manager may be subject to legislative and regulatory
constraints that prevent autonomous action. The political
framework of the public sector may pit bureaucratic
financial managers against elected officials on occasion,
causing significant limitations to getting the job done.
The differences in the decision-making process between
public and private sector financial managers are closely
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related to the context of operation. Public sector financial
managers often have to work with political
constituencies and navigate between competing interest
groups. Important financial decisions are often rendered
by creating coalitions and support. Decisions cannot
typically be handed down and passed off to the next in
command without some type of public sanction or
approval (Gruber, 2015).

In terms of administration, management and
performance of public finances it is overall a very difficult
and complex issue for every national finances at all
levels. The article will focus on analyzing the structure of
public budgets in the Czech Republic, especially
budgets of municipalities and local government units
(LGU) with special focus on long-term sustainability of
budgets and subsequent performance audit of these
entities within the country. This article aims to evaluate
the performance of municipalities and LGU and on base
of the evaluation of performance audit suggest the main
principles of public budgets reform leading to their better
condition, economy and efficiency.

Smith and Thomas (2004) describe public budgeting
through four perspectives. The politician sees the budget
process as a political event conducted in the political
arena for political advantage (Krugman and Eggertsson,
2012). There are three main roles of government in the
economy: allocation of resources, distribution of goods
and services, and economy stabilization (Musgrave,
2007). Rubin (1997) suggested that budgetary decision
making is largely political, rather than based on
economic conditions. Public budgeting of municipalities
and LGU is in financing an enterprise or local
government during a definite period, which is prepared
and submitted by a responsible executive to a
representative body (or other duly constituted agent)
whose approval and authorization are necessary before
the plan may be executed (Merchant and Stede, 2003).
Shick (1986) outlined the three functions of budgeting:
Strategic planning and deciding on the goals and
objectives of an public organization; Management
control and management's process of assuring effective
and efficient accomplishment of goals and objectives
laid out via strategic planning and Operational control
and audit focused on proper execution of specific tasks
that provide the most efficient and effective means of
meeting the goals and objectives. Developed country
governments in EU desperately need more long-term
and predicTable no. aid, given through their budgets, to
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finance the expansion of health care, education, and
other vital social services (Bokkering, 2008). All the
mentioned objectives and functions of budgets are
achievable due to budgetary audit control. Budget audit
control is the process of determining and analyzing the
deviations of effective values of indicators from the

predetermined values (Anthony and Govindarjan, 2003).

In the Czech Republic there is a total of 6,249
municipalities and 14 LGU by the end of 2015. The task
of each municipality in the Czech Republic is to allocate
sufficient funds to finance the activities that the
municipality has in its scope and activities, as well as
those which are transmitted by the state (Rektorik and
Selesovsky, 1999). Municipalities and LGU seek
comprehensive development of its territory and ensure
the needs of its citizens through public goods and
services.

On July 152004 came into effect law No. 420/2004
Call., on the Act on the audit of municipalities and LGU,
where articles 1-9 of § 4 oblige the rule to provide (till
30t June of current year ) the audit management for the
past year. The audit shall be conducted in accordance
with law No. 93/2009 Coll., on Auditors and the
International Auditing Standards and related application
clauses of the Czech Chamber of Auditors.

An audit involves performing procedures to obtain audit
evidence about the amounts and disclosures in the
financial statements. The procedures selected depend
on the auditor's judgment, including the assessment of
the risks that the financial statements contain material
misstatements due to fraud or error. When assessing
these risks, the auditor considers internal control
relevant to the preparation and fair presentation of the
financial statements. The aim of the assessment of
internal controls is to propose appropriate auditing
procedures, not to comment on the effectiveness of
internal controls. An audit also includes evaluating the
appropriateness of accounting policies used and the
reasonableness of accounting estimates made by
management as well as evaluating the overall financial
statement presentation.

For the preparation and fair presentation of financial
statements in accordance with accounting standards of
the entity, there are data sources obtained from the
Czech Statistical Institute and the Czech Ministry of
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Finance. Analyzed data indicators in this paper are
municipality profile, balance sheet and municipality
budget, while these data were analyzed using both the
absolute and relative methods of managerial accounting.
Using these data the paper counts debt service ratio
(DSR) for the calculation of different size group of
municipalities and LGU. Finally is calculated Audit
system of informative and monitoring indicators (ASIMI)
for all municipalities and contributory organizations
established by them and evaluate the results of the
calculation. Based on these data and analysis results
the main objective of the paper is to evaluate the main
results of audit of municipalities and LGU in the Czech
Republic and determine possible directions of future
reform of its budget system.

The auditor shall, in accordance with these regulations,
to comply with ethical requirements and plan and
perform the audit to obtain reasonable assurance about
whether the financial statements are free of material
misstatement (Lucas and Moll, 2014). Part of this
responsibility is designing, implementing and
maintaining internal control relevant to the preparation
and fair presentation of financial statements that are free
from material misstatement, whether due to fraud or
error, selecting and applying

appropriate accounting policies and making reasonable
accounting estimates (Pospisil, 2013).

The role of the auditor is to issue the audit opinion on
the financial statements.

Data review on the annual management of municipalities
and LGU, which forms part of the final account are
based on law No. 420/2004 Call, § 2, article 1-2:

a) the income and expenditure of the budget, including
cash transactions relating to budget funds,

b) financial transactions related to the creation and use
of monetary funds,

c) the costs and benefits of business,

d) cash transactions related to pooled funds expended
under an agreement between two or more
municipalities or LGU or under contract with other
legal entities or individuals,
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e) financial transactions related to foreign sources
within the meaning of the legislation on accounting,

f) management and disposal of funds provided from
the National Fund and other funds from abroad
provided under international treaties,

g) the billing and settlement of financial transactions to
the state budget, the municipality and LGU budgets
other budgets, state funds and of other persons.

The further audit and examination include:

a) the trading and management of property owned by
territorial unit,

b) the trading and management of state assets under
the management of a territorial unit,

c) placing and execution of public contracts,
d) the status of obligations and claims and their trading,

e) liability for the obligations of individuals and legal
entities,

f) pledging of movable and immovable assets in favor
of third parties,

g) the establishment of easements on the property of a
territorial unit,

h) accounting of municipalities and LGU.

Subject of the review referred to in § 2 are audited in
terms of:

a) the compliance with obligations under special
regulations, especially regulations on financial
management of municipalities and LGU on the
management of their assets, accounting and on
remuneration,

b) the compliance of the management of funds in
comparison with the budget,

c) the compliance with the purpose of a received grant
or a refundable financial assistance and the
conditions of their use,

d) substantive and formal correctness of documents
examined transactions.

Financial management in the context of this paper is
characterized by basic financial indicators and the
relationships between them as the following (including
the types of financial documents where the indicators
can be found). Table no. 1 shows the list of used and
analyzed indicators of municipal and LGU budgets in the
Czech Republic at present.

Table no. 1. Analyzed indicators of municipalities and LGU

Municipality profile

Balance sheet

Budget

Identification number

Fixed assets

Tax revenues

Number of inhabitants

Current assets

Non-tax revenues

Performs state administration or not

Total assets

Capital revenues

Total current accounts

Accepted transfers

Own sources

Total revenues

External sources

Current expenditures

Total liabilities

Capital expenditures

Total expenditures

Annual budget balance

Source: own processing

For analyzing the financial management of

municipalities, auditors use basic financial analysis

e External sources / Total liabilities;
e Total current accounts / Total liabilities.

ratios, such as the following balance sheet indicators:
o Fixed assets / Total assets;

e Current assets / Total assets;

o Own sources / Total liabilities;

__ Debtserice

x 100 =

Interest + Principal and bond instalment +Leasing instalment

In additing to the indicators mentioned above, beginning
from July 2004 Czech government approved municipal
debt regulation through the debt service ratio (DSR).
The actual formula for the calculation is:

DSR = Debt base
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Tax revenues +Nontax revenues +Received transfers

(1)
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The Ministry of Finance of the Czech Republic
calculates the debt service ratio for each municipality
and in case the ratio overruns 30% than the minister of

Table no. 2. Indebtedness of municipalities in 2015

finance sends a letter to the municipality. The debt
service ratio was first calculated in April 2004 from the
2003 data. shows current indebtedness of
municipalities in the Czech Republic in 2015 divided in
different size group.

Distribution of debt to assets ratio (%) Distribution of debt to income ratio (%)
Size Number of — 95 " o5
rou municipalities ; ;

Srop i’ 1 elED percentile percentile el percentile percentile
<200 1456 1 4 19 7 22 110
201-500 | 1998 3 27 14 45 130
501- 1361 4 10 30 25 57 149
1000
1001- 1161 6 10 24 32 61 134
5000
5001- 141 6 11 21 35 52 104
10000
>10000 | 132 7 11 17 41 57 96

Source: own processing

The municipality is required to explain within three
months the reasons for this overrun and suggest
measures to improve the situation (Maaytova et al.,
2015). At the same time the municipality submits the
audit report and the multi-annual budget outlook. Then
the ministry evaluates these documents together with
the total debt, debt per capita, tax revenues per capita,
debt in the past years, size of the municipality and its
overall financial situation (Barro, 2013). In case of
overrun of the debt service ratio in the next year the
Ministry of Finance will put the municipality on a list,
which will be passed on to the grant providers (ministries
or state funds). The grant providers should consider this
list when providing new grants. There is no absolute
prohibition of grant provision to these municipalities, but
it may be a factor of grant rejection.

The described procedure is effective only for a short
time, however several problems arose (Lucas, 2003).
The debt service ratio does not say much about the total
indebtedness and about the ability to pay off the debt
(Summers, 2000). The ministry did not inform the
municipalities sufficiently about the whole procedure and
its goals. In our understanding the procedure should
have alert both the Ministry of Finance and the particular
municipality, that the debt is too high and that some
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measures should by applied. However many
municipalities, which regularly pay off their debt, felt
unfairly accused. At the same time the “debt service
ratio” is not very concrete and is therefore often
confused with “indebtedness.”

Audit system of informative and monitoring
indicators (ASIMI)

The Ministry of Finance of the Czech Republic, on the
basis of Government Resolution dated November 12,
2008 no. 1395 on audit of the management of
municipalities and repealing Government Resolution of
14 April 2004 no. 346 on the regulation of indebtedness
of municipalities and counties through the debt service,
annually performs ASIMI for all municipalities and
contributory organizations established by them and
evaluate the results of the calculation, building always
on data 31.12. relevant year (after final enroliment).
ASIMI indicators are divided into two separated parts
and are audited and evaluated all together:

1. Informative indicators:
a) Population of the municipality;
b) Total income (after consolidation);
c) Interest;
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d) Payment of installments for bond and borrowed
funds;

e) Total debt service;

f)  Debt service indicator (%);

g) Total assets;

h) Liabilities;

i)  Balance at bank accounts in total;
i) Loans and municipal bonds;

k) Received repayable financial assistance and
other debts;

[)  Total debt;
m) The debt to foreign sources (%);
n) 8-year balance;
o) Current assets;
p) Current liabilities.
2. Monitoring indicators:
a) Share of foreign sources to total assets (%);
b) Total current liquidity;
c) 5-year development if indebtedness;
d) Annual change of indebtedness.

The Ministry of Finance of the Czech Republic performs
annually - from the submitted financial and accounting
statements - calculation of ASIMI for all municipalities
and evaluates the results of the calculation.
Municipalities whose indicator of overall liquidity will be
by 31.12. of the current year in interval <0; 1>, while the
share of foreign sources to total assets will be greater
than 25%, will receive a letter from the Minister of
Finance and asked for an explanation of this state and
the opinion of the council of the municipality. The
Ministry of Finance will, upon receipt of the
municipalities concerned, inform the government of the
Czech Republic on results of monitoring of municipal
finances for the current year.

The Ministry of Finance also evaluates the operations of
other municipalities (including their subordinate
governmental organizations), with the indicator of the
overall liquidity in the interval <0; 1> using the above
indicators, paying attention especially to municipalities
that are in this interval occurred repeatedly.
Municipalities who were identified with serious problems
with their solvency, will be offered assistance focused on
analyzing problems arising with the draft
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recommendations on possible solutions. Auditing of
municipal management does not require additional
administrative or financial demands on budgets and run
municipalities. Municipalities are required to currently
send to the Ministry of Finance of the Czech Republic
completed ASIMI table.

The time table of ASIMI audit is:

a) Calculation of Audit system of informative and
monitoring indicators (March);

b) Distribution of letters of Ministry of Finance of
the Czech Republic (April);

c) Justification unsatisfactory status (June);

d) Information for members of the government
(3rd. Quarter).

In 2016 Audit of ASIMI included all 6,249 municipalities
and 14 LGU. By the 31. 12. 2015 there were 176
municipalities with the indicator of the overall liquidity in
the interval <0; 1> and also 226 municipalities with the
share of foreign sources to total assets higher than 25%.
These two indicators all together exceeded the 28
municipalities. It is an annual fall of 2 municipalities,
while 12 municipalities had exceeded those values in
some previous years. The resulting values of the
indicators are only indicative of the potential risk of
economic problems, but it does not necessarily mean
that the municipality is in a difficult financial situation.
This can be assessed only after a thorough audit of the
financial and accounting reports, and especially the
additional documents provided by the municipalities
themselves.

Based on the provided analysis, it is possible to state
that:

e From the point of terms of solvency the most
vulnerable municipalities are those, which were
mandated contribution for breach of budgetary
discipline and municipalities and those, that have
made the wrong investment decisions (Rogoff and
Reinhart, 2012);

e The greatest risks to the economic situation of
municipalities is seen in non-compliance with the
conditions of grant projects supported by EU funds
and also from national programs. These risks arise
both from errors in the preparatory and
implementation phases;

e Most municipalities with exceeding the given values
of ASIMI, should not get into serious trouble with

435



their solvency, because these identified risk proved
only temporary;

o High insolvency risk was identified just in 2
municipalities of 6,249 total: Prameny and Turovice.

Municipalities (including their subordinate governmental
organizations) reported at the end of 2015 the total debt
of EUR 3,10 billion. Compared to the previous year with

a decrease of 2.3%, in absolute terms, the debt declined
by EUR 71,4 million. The total volume of municipal debt
includes bank loans from financial institutions, issued
municipal bonds, repayable financial assistance
received and other debts, incl. loans from state funds.
Table no. 3 shows summary data on indebtedness of
municipalities in the Czech Republic in 2010-2015.

Table no. 3. Summary indebtedness of municipalities in the Czech Republic (billion EUR)

Variable/Year 2010 2011 2012 2013 2014 2015
Loans 2.14 218 244 246 242 2.36
Municipal bonds 0.56 0.50 0.49 0.54 042 0.38
Received repayable financial assistance and 0.27 0.27 0.28 0.30 0.34 0.36
other debt
Total 297 2.95 3.21 3.30 3.18 3.10

Source: Czech Statistical Office; own processing

In the structure of the debt of municipalities have the
greatest weight the long term loans, whose share during
2015 decreased by 0,1 percentage points to 76,1%, the
share of municipal bonds issued decreased by 1,0
percentage points to 12,3% and the remaining part of
the debt of municipalities (11,6%) were consisted of
repayable financial assistance and other debts. Total
debt of municipalities in 2015 contributed 4 largest city of
the Czech Republic by 50,4%, the value of their debt
amounted to EUR 1,55 billion.

Loans that municipalities have adopted from financial
institutions, similarly to previous years, chiefly aimed at
reconstruction and construction of technical
infrastructure for pre-investment projects co-financed
from EU funds and the regeneration and construction of
housing (Reinhart and Rogoff, 2010). Municipalities also
used these funds for reconstruction, insulation and
expansion of educational facilities, sports arenas and
other public facilities (Stiglitz, 2015; Stiglitz, 2016).
These loans are characterized by relatively low interest
rate and very long maturities. Debt itself cannot be
evaluated negatively. Without a loan or credit, many
municipalities cannot fund its development (gasification,
local roads, sewers, water mains, sewage, preschool
and school facilities, etc.). So it depends on what
municipalities can borrow, whether the loans are repaid
seamlessly and how well the project is ready.

Indebtedness in 2015 was showed in 3,255
municipalities out of a total of 6,249 municipalities
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(52,1%). Number of municipalities that have shown
indebtedness in recent years remains broadly stabilized,
although in the last year there has been a slight increase
(by 20 municipalities).

According to the applicable laws governing budgetary
responsibility meets the 92% of municipalities the rule on
budgetary responsibility for municipalities and LGU (ie.
debt to average income in last 4 years shall not exceed
60%). According to the monitoring of municipal
management for the year 2015 - which among other
things monitors the level of debt and liquidity
municipalities - operate with a higher degree of risk only
28 municipalities.

LGU (counties) including contributory organizations
established by them, reported at the end of 2015 total
debt EUR 0,943 billion. From 2014 to 2015 the value of
debt fell by EUR 42 million (4,4%). On the line of credit
was recorded decrease debt by EUR 20 million. The
share of loans in total debt reached up to 92,0%. LGU
did not issued any bonds in 2015. Table no. 4 shows
summary data on indebtedness of LGU in the Czech
Republic in 2010-2015.

Some LGU continued drawdown of loans granted by the
European Investment Bank, which pre-finance and co-
finance massive investments in regional infrastructure.
These loans are generally disbursed in several tranches
with different maturities, typically in excess of 10 years.
Other LGUs have taken loans mainly from the biggest
Czech banks like Czech Savings Bank, Inc., which
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belongs to Erste Group, or Commercial Bank, Inc.,
which belongs to Societe Generale Group for the

Table no. 4. Summary indebtedness of LGU in the Czech Republic (million EUR)

purpose of pre-investment of projects for the repair of

roads or flood damage.

Variable/Year 2010 2011 2012 2013 2014 2015
Loans 593 700 793 839 871 868
LGU bonds 9 14 7 26 24 5
Received repayable financial assistance and 80 82 75 9N 90 70
other debt
Total 682 796 875 956 985 943

Source: Czech Statistical Office; own processing

Municipalities in the Czech Republic are independent,
self-governing entities whose powers and
responsibilities are granted by laws of the national
parliament. Basic municipal rights are to own property,
to act on own behalf and to manage responsibilities on
behalf of the national government.

Municipal and LGU regional budgets in aggregate by the
end of 2015 showed indebtedness of EUR 4,043 billion,
which is by 3,0% (EUR 122 million) more than in

the previous year. The total volume of loans taken by the
territorial budgets was increasing in 2015 as well (non
governmental organizations) amounted to EUR 3,228
billion.(increase of 1,9% over the previous year).

In the institutional area of public finance, the Czech
Republic has been criticized for a weak budgetary
framework for several years although it has always met
its obligations in terms of general government sector
performance over the last years. Since the termination of
the excessive deficit procedure with the Czech Republic
in June 2014, the medium-term budgetary objective has
been met every year. A set of proposals for regulations
on budgetary responsibility (a draft constitutional law on
fiscal responsibility, a draft law on rules for fiscal
responsibility and a draft law amending certain laws in
connection with adoption of fiscal responsibility
regulations) was approved by the Czech government
already in February 2015, and after then it was under
consideration in the Chamber of Deputies of the
Parliament of the Czech Republic until October 2016.
These proposals are base of planned future reform of
public budgetary system in the Czech Republic.
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The ongoing reform of public administration and financial
management of municipalities and LGU in the Czech
Republic contribute to stronger and more efficient fiscal
decentralization or to more efficient redistribution within
the system of public budgets. Within finance system of
municipalities is important area methodology of
redistributed yields of shared taxes from the state
budget into the municipal and LGU budgets. The current
financing of municipalities is focused mainly for
calculating the share of 21,4% of the shared taxes and
the share of 8,4% for LGU in the current methodology.
Shares of the revenues are redistributed to
municipalities and LGU on the basis of strictly selected
criteria. In order an effective redistribution, it is
necessary to have another criteria that reflect the
characteristics of individual municipalities and LGU. The
adjustment would help secure additional funding to
municipalities. One possible criterion is the number of
inhabitants over 65 years, which reflects the expenditure
on social services and activities in social security per
inhabitant. This criterion is implemented to Slovakia in its
system of financing municipalities.

The Government aims to ensure such changes in the tax
system, which will not hinder economic growth and
contribute to a more balanced tax burden and adequate
public budgets revenue and at the same time to an
efficient and transparent management of state
expenditures, which includes, inter alia, providing full
information to the public. Partial improvement of the
current condition of public budgets in the Czech
Republic can be realized also through the improvement
of revenue estimation which would include careful usage
of revenues forecasts provided by local authority
governments, usage of new revenue forecasting

437



techniques and interconnection of the annual budgetary
process with multiannual budget outlook.

Change of rules connected with fiscal flows between
different levels of public administration (financing of
transferred competency, change of budgetary allocation
of taxes, change of requisitions concerning investments’
grants). Financing of transferred competency is among
unsolved problems in the Czech Republic and there is
argue between state and municipalities that correctly
complain that state does not pay enough for the
municipalities mandatory expenses.

Finally the Czech Republic’s fiscal policy is transparent
and produces good results. The macroeconomic outlook
of the Ministry of Finance is always compared with the

outlooks of municipalities and LGU and is discussed with
them. But for now, the legislative process of approving
draft government legislation in the field of fiscal
responsibility still remains unfinished. This legislation
should result in further strengthening of the national
fiscal framework and in the implementation of the EU
Directive on requirements for budgetary frameworks of
the Member States.
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