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FISCAL IMBALANCE AND FISCAL RISKS
MANAGEMENT ON THE REGIONAL LEVEL *

Petra Dvorakov&

Introduction

Regions as higher territorial self-governing unitsre established by constitutional act
no. 347/1997 Coll., and thus a new level of pubticninistration and of public budgets,
too, was created. The establishment of regionsléded to the year 2001, when the first
stage of public administration reform was impleneentFor this purpose, a legislative
framework was provided in 2000 by accepting Act #29/2000 Coll.,, on Regions
(regional establishment). In the autumn of the sgw®r, the first public elections of
regional representatives were held and broughttmepositions of the first bodies of
representatives and also other administrative Isodfethe regions elected by them.
Moreover, regional authorities were founded andestiato perform the tasks entrusted
to them by particular regulations. Regions stamexking practically in 2001 when
they took their significant position in the publiodget system.

Aim and methods

The aim of the paper is to evaluate current usddesaal instruments (mainly fiscal
imbalance and fiscal risks management) on the lef/¢he Czech regions. First, we
theoretically introduce the theory of fiscal imbada and the possible problems
associated with it by taking into account stand#rdoretical economic literature.
Subsequently we shall explore the instrument whanlld be used to control fiscal risks
at the regional level — a risk map. The paper ool with mapping the regional
economic developments since establishment of tgeome up till now, whilst their
annual economic results and the related developwfeimdebtedness are emphasized.
In the last section, we are dealing with the inddhess of regions from the perspective
of their representatives’ experience. As a conolusiwe present a summary and
recommendations.

The paper does not discuss indebtedness of regoneeasons of indebtedness
regulation as it is the topic of previous paperslished by the authdrWe assume that
certain regulation by state is better then no matleall, as it is apparent in foreign
experience. Considering indebtedness regulation rataded rules we prefer ex-ante
ones to ex-post.

The current practice of fiscal instruments usedlgch regions was explored by means
of structured interviews which were the main methafddata collection. Selected
representatives of all Czech regional authoritiesnely the executives of the Economic

! The contribution was made thanks to the project tké Czech Science Foundation
No. 402/08/1158.
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Departments and Departments of Finance of the Rabiéuthorities and their
associates and delegates, were addressed as resfgorite interviews were conducted
by the research team of the Department of PublmnBmy, Faculty of Economy and
Administration, Masaryk University, from June topBamber 2010.

The Automated Budget Information System of the @zkinistry of Finance (ARIS)
was the main source of the regional authoritieta @@ancerning their budgetary aspects
(as summarized in the tables below). This infororatsystem collects data from
accounting and reporting of individual componerftpublic budgets, including regions.
Budgetary documents of regions and state budgets also used to describe financial
situation of the regions, their economic results edebtedness.

1. Fiscal Imbalance at the Regional Level

By a fiscal imbalance we generally mean any diszmep between budgetary revenues
and budgetary expenditures within a certain peribeve take into consideration one
budget year only, we can obtain three differentneadic results, or three results of the
relationship between budgetary revenues and buggexpenditures. Ideally, these two
guantities will be equal; in this case there isalabce. In the other two cases, there is a
short-term fiscal imbalance — a deficit (expendituare higher than revenues), or a
surplus (revenues are higher than expenditured)oth cases, it is necessary to tackle
the imbalance.

If such a result of budget has not been plannedsafalind out during a budget year, it
is possible to perform a budget correction, e.gs&rmout some expenditure or increase
the revenues. If the balance in question has bémmed, the situation is simpler,
especially in case of a surplus; a surplus canldeeg in reserves (e.g. a bank account,
term deposits), or used for the payment of a piiibilities. A deficit brings about the
need to finance the expenditures not covered bybtidgetary revenues from other
sources, e.g. to involve the reserves, to applafloan, issue bonds, sell property, etc.

What can be the consequences of a short-term fisdadlance, or rather deficit (the
theory associates no negative consequences wittphus)? From a short-term point of
view, this does not necessarily constitute anyoserirouble, unless the matter becomes
chronic. Thanks to a short-term deficit, there banan increase in a budget constraint
which can lead to higher investments or an autamasponse to the decline phase of
the economic cycle. However, the trouble arisesdéficits appear annually and
accumulate into a growing debt. Then also interests and these again burden the
budget as expenses.

This brings us to a long-term fiscal imbalance Wwhioeans a discrepancy between
budgetary revenues and budgetary expenditure®ilotiy-term perspective. Put simply,
this is accumulated deficits from previous yearscithus create a debt. However, a
more accurate definition says that this is a sumbudget liabilities due to other

economic entities. These entities can be bankssdimlids, companies, but also
government institutions, if they provided meanghe budget in question (e.g. in the
form of a loan, a returnable financial support,)etlaturally, for these loaned means
some price has to be paid — an interest. Genenallycan say that the volume of
interests grows with a growing debt.
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Many risks are associated with the debt portfolithe- basic ones are refinancing risk,
interest rate risk, currency risk, liquidity riskad the counterparty risk (MedVest al.
2005, p. 350). Therefore, it is recommendable temify the debt portfolio both with
respect to financial instruments (loans, secujitéasl with respect to their due periods
(short-term, long-term instruments) or creditoreeTactivities connected with the debt
portfolio are together referred to as debt managénidis concerns an active influence
on the amount and the structure of the debt aimékleaoptimization of the amount of
the debt and the minimization of the related expsrad risks. The choice between the
amount of expenses and risks is one of the mostitapt decisions to make concerning
debts, as these two are in an antagonistic rekttipn

How does the current legislation on the economitviies of regions respond to the
theory of fiscal imbalance? Act No. 250/2000 Cotin Budgetary Rules for Local
Governments which generally regulates the creaposition, the content and functions
of budgets of territorial self-governing units aspkcifies the rules for the management
of financial means of territorial self-governingitsnis one of the most significant acts
related to the management of regional budgetdsit deals with the establishment of
legal entities of territorial self-governing un{® 1 art. 1 of Act No. 250/2000 Coll.). It
establishes the budget and the budgetary outlookhasbasic tools of financial
management (8 2 art. 1 of the Act No. 250/2000 .Lol budget year is equal to a
calendar year (8§ 4 art. 2 of the Act No. 250/2000.C

The act concerning the balance of regional budggts that they should be drawn up as
balanced. Besides this, a surplus budget is pesgisbme of the incomes are planned
to be used in the following years, or if they astedimined to settle debts from previous
years. A surplus can also be deposited in the mégyimoney funds. Moreover, there can
also be a deficit budget if the deficit is possitiecover by financial means from past
years or by a loan secured by contract, credirmeble financial support, or yield on
sale of communal bonds (8 4 art. 4 — 6 of the Aot 260/2000 Coll.). Thus the act
directly stipulates the options of covering a défic

In case of a temporary discrepancy between budgetwenues and budgetary
expenditures, the act stipulates the option to @tcaeeturnable financial support from
the state budget or a budget of another regionmfartant fact for such a region is that
the returnable financial support is interest fitdewever, if it is returned after due date,
this is considered retention of financial mean8 &t. 5 of the Act No. 250/2000 Coll.).

If the region finds out during the year that thelgetary revenues or expenditures do
not develop in agreement with their expectationd #rere is the threat of a deficit, it
can adjust its budget by taking budgetary measuxelsudgetary measure can be of
three forms. Either it is a transfer of budget nseaithin revenues and expenditures so
that their approved volume does not change. Or, mew-budgeted revenues are used
to settle non-budgeted expenditures, which incietteetotal volume of the budget. The
last option is binding of budgetary expenditurethdre is the danger they would not be
covered by budgetary revenues, which means theeaserin the budget volume (8 16
art. 1 — 3 of Act No. 250/2000 Coll.).

The resulting balance of the regional budget isliphbd in the closing financial
statement of the region. The closing financialest&nt contains the information on
how the budget of incomes and expenses was metsifull stipulated structure,
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information about managing the property and otl&aricial operations, including the
formation and use of funds (§ 17 art. 2 of Act ®60/2000 Coll.).

The region’s liabilities are generally regulated gt No. 129/2000 Coll., on Regions,
not budgetary rules. The mentioned act in this exinstipulates that the region is
represented in legal relationships by its own namnd bears the responsibilities or
liabilities following from its relationships (§ 1rta2 of Act No. 129/2000 Coll.). An

acceptance of a loan or an issuance of communatisbds a kind of such legal

relationship. The body responsible for taking owérthe liabilities on behalf of the

region is its representatives. They are to makesies about agreements on the
acceptance and provision of a loan, credit, acoeptaof a guarantee liability or

agreement with a liability (§ 36 letter i) of AcbN129/2000 Coll.).

To prevent uncontrollable growth of indebtednesa odgion outside the budget, the act
prohibits regions to guarantee for liabilities @ftural persons or legal entities, except
for cases listed (§ 17 art. 3 of Act No. 129/20@0l.E On the other hand, the state does
not guarantee for the economy and the liabilitiea cegion unless it takes the liability
over based on a contract (§ 17 art. 5 of Act N®/2@00 Coll.). This stipulation
protects the state against automatic taking ovdradf decisions of regions concerning
liabilities. It is necessary to note that a simiipulation is valid for municipalities;
however, the state has taken over liabilities ohitipalities which had troubles several
times (for example the case of Rokytnice nad Jiger&nalogically, we can assume
that also in case a region had serious troubles,state would solve the situation
actively. Such an assumption creates space fongiatémoral hazard” to appear in the
field of regional indebtedness.

Based on the above mentioned, we can ask the questiether the state controls or
regulates the indebtedness of regions in some Wag.answer is currently a negative
one; at the moment, the state does not regulatartiraints of liabilities of regions. It
has not always been like this. In 2004 — 2008 guwent decree No. 346, on the
regulation of the indebtedness of municipalitiesl argions by means of the debt
service indicator was effective. The resolutionowattd the Ministry of Finance to
calculate the indicator of debt service annuallydth municipalities and regions of the
Czech Republic and if the limit (30 %) was exceedled municipality or the region had
to explain the situation. At the same time, thees\a threat that if the municipality or
the region exceeded the limit of the debt servickcator in the long term and without
any satisfactory explanation, the providers of glibs from the state budget and state
funds could take this into consideration when degdbout a provision of a subsidy
(MoF, 2005c). However, this option was rather hjpetical and was not often used in
the practice.

If we go deeper into the past, measures aimedeatdtiuction of the indebtedness of
regions were taken even before 2004. They hadra fdframendments to the act on
regions. The first amendment was implemented byact50/2001 Coll. and it added

the following stipulations into the act on regioasconclusion of an agreement on the
acceptance of a credit or loan by a region fronpattirhad to be approved by the
government; also issues of communal bonds had tappeoved by the government; a
region could not accept a loan if its debt serviad exceeded 15 % of its own budget
from the last year; a region could not guarantedidbilities of natural persons or legal
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entities with its property unless the region wasirttffounder; and the last change
dwelled in the stipulation that the state does goarantee for the economy and
liabilities of a region unless it takes them overséd on an agreement. It was then
proved in the practice that these measures wereeathy clear and they brought serious
problems. Therefore, the next amendment to theracggions by act no. 231/2002 Coll.
cancelled most of the measures mentioned abovey @@ measures regarding
guarantees (state for a region, region for legtafies and natural persons) remained.

By accepting the CR government decree of Novemir 2008, No. 1395, on
monitoring of the economic activities of municipgis and cancelling the government
decree of April 14, 2004, No. 346, on the regulatid indebtedness of municipalities
and regions by the means of the debt service itaficthe regions, or rather their
indebtedness, ceased to be monitored by the MingdtiFinance. As the title of the
“new” government decree shows, the monitoring ighker applied to municipalities
only — every year the Ministry of Finance calcutadeset of informative and monitoring
indicators (see Table 1) and evaluates the results.

Table 1: System of Informative and Monitoring Indicators (SIMI)

A. Informative Indicators

1) Number of inhabitants

2) Revenues in total (after consolidation)

3) Interests

4) Paid installments of bonds and loaned means

5) Debt service in total

6) Debt service indicator (in %)

7) Assets total

8) Loaned sources

9) Balance on bank accounts in total

10) Loans and communal bonds

11) Accepted returnable financial supports andratlebts

12) Indebtedness total

14) Share of indebtedness in loaned sources (v %)

15) Loaned sources per an inhabitant

16) Current assets

17) Short-term liabilities

B. Monitoring Indicators

13) Share of loaned sources in total assets (v %)

18) Total (current) liquidity

Source: MoF (2005b).

In the entire set, the two monitoring indicatore #ie most important. Municipalities
will be, similarly as the previous instrument ottlservice, addressed by the Ministry
of Finance and asked to provide an explanatiohafihdicator of total liquidity at the
end of current year is within interval <0; 1>, aatdthe same time the share of loaned
sources in total asset is higher than 25 % (MoB5B).

Although this set of informative and monitoring icators is not obligatory for regions
and is not monitored by the Ministry of Financee timterviews showed that some
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regions calculate and evaluate these indicatorstheir own purposes. These are
standard indicators of a financial health of aritgr@nd are naturally appropriate if the
region is aware of its financial situation. Thatvidly we prepared the table in the
Appendix 1, which shows the data as of 31/12/200®heé structure of the informative
and monitoring indicators for all regions of thee€Cla Republic.

2. Fiscal Risks Management at the Regional Level

Regions gradually started to implement modern ndsHor the control of their budgets,
either in relation to the entrance of the Czechu®ép in the EU or the reform of public

budgets. These methods should help to bring bgtility into activities of regions, and

to make expenditures of public means more effectiviscal risk management

represents one of these methods. In compliance thihact on financial control in

public administration, the regions of the Czech ltdig need to have a system which
will not only monitor risks and prepare regions fivem but also manage them.
Specifically, one of the main aims of the mentioed is “to ensure the protection of
public means against risks, discrepancies or atbéiciencies caused mainly by breach
of legal regulations, uneconomical, purposelessiaefficient use of public means or

by criminal activities.” (§ 4 art. 1 of the Act N820/2001 Coll.).

Consistent monitoring and evaluation of risks caevpnt negative impacts on a
regional budget. The identification of causes @r dhnigination of fiscal risks is within

the competence of regional managers. Their knowlealgd personal experience are
irreplaceable. That is another reason why the nupeactice of fiscal risk management
in the regions of the Czech Republic was explorgdrieans of interviews. Several

representatives of the regional authority wereririéeved in each region. In dependence
on their knowledge of the specific situation ofemion and their experience in risk
management, risks themselves and also their pessilhsequences were evaluated
using a five-point scale. For the purposes of tiedyais, each of the evaluated risks and
consequences was assigned a value from zero tddiienal points could also be uskd.

The scale of risks and consequences is presentédble 2. Classification of a risk
according to its consequence as 1 does not meaththask is automatically classified
as 1 from the perspective if its probability; &rian gain any value of the scale.

* Methodical instruction of the Ministry of Financesthe Czech Republic proposes a five-point
scale without decimal points (see MoF, Audit Deparnt — Central Harmonisation Unit (2004,
April)).
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Table 2: Consequences/evaluation of risks

To Cons(eg)uences To Probability; evaluation of risk; response (P)
1 None 1 | Nearly impossible; borders on a statistical enecord only]

Common risk; occurrence of a risk is possible kmit n

2| Negligible 2 :
necessary; no response

3| Acceptable 3 Acceptable; the risk occurs sporadically; preiemt

Acceptable in case of high expenses on the riskovain

4 | Undesirable 4 . ;
probable occurrence; immediate response

5 | Unacceptable| 5 | Unacceptable; an expected risk; fundamental esasgent

Source: SVEC, RRizeni fiskalnich rizik (na arovni krajskych rozpbCR). Brno, 2009, p. 41.

Further, risks were classified into three main gaccording to their significance. The
significance of a risk (S) was ascertained based tlon relationship between
consequences (C) and probability (P) by the meéttsedollowing equation S =P * C
(MoF, Audit Department — Central Harmonisation U004, April)). Based on the
calculated values, the risks can be divided intmmmon ones (operational), serious ones,
and critical ones. The boundaries between partigriaups of risks were established as
follows: S = 2 as the boundary between common aibis risks, R = 8 as the
boundary between serious and critical risks.

The survey did not deal with general financial siskuch as robbery, fraud or
carelessness. These risks are monitored and seicuaidexamined regions very well.
Therefore, the survey focused on fiscal and budgks which are associated with the
budgets of regions, like liquidity risk, refinangimisk, interest rate risk, etc. The risks
connected with regional budgets are specified énrésult table (Table 3) for the South
Moravian Region as risks R1 — R16. The South Mamm®egion was randomly chosen
for the demonstration of risk assessment on a negiievel. The probability values and
the values for the consequences were establishéddebsesearch team on the basis of
interviews, their own expert knowledge and the tlgwment of the South Moravian
budget in the past. The results could differ frastireates of other entities or persons.
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Table 3: Risks Evaluation for the South Moravian Rgion

Description of the activity and operation | g A S

Budget risks

R1 | Unrealistic budget incomes — incomes over-evatlia 3.2 3.1 9.9

R2 | Budgetary expenses under-evaluated 3.0 p.7 8.1

R3 | Approval of budgetary measures without soureesred 3.9 2.7 10.5

R4 | Meeting the budget structure 1.1 0J6 0{7

R5 | Financing of a budget deficit — whether realisti 3.2 2.2 7.0

R6 | Debts service of the region 3.8 3.1 11.8

Liguidity risks

R7 _Insuff_ic_ient cover of liabilities by immediate asse 16 26 4.2
insufficient liquidity

R8 | Negative cash-flow 1.0 1.4 1.4

Refinancing risks

R9 Inability to secure sufficient reserves for theaficing 34 34 116
of the first debt

R10 | Refinancing of the debt 2.8 3.0 8.4

Currency risk

R11 Cha_nge of currency rate of the returnable sourtes i 10 11 11
foreign currencies

Interest rate risk

R12 Change of interest rates connected with the movtamenz'6 27 70
of e.g. repo rate

Political risks (decisions of regional authorities)

R13 Decision making qf self-government authorities wiih 39 38 12.2
complete information

R14 Decisions of rggional guthoritieg contrary to 43 39 16.8
recommendations of risk analysis

R15 | Realistic approved expenses with respect to sources 3.1 3.1 9.6

Liability risk

R16 | Liabilities after the due date | 14 1.2 1.9

Source: SVEC, P. (2009, p. 53); the author basednterview Survey within Czech Science
Foundation Project No 402/08/1158 (2010).

The table shows that critical risks include risksmected with the decision-making
processes of the regional authorities, and somegdiudnd refinancing risks. To
visualize risk factors graphically a risk map i®disThe following diagram (Figure 1)
shows the location of risks in the map based orsidpaificance of their impact and the
probability that they will occur. We can identifhet three types of risks mentioned
above according to their seriousness — low, medindhigh risk.
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Figure 1: Risks Map
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Figure 2 shows the results for the South Moraveggian based on the values calculated
in Table 4. We can see that most risks are fourtdeérarea of high risk, the numbers of
risks in the medium and low risk areas are balantd have to state that the
evaluation of risks was conducted in the periodaocfubsiding economic recession,
which significantly influenced the revenue and #wpenditure sides of the South
Moravian budget. Besides the necessary cuts innelfpees caused by decrease in tax
revenues, the representatives approved a finasggort for local entrepreneurs. For
these reasons, the structure of revenues and eipesd of the budget changed
substantially in comparison with the approved budgéich was reflected in the
increase in considered risks.
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Figure 2: Risks Map for the South Moravian Region
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Source: The author based on Table 4.

Similar risk maps could be constructed for all cegi of the Czech Republic. The

conducted interviews proved that this tool is ne¢diwidely. The regions more or less
monitor the risks associated with the regional idgowever, we have hardly seen an
evaluation of risks by means of the above mentiomedhod or a risk map in the

regions (see results of interviews below). A pdsséxplanation could be that regions
have operated in a relatively stable economic enwent, their budgets have not been
exposed to larger stresses and liabilities haveaathed alarming levels so far. At the
same time, regions have, or rather had until 2@08siderable reserves deposited in
bank accounts, and these could be used to soleafmitnarrow points in the budget. It

is possible that risk management was not a primatgrest for these reasons.

Nevertheless, in connection with the subsiding eatn recession and the running out
reserves, fiscal risk management should be recomatkto regions as a standard tool
for the regional budget management.

3. Development of Regional Indebtedness

At the beginning of this part, we have to note thatfollowing text on the development
of regional economic activities will mainly concethirteen regions of the Czech
Republic without the capital of Prague. The reaisotihat we base our research on the
data from the Ministry of Finance (MoF), in whichet economic data of Prague is
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included in the section of municipalities, not @ts. That is why the tables illustrating
the development of regional balances and theirtitetiness have to be interpreted with
the aforementioned limitation. Table 4 shows theettspment of the structure of

revenues and expenditures of regions and alsoitia halances of their economic

results. The most important factors which havecaff@ their development are revealed
in the text that follows.

Table 4: Development of Economic Balances of RegianBudgets

In bil. CzK 2001| 2002] 2003 2004 2006 2006 20p7 2002009 | 2010
|. Tax revenues 0.0p10.17| 11.40| 12.58| 39.61| 42.27| 46.08| 49.82| 43.78| 45.10
II. Non-tax revenues 0.07 0.72| 142 3.18| 2.81| 294 348 3.87| 3.96| 4.90
Ill. Capital revenues 0.0 0.04| 0.24| 0.34| 0.36| 0.36f 0.83| 0.62| 0.41| 111
Own sources 0.0810.93| 13.06| 16.10| 42.78| 45.57| 50.39| 54.30| 48.20| 51.11
IV. Grants 14.44 26.70| 82.76| 84.61| 70.69| 76.56| 75.02| 77.42| 88.73| 89.51

non-investment grants  12.024.26| 75.12| 76.14| 69.52| 73.01| 70.17| 73.25| 80.25 n.a.

investment grants 131241 7.38| 8.38| 204 355| 4.85| 344 258 n.a.

Total revenues 14.5237.63| 95.82| 100.71| 113.47| 122.13| 125.41| 131.73| 136.87| 140.62

V. Current expenditures  13.232.07| 84.96| 88.39( 100.59| 108.49| 107.68| 112.55| 120.91| 118.68

VI. Capital expenditures 1.22| 3.73| 9.37| 11.50| 11.98| 15.91| 16.62| 20.49| 23.73| 20.04

Total expenditures 14.4435.80| 94.33| 99.89| 112.57| 124.40| 124.30| 133.04| 144.64| 138.73

Balance 0.07 1.82( 1.49| 0.83| 0.90| -2.27| 1.10| -1.31| -7.77| 1.89

Source: MoF (2010). State Financial Statementheryears 2001-2010.

Regions started their economic activities with itheidgets in 2001, when the first stage
of the public administration reform was implementbd January 2001, state property
started to be transferred to them (in compliandd Wict no. 157/2000 Coll.) together

with establisher’s functions for selected allowarmganizations and organizational
components of the state in the fields of educataufture, transport, health care and
social care. The largest transfers of organizatifsosn ministries to regions were

performed by the Ministry of Education; out of thetal number of transferred

organizations (nearly 91 % were educational orgdiuns). Regions also started
performing the entrusted functions within the stdeninistration on January 1, 2001.

Subsidies from the state budget were the main soofaegional revenues in 2001.
These included specific subsidies to regional bodfaepresentatives (CZK 174.8 mil.)
and to regional authorities (CZK 890.2 mil.) (MdE(Q1), Part E). On January 1, 2001,
the act on budget allocation of taxes became @fethowever, the tax revenues were
only distributed to municipalities — regions didct dtain any share.

® Act no. 243/2000 Coll., on Budgetary DeterminatidrRevenues of Some Taxes to territorial
self-governing units and some state funds. Thasastill valid and was enacted to ensure fiscal
sufficiency of particular levels of budgets of ttamial self-governing units and at the same time,
to expand the range of current tax incomes sottteastate budget and the budgets of territorial
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At the end of 2001, regions reported a surplus 8K ©.1 bil. which was deposited on
bank accounts. This surplus was mainly represeyesipecific-purpose means which
had not been drawn from, and had to be returnetigcstate budget within the final
financial subsidy accounting. In the year in quaestiregions seldom accepted loans.
The total amount of accepted loans during the yeer CZK 2.7 mil. and most of them
were paid back during the same year. Regions &aesf only CZK 0.7 mil. of unpaid
loans to year 2002 (MoF, 2002, Part E).

Year 2002 brought the second stage of the publmiradtration reform which meant

the end of district authorities and the transfeipoblic administration functions from

them to municipalities, regions, or ministries. Taegest part of establisher’s functions
of organizations came under the competences obmsgiabout 84 % out of the total
number of transferred organizations. Regional aities took over 551 organizations,
and nearly a half of them (265 organizations) wanganizations providing social care
services (MoF, 2003, Part E).

From the economic point of view, regions for thestfitime became recipients of tax
revenues — in compliance with the act on budgetrdenation of revenues of some
taxes 3.1 % of revenues of shared taxes was alléstehem. Regions thus received
their own incomes and could make decisions about these would be used. At the
same time, for the first time they had to cope véthextraordinary situation in their
territories — the August floods, which led to ical situation. In the first half of 2002,
the regions were provided a returnable financigipsut of CZK 0.7 bil. from the
chapter General Cash Administration to span the tiag between the collection of
taxes and drawing on expenses. The economic &esivif regions in 2002 ended with a
surplus of CZK 1.8 bil. Their bank account balam@s CZK 1.9 bil. (MoF, 2003, Part
E).

In 2003, the range of administrative activities asthblisher’s functions of regions was
expanded in relation to the above mentioned erdistfict authorities. To finance these
activities, further subsidies were allotted to cewi from the state budget, i.e. the
assumed increase in the share of tax revenuesadidatur. Regions again managed
their activities with a surplus, this time it waZkC 1.5 bil. On the other hand, at the end
of the year regions as a whole reported indebtedoesCZK 1.3 bil. However, nearly
all liabilities came from the allowance organizasomanaged by regions, not in the
budgets of regions themselves (MoF, 2004, Part F).

Also in 2004, the financing of regions was ensurethe form of subsidies from the

state budget, which represented about 80 % ofotiaé income of regions; tax revenues
then created only an additional source. In thisryaa increase in the budget
determination of taxes to regions was considemeadn the current 3.1 % to 10.32 % of
the shared taxes. This was supposed to redistribetens for the performance of the
competences of regions from state budget subsiditex revenues. However, this was
not approved. The economic results of regions iQ42@ere again positive, namely
CZK 0.8 bil. The bank account balance of regions @ZK 4.3 bil. (MoF, 2005d, Part

E).

self-governing units were balanced.
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Year 2005 finally brought a specific change in bthelget determination of taxes. The
governmental proposal assumed the increase inng€gibare of shared taxes from 3.1
% to 15.06 %. However, during negotiations in theuse of Representatives of the
Parliament of the Czech Republic, the entire figldransfers was removed from the
chapter of the Ministry of Education, Youth and 8p@nd these means were supposed
to be even further provided to regions based orsidybentittement. Therefore, the
resulting share of regions in the shared taxesdeascased to 8.92 %; this is valid until
today. It means that in 2005 the tax revenuesgibrs were increased and represented
about a third of the entire incomes of regions;riyeavo thirds of the incomes came
from the subsidies from the state budget. The fe@nomic results of regions were
positive again, CZK 0.9 bil. The bank account beéaat the end of the year was CZK
6 bil. (MoF, 2005d, Part F).

The indebtedness of regions at the end of 200%ased to CZK 2.9 bil. , which in
comparison with the previous year represents arase of more than 90 % . The most
frequently used debt instruments were loans andmrable financial supports from the
state budget and the budget of state funds. Regiinsot issue any communal bonds.
From the perspective of the regional indebtedoessrol mentioned above, all regions
achieved a low debt service indicator in 2005. & same time, they started preparing
projects for the construction and reconstructiothefneglected road network in regions;
that is why as early as in 2005 they negotiatedothesibilities and conditions of loans
from the EIB (European Investment Bank) in advaridee drawing of these means is
usually distributed into several tranches with thaturity from 3 to 20 years. Further,
some regions accepted loans from commercial ent{Specifically Ceska sporitelna)
for pre-financing or co-financing of individual gects (MoF, 2006, Part F).

In 2006, the sum budget of regions was proposeld tivéé deficit for the first time; the
proposed deficit was CZK 1.5 bil. This meant theamgefor covering the deficit had to
be provided for in advance, as is stipulated ingatdegulations for territorial self-
governing units. The decision on a specific inseamdepends on the choice of the
regional representatives. At the end of the ydwr deficit was higher than the expected
amount, about CZK 2.2 bil. At the same time, thgioes had CZK 7.5 bil. on bank
accounts. The indebtedness of regions climbed tid TZ bil. at the end of the year,
which compared to the previous year was a risevef A60 %. The main rise was
brought about by loans; regions did not issue conahionds again. Loans were
mainly accepted from the EIB and used for the Btftacture projects mentioned above
but other loans were accepted from local commebaaks (MoF, 2007, Part F).

Also for the year of 2007, regions planned econoraigsults with a deficit, in the
amount of CZK 2 bil. However, the final economicul was a surplus of over CZK 1
bil. There was no considerable change in the straaif revenues and expenditures; the
better results of regions were helped partiallythyy strong economic growth. At the
end of the year, regions had debts in the amour@Z¥ 10.4 bil. , i.e. the trend of
growing indebtedness continued. Loaned sources wgaén used for infrastructure
projects or pre-financing of EU projects, to a deradegree for settling debts of
regional hospitals. The main creditors were aga@EIB and some local commercial
banks (Ceska Sporitelna, Komercni banka). Regitsws accepted loans and specific-
purpose transfers from the SFTI (The State FundTfansport Infrastructure) for the
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financing of the transport infrastructure in theat@amount of CZK 0.6 bil. (MoF, 2008,
Part F).

The end of 2008 brought deceleration of the econamwth. The budget of regions
was again proposed with a deficit, this time in #mwount of CZK 1.5 bil. The final
economic result was a lower deficit — CZK 1.2 Bihe balance of financial means in
bank accounts of regions was CZK 14 bil. The inddbéss of regions including their
allowance organizations continued with a growingpency, to the amount of CZK 14.6.
bil. The highest increase was again reported feritdm of loans, regions did not issue
communal bonds. The main partners in the fielcoahk again included the EIB for the
projects of construction and reconstruction of eegi infrastructure, other partners
were local commercial banks (Ceska Sporitelna, Koniebanka) for the purposes of
pre-financing of projects from the EU. Also in tlyisar regions took loans and transfers
from the SFTI in the total amount of CZK 2.6 bibyt of which CZK 0.9 bil. were
interest-free loans for pre-financing of expenddsK, 2009, Part F).

In 2009 the Czech economy was in the recessiorchmivas a relatively new situation
for regions and affected their economic activisedstantially. However, thanks to the
structure of revenues of regions, where the predatimg source is subsidies, the
impact on regional budgets was not as large asse of e.g. municipal budgets. The
lower collection of taxes was partially compensdteterritorial budgets by the increase
in transfers from the state budget and state fuAtishe same time, regions had to
involve their financial reserves and cut expendisurAt the beginning of the year a
surplus budget in the amount of CZK 1.9 bil. wapraged but the resulting balance at
the end of the year was negative CZK 7.7. bil. Dadance on bank accounts also
decreased by CZK 2.7 bil. due to the use of reseiM®F, 2010c, Part F).

The negative balance of regions’ economic actisiti@s also reflected in the increased
indebtedness of regions (including their allowameganizations). The debt reached
CZK 20.9 bil. at the end of 2009. The main instratsevere loans again; their share of
the total indebtedness was 83.4 %. Regions agdimati issue communal bonds, none
of the regions has used this option for coveriggdieficit yet (unless we consider the
capital of Prague). Some regions continued theapecation with the EIB concerning
financing of large investments in the regional asfructure (reconstructions ot*znd

3 class roads, roadside facilities), tourism, saeaad research. Regions accepted
more loans from Czech banks to pre-finance investrpeojects or repairs of roads.
Even in the “year of crisis” regions received ie&rfree loans from the SFTI for pre-
financing of EU projects of transport infrastruetuin the amount of CZK 1.1 bil. (MoF,
2010c, Part F). Thus we can say that the regiaesnpted to maintain the necessary
development investments in spite of the increas®tt lof income sources in 2009
(Vyvoj zadluzenosti obci a kriagdo roku 2009).

The development of the indebtedness of regionsnduttie entire explored period is
presented in Table 5. Besides the nominal amouthefebt in billions of CZK, the
table shows the proportion of the regional indeb¢sd in the GDP, or in the debt of the
Czech government sector. These numbers are notiatayet, at the end of 2009 the
indebtedness of regions had a proportion of mese€/d of the government debt, which
indicates that it is not the main obstacle to nmeggthe Maastricht fiscal criterion of debt
volume. The dynamics of the debt growth is morenivey.
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Table 5: Indebtedness of Regions (including theirllbwance organizations)

2001| 2002| 2003 | 2004 2005| 2006 | 20071 2008| 2009

Indebtedness of region

5
(in bil. CZK) 00| 0.0 1.3 15 29 7.7 10j44.6|20.9

Indebtedness of regions
(in % of GDP) 00| 00| 01| 01/ 01 02 038 04 06

Indebtedness of regions
(in % of government 0.0 | 0.0 0.2 02l 03 08 1p 13 1l6
debt)

Dynamics of y - 43329 15%| 93% | 166%| 35%| 40% | 43%
indebtedness

Source: CSO (2010), MoF (2010c); calculation of dyeamics of indebtedness — the author.

Table 6 shows the differences between the balancesarrent accounts of regions and
their allowance organizations and the amount of.d&ke can see that the difference is
positive in all the explored years, ranging abov 0 bil. since 2003. The last year
2009 meant a substantial decrease in the surluSZK 1.2 bil. (the surplus occurred
mainly thanks to the reserves of allowance orgdinizs of regions) (MoF, 2010c, Part F).

Table 6: Indebtedness of Regions and the Balance$ ©heir Current Accounts
(including their allowance organizations)

In bil. CZK 2001| 2002| 2003| 2004 | 2005| 2006| 2007 | 2008| 2009
Indebtedness 0.¢ 0.0 18 15 29 7.7 1014.6|20.9
Balance of current account4.4 | 6.9 | 12.5 13.1|15.1| 17.8| 21.0| 24.9| 22.1
Difference 44| 6.9 11.211.6|12.2|10.1|10.6|10.3| 1.2

Source: MoF (2010c, Part F, p. 332).

4. The Practice of Liabilities and Fiscal Risk Mangement in the Regions of the
Czech Republic

The interviews were conducted by the research te&rthe Department of Public

Economy, Faculty of Economy and Administration, kig& University, from June to

September 2010. Their results concerning fiscal alaiice of regions and its
management are further analyzed in the text. Tieepaled interesting facts which
would not be gained from other sources, especiafigarding the view of the

activity/passivity of liabilities management at tfegional level, and the range of tools
used for the management of fiscal risks.

According to the theoretical concept, we have tdenstand an active management of a
debt as an effort to cut debt operational expehgethe means of financial market
instruments, optimization of the structure of datstruments, i.e. “short” and “long”
money diversified in the context of expenses \&ksi— not only proper settlement of
loans accepted. The text that follows will showtliat most regional representatives
perceive an active debt management also as a pnogeting of contracts on loans and
their proper settlement.

As regards fiscal risks (refinancing risk, intereste risk, liquidity risk, currency risk,
counterparty risk, etc.), the main instrumentstf@ir management are e.g. schedule of
installments, the risk map, or the risk matrix, @halso takes into consideration loans
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and guarantees provided by the regions and evdlintea coefficient. The degree of
use of these instruments differs in individual ceg, as the following text shows.

The interviews showed one more interesting faot: dlata provided by the regions
themselves concerning their own indebtedness doreally agree with the data
published by the MoF (partially, the difference d@ncaused by inclusion/exclusion of
the liabilities of allowance organizations in/frothe resulting sum of regional
liabilities). Also the interpretation of indebtedisein the materials of the MoF (e.g.
State Financial Statements) and by individual regméatives of regions differs slightly.
Whereas the MoF documents point out the growinddany of regional indebtedness
and the associated risks, regions themselves sesittration more positively, mainly
because most of their liabilities are related &irtnvestment activities, not financing of
common needs. The reasons for the deficits thugplomith the recommendations of
the theory of public finances which “allows” liaiikés only on condition of the
financing of investment activities and the subsetugossible return of financial
benefits of these investments for the budget. Tistriloution of liabilities among
individual regions is presented in Table 7. It shdhat with the exception of the Pilsen
region each region has some liabilities.

Table 7: Indebtedness of Individual Regions (2005609)

Region 2005 2006 2007 2008 2009
Central Bohemian - - 0.00 0.93 2.94
Hradec Kralove 0.28 0.58 0.84 1.06 1.14
Karlovy Vary 0.42 0.73 0.62 0.97 0.98

Liberec 0.28 0.68 0.92 1.11 0.98

Moravian-Silesian 0.17 0.61 0.83 1.29 1.10
Olomouc 0.08 0.55 0.95 1.78 2.31
Pardubice 0.77 1.25 1.90 2.17 2.43
Pilsen 0.01 0.00 0.00 0.00 0.00
South Bohemian 0.04 0.42 0.81 0.64 0.96
South Moravian 0.43 1.70 1.90 2.40 2.44
Usti 0.09 0.19 0.30 0.42 1.97

Vysocina 0.05 0.21 0.55 0.71 1.84
Zlin 0.25 0.77 0.74 1.12 1.75

Total 2.88 7.68 10.36 14.59 20.85

Source: Journal of Public Administration (2010, AsY9).

In the following text, attention is devoted to imidiual regions of the Czech Republic
and to an analysis of the results gained in therwrgws. The first region mentioned is
the capital of Prague which has a specific positomng the regions of the CR; the
following sections on regions are ordered alphab#yi. Finally, the facts are
generalized and conclusions and recommendatiorfe@ned.

Capital of Prague

The capital of Prague has a debt of about CZK R5fbir comparison, the total volume
of the budget is about CZK 60 bil. Rating agenciessider Prague to be a debtless city
(see the rating of agencies published on webpafjiseoPrague Council — Portal of
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Prague (2010)). The debt is managed actively aguprtb a Council representative.
The portfolio includes liabilities in foreign curreies, i.e. currency risks are provided
for, further interest rate risks. To manage th&sriswap operations and derivates are
used. There is a special department within the BuBgpartment which deals with the
management of the debt service, investments of deamity free financial means, etc.
Sometimes there occurs cooperation with expertaggicompanies, but not with the
MoF. Prague also settles its debt actively, e.g2009 it paid CZK 7 bil. of bonds;
during July 2010 further CZK 4 bil. were paid. Dngithe last four years the debt
dropped from CZK 33 hil. to the current CZK 25 &gproximately. Monitoring of risks
related to each department is the used tool oélfissk management. Each department
has defined risk indicators; these are filled irfoam for the entire Council. The
monitoring and evaluation of risks is a respongipibf the Department of Internal
Audit, which deals with the entire Council. Schextubf installments represent another
important tool of fiscal risk management in the Cdmf Prague.

Central Bohemian Region

The indebtedness of the Central Bohemian regidheaend of 2009 reached CzK 2.5
bil. According to the representatives, the regias hn active management of the debt.
The region has only one loan accepted in 2007, isnldawn on gradually. Before its
acceptance the conditions of other financial tawése also examined. As a result, the
current loan contract for CZK 4 bil. was approvdde amount of the loan is not
transferred to the region’s account as a whole ly amounts which are necessary are
transferred on the region’s account on the basith@fCouncil approval. By 2008 the
region had drawn CZK 920 mil., in 2009 it was CZI@ bil., and it was assumed that
all of the loan would be drawn in 2010. The settlof the loan started in 2010. The
loan was used for transport and construction ofiscand partially for subsidies within
the environment, specifically for construction oéwsage system. Schedule of
installments is the used instrument of risk manag@mAccording to a region’s
representative, the issuance of communal bondstisamsidered because that would be
a more expensive version of obtaining financial nsealhe representative is of the
opinion that the region could use communal bonds palitical rather than an economic
instrument, e.g. if the bonds were purchased byrth&bitants of the Central Bohemian
region itself.

Hradec Kralove Region

The indebtedness of the Hradec Kralove region elest€ZK 1 bil. at the end of 2009.
This contains two loans from a commercial bank \tfiga maturity period of eight years;

the loans were selected based on a competitiveetiergdfor a public order with the

participation of the Ministry of Finance. The regisettles its liabilities in agreement
with its schedule of installments to the financiaktitution which according to a

region’s representative offered better conditidmentthe EIB. The main advantage is
that the region does not have to co-finance 50 dmedins from its own resources but
uses loan financing or means from the SFTI.
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Karlovy Vary Region

The Karlovy Vary region reports indebtedness ofualieZK 1.8 bil. Out of this, there
are two loan frameworks of CZK 1.3 bil. for the poses of projects and the pavilion of
acute medicine and central entrance, CZK 500 mill. e paid from the regional
budget. At the moment, CZK 350 mil. have been drénem the first and CZK 10 mil.
from the second loan framework, the loans are gopaid back at the same time. The
loans were obtained from commercial banks on thesbaf a competitive tendering.
The EIB has not applied for the competitive temigrand the region’s representatives
did not address the EIB because the region doedrast means from this institution.
As regards risk management, the Karalovy Vary meg® considering fixation of
interest rates. In the meantime, floating interasts are used for the loans, connected to
discount rates of the Czech National Bank. Thisfisdvantage at the moment — the
expected expenses on interests have dropped $Xd ®hen the loan was concluded,
by CZK 100 mil. a year thanks to floating rates.wéwer, there are some worries
concerning further development. At the time of ititerview, the decision regarding the
change of interest rates was not been made yetrégien does not follow any other
fiscal risks. It provides guarantees to its alloe&mrganizations only, and the funds
from surpluses are created for reserves.

Liberec Region

The indebtedness of the Liberec region reached CBkbil. at the end of 2009. Out of
this, CZK 750 mil. was a loan for road maintenan€&K 100 mil. was a loan for a
dining unit in the regional hospital, and at theadi of the interview, the region was
planning to accept another loan for bridge consivacat an amount of CZK 500 mil..
The selection of loan providers is conducted adogrdo the standard regime on the
basis of the act on public orders. The region dagdake a loan from the EIB because
— according to the region’s representative — thiainbd loans are of nearly the same
conditions as the EIB provides. The region repriegie is of the opinion that this is
caused by the fact that the region has a goodipostanks respect it and try to offer
advantageous conditions. The Liberec region hadoeeg its situation among the
regions of the CR and found out that there are better and worse regions from the
point of view of interest expenses. If they decitdedccept a loan from the EIB, a new
competitive tendering would have to be announcedHhfe debt refinancing. During the
interview no information was gained concerningrimstents of fiscal risk management;
in other words, these instruments are probablhbeotg used.

Moravian-Silesian Region

The debt of the Moravian-Silesian region was aloZK 1.1 bil. at the end of 2009.
This was a typical loan provided by the EIB. In QQte region paid back CZK 110 mil.
which reduced its indebtedness. Further CZK 7 am. loaned from the SFTI — this is
an interest free loan for pre-financing of EU potgefor road constructions. According
to the region’s representative, the region has amlg debt towards a commercial
institution and that is again for pre-financingpwbjects. This loan was accepted on the
basis of a competitive tendering in which the clesaproduct was used in compliance
with valid regulations. Its form is a bank overdyrafe. it is an operative loan. As the
region’s representatives assumed, there would hegative balance in the account at
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the end of the year but it would be only a shomtéinancial support. As an instrument
for debt management a schedule of installmentsasl ufiscal risks are not managed in
any special way.

Olomouc Region

The Olomouc region reported the debt of CZK 1.5dtilthe end of 2009. According to
the region’s representative, the region is tryimgrianage its liabilities actively, by the
means of loan minimization. But this is in contréstthe region’s philosophy which
asserts the efforts to make investments. This i gqucomplicated compromise when
the region tries to choose suitable loan produstthat investments are not in danger,
and at the same time the region is overindebtedeMer, the region tries to settle the
loans every year, currently the debt service is mil. per year. Further, the
region’s representative named various economicahsores towards unions as the
region’s effort to manage indebtedness. When dmgwim a budget, first the means for
the debt service are distinguished, and only thenbudget for other items is created.
As risk management is concerned, the region’s sgptative mentioned the setting of
different interest rates for tranches of the loaomf the EIB. All risks are provided for
in the agreement with the EIB, therefore, the redias no need to manage fiscal risks
or create risk matrixes. The region accepted tha foom the EIB because there is the
opinion that it is a cheap loan, i.e. the EIB dffthe most advantageous conditions and
also risk management.

Pardubice Region

The debt of the Pardubice regions at the end 09 2@¢8s about CZK 2.5 bil.. A part of
the debt, about CZK 400 mil., was used for settlenoé debts of regional hospitals;
another CZK 1.2 bil. was used for pre-financing Bl projects and investments.
However, the region needs to find additional CZK bil. for co-financing in its
resources because co-financing cannot be settlmth foaned sources only. The
Pardubice region has one of the highest capitadmdiures/total expenditures ratios of
the approved budget. In some years these reachéal 2 % of the budget. The used
instruments of debt management are schedules ¢dliments as negotiated with
creditors. The loans and interests are settled ritbrity from the budget. The region
also accepted an interest-free loan from the SkTiths only a short-term loan which
will be settled when the subsidies from the EUabtained.

Pilsen Region

The Pilsen region was the only one which did natehany debt at the end of 2009. At
the moment of the interview, the representativesevedout to approve the demand to
accept a bridging loan at an amount of about CZR 81l.; negotiations about the
possible provider, whether use a commercial loara doan from the EIB, were in
progress. This loan will probably be used for awficing of EU projects, until now the
region has made do with its own resources. Becafilee zero indebtedness, no risk
management instruments are used. No region guasaate reported. Financial means
from surpluses are deposited in term accounts spkeific product was selected by the
economic deputy.
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South Bohemian Region

The debt of the South Bohemian region at the er#D6P amounted to about CZK1 bil..
According to its representatives, the South Bohamégion makes the effort to manage
liabilities actively; by active management they mélae optimization of the structure of
debt instruments, use of schedule of installmemtfremature settlement of liabilities
(loans), if this is more advantageous than let tliaieh naturally. Further, the interest
rates of deposits on current or term accounts avaitored, or there are efforts to
manage free financial means so that they were izalbras much as possible. Besides
the schedule of installments mentioned above, postment of drawing is also used as
an instrument of fiscal risk management, if thi®mme to be advantageous at the
moment because it is sometimes cheaper for a ragiase a bank overdraft than a
more expensive loan.

South Moravian Region

The indebtedness of the South Moravian region vaaitaCZK 2.5 bil. at the end of
2009. The region proclaims an active liability mgeaent. The main form is a gradual
drawing of loans in compliance with stipulationstbé agreement with the EIB. The
first loan framework of CZK 1.2 bil. was being dnawn until the end of 2009. Now a
new loan framework is to be drawn on, in the volumh€CZK 2 bil., with drawing of
individual tranches until 2013, or 2015. This isnad on an implementation (co-
financing) of EU projects. An agreement was conetudvith the EIB due to an
advantageous interest rate. If a tranche is ubedinterest rate is established as fixed.
Allowance organizations founded by the region himans from commercial banks as
well (management and maintenance of roads, hospitAh acceptance of a loan is
preceded by a competitive tendering which is deteethmainly by the “price” of the
loan, i.e. the interest rate. The South Moraviagioe does not monitor its guarantees
because it gave only a minimal number of them. Tiked instrument of fiscal risk
management is the schedule of installments onlalme the agreement with the EIB
contains appropriate financial indicators, inclygmegulation elements.

Usti Region

The indebtedness of the Usti region at the end06B2vas about CZK 2 bil. The debt
consisted of two loans with a fixed interest ratd ane, the largest, loan framework for
pre-financing of EU projects with a variable intgreate. The loans are accepted from
local banks (Ceska sporitelna, Komercni banka). [bha framework is set to CZK 2.5
bil., the region has drawn CZK 1.5 bil. so far. Piiterests have been paid, the loan
itself will be settled after the means from EU farithve been obtained. According to a
region’s representative, the region has no needawage its liabilities and does not use
fiscal risk management.

Vysocina Region

The debt of the Vysocina region at the end of 28@8 about CZK 700 mil., which
makes the region one of those with lower indebtssinglowever, in 2010 another loan
contract was signed for CZK 0.5 bil. and a regiomsresentative assumed that the debt
would climb to CZK 1 bil. by the end of year. Besidl the region can draw from a bank
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overdraft, where at the end of 2009 CZK 508 milrevdrawn; before March 2010 this
was settled as a consequence of accepted subsidiese means were used for pre-
financing of EU projects. The loans were acceptedhfthe EIB and there is one loan
from the SFTI in relation to European projects. Tir& loan from the EIB was used for
repairs of roads, not for the financing of EU potge The second loan from the EIB,
which the region started drawing on in 2010, wadiglyy used for the European fund
and partially for the region’s investment intensoifhe EIB loan of 2006 has a variable
interest rate, at the time of the interviews the mas 1.39 %. The settlement of the loan
is distributed into 20 years, the payments of gd&s and principal are done every half a
year. Before accepting the loan from the EIB thgiae explored more options and the
EIB came out as the most advantageous. Besidesdbhentageous conditions, the
region’s representative also mentioned the fadtwlih a foreign bank no competitive
tendering in compliance with act on public ordersi¢cessary, while in case of a local
bank competitive tendering is necessary. As regtisdal risk management, the region
does not operate in financial markets. In the gasttempted to invest free financial
means based on cooperation with professional teatish managed the region’s
portfolio. However, the region was not satisfiedhathe cooperation with them due to
little return from one team and also because ok iisvestments, the region’'s
representatives decided to end these activitieshémoment the region does not have
any free resources which could be invested at alapiirkets. And according to the
region’s representative, a region is not an etiigy should operate in the market. They
could hire a professional who would manage the dabtoptimize interests. However,
such a person is not at the region’s disposal atnloment and with respect to the
region’s low indebtedness, this is not the regigmisrity.

Zlin Region

The indebtedness of the Zlin region is about CZKil2 The interview showed that
there is no active management of the debt, or rdttet the representatives consider
proper payment of liabilities in agreement withestthles of installments to be an active
debt management. The schedules of installments Ieer set for long-term liabilities
(loans from the EIB and Ceska Sporitelna). Forlidiglities from economic activities,
the minimum maturity period of 30 days is maintain@s an instrument of fiscal risk
management, indicators of indebtedness are assassedling to the EIB methodology
before the loan is drawn on; further, the currensly is managed.

Conclusions

The presented results of interviews clearly shodiffgrent attitudes to debt and risks

management at the regional level in the Czech Riepun active debt management, as
defined by the theory, has not been encounterezhipyof the Czech regions (except for
the capital of Prague), although their represergatare convinced otherwise. However,
it is necessary to note that the indebtednessgibmes is at a relatively low level when

compared with e.g. the central government, thathg no pressure is created here on
active work with regional indebtedness. In comparito the central level, there is also
a big difference in the usage of the loaned souM#sle the regions incur debts only

because of implementation of investment projebis,central government uses debts to
cover its common expenditures as well. In this eespthe situation of the managers of
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the state debt is more complicated as their pringamy is to secure loan needs of the
government and only then minimize expenses. Atrdgonal level, the amount of
expenses related to a loan is dealt with in advaosaally within the competitive
tendering; it means the minimization of expensesukh be ensured when the loan
contract is being concluded. The amount of interatsts offered changes with time, and
thus it would be recommendable to consider refimanof a loan with another loan in a
longer term. However, interest rates do not reprteany real burden to the regions at
the moment, so they do not seek for the ways toedse them. Moreover, a competitive
tendering would be necessary.

The main loan partner of about a half of the regianthe EIB, which provides them
with financial means for investment activities. dome cases these resources are used
for pre-financing of projects co-financed from EuUnéls, in other cases these are
individual investments of regions without any riedat to European funds. The
interviews showed that advantageous condition$effinancial mean provision are a
frequent reason why regions use the EIB. Its adygadus character follows from more
facts. The first advantage is represented by divelg low interest rate on loans when
compared with other bids. Providing of the resosiitcemore tranches, i.e. the region
can draw only as much as it needs at a momentather advantage. Still another
advantage is the possibility to postpone paymedrasks to which the region uses the
means directly but starts paying back after sevgears. It is also important to
remember that the loan contracts with the EIB alyesontain the management of risks,
therefore, it is not necessary to deal with thidividually. Last but not least, in
compliance with the act on public orders when tharfcial means are provided from
abroad, no competitive tendering is necessary.

The other regions use loan services of local corni@elbanks, mostly Ceska sporitelna
and Komercni banka. In compliance with the act ablig orders, the intention to
accept a loan has to be announced and a compdttivkering has to be organized.
Regions are good clients, they usually guaranted tieir property or future tax
revenues, therefore banks are willing to lend thiesir means, and if necessary to offer
individual conditions, too. These financial sourees also usually used for investments
in the development of the region. A special instenimused for a potential temporary
discrepancy between revenues and expendituresegfi@nal budget is a bank overdraft
loan. Nearly all regions have the kind of accouhtol provides this option and use it if
it seems better from the perspective of expenses.

Communal bonds at the level of regions have nonhliemied, if we omit the capital of

Prague. The reason according to the representatifeggions is the demanding

character of this instrument and the necessityse®aimediator. The volume of issued
bonds has to range in much higher amounts tharrdfgmns actually need if the

issuance is to pay off. Although we can expectraarést of investors in purchasing
regional bonds, the regions are not consideringpisse of any.

Generally spoken, the regions operate in finanarad capital markets only seldom.
Except for the capital of Prague, only a minorifytte regions have experience with the
usage of market instruments such as swaps or r@eoations. Temporarily free
financial means are often deposited to term acsoantjust “lie” on bank accounts.
Several regions have tried to invest these meankeimarket, but due to disputable
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results and the necessity to hire professionalthisractivity, they abandoned this idea.
The interviews showed that at the moment, therenatemany experts in financial
markets or debt management working at Regional étittes, which only confirms that
these areas are not in the focus of interest abnsgOn the other hand, there are many
experts dealing with the management of the budgettlae related risks. Although risk
maps or risk matrixes are not usually created,ribles connected with the regional
budgets are monitored (especially currency risks iaterest rate risks) and solved if
necessary. As has been mentioned before, neitiseistan area which would be a “hot
issue” for regions at the moment.
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Appendix 1

Czech Regions (31. 12. 2009)

In thousand CZK Capital of Prague mmnmhﬂﬂz __Mq_.mmﬂmw Karlovy Vary Liberec Moravian-Silesian |  Olomouc

1 | Number of inhabitants 1249026 1247 533 554 402 307 636 439 027 1247373 642 041
2 | Income in total (after consolidation) 64206830 | 17073719 9259334 4790 007 6 598 201 17295088 | 10093 559
3 | Interests 108,85 36215 21393 1538 27637 31361 47020
4 | Paid installments of bonds and loaned means 1622803 2254 049 311375 70 462 134 681 209126 231 826
5 | Debt service in total 1622912 2290 264 332 767 72 000 162 318 240 688 278 846
6 | Debt service indicator (in %) 2.5% 13.4% 3.6% 1.5% 2.5 1.4% 2.8%
7 | Assets total 370065 755 10404017 7637 262 5868479 3444625 7186911 6125209
§ | Loaned sources 35829060 2760914 1 253 608 318540 904 133 1290 509 2325 592
9 | Balance on bank accounts in total 22 870207 687 242 580 648 720 386 476 151 2263299 658 190
10 | Loans 15 837 833 2 540 000 1 069 989 26 983 749 971 990 000

B wm%é& veugsabie fnsueial suppetisand erher 33080 | 264631 57016 0 100 109 7706 67 905
12 | Indebtedness total 15870913 2804 631 1 127 006 26983 850 079 997706 2 169 252
13 | Share of loaned sources in total assets (in %) 9.7% 26.5% 16.4% 5.4% 26.2% 18.0% 38.0%
14 | Share of indebtedness in loaned sources (in %) 44.3% 101.6% 89.9% 8.5% 94.0% 77.3% 93.3%
15 | Loaned sources per an inhabitant 28.69 2.21 22 1.04 2.06 1.03 3.62
16 | Current assets 36289910 995 384 782 334 044 885.71 529452 3095775 772 360
17 | Short-term liabilities 7933304 218 944 179 619 38 243.85 57216 238950 81791
18 | Total liquidity 457 4.55 4.36 24.71 0.25 12,96 9.44
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In thousand CZK Pardubice Pilsen wmmﬁﬂ_mz ZWM_M_% Usti Vysocina Zlin
I | Number of inhabitants 516329 571 863 637 643 1151 708 836198 514992 591 042
2 | Income in total (after consolidation) 7774489 8277889 | 10429580 15539530 11952109 8831 730 8956 627
3 | Interests 50326 0 16 815 30732 24202 15 450 28333
4 | Paid installments of bonds and loaned means 327495 0 46 667 120 000 140 000 402 296 68 290
5 | Debt service in total 377821 0 63 482 150 732 164202 417 746 96 623
6 | Debt service indicator (in %) 4.9% 0.0% 0.6% 1.0% 1.4% 4.7% 1.1%
7 | Assets total 6796954 | 4788598 | 11416838 | 3597818 15107702 8355222 8744412
8 | Loaned sources 2460958 79203 1 067 739 1175299 | 2696806 [ 111827 1709200
9 | Balance on bank accounts in total 756 607 1 613 748 685 106 798 209 911 845 385 251 068 868
10 | Loans 2169315 0 878333 1020000 1671727 972116 | 1578311
11 | Accepted returnable financial supports and other debts 54744 0 0 7568 0 114030 0
12 | Indebtedness total 2224059 0 878333 1027 568 1671727 1086146 1578311
13 | Share of loaned sources in total assets (in %) 36.2% 1.7% 9.4% 32.7% 17.9% 13.3% 19.5%
14 | Share of indebtedness in loaned sources (in %) 90.4% 0.0% 82.3% 87.4% 62.0% 97.7% 92.3%
15 | Loaned sources per an inhabitant 4.77 0.14 1.67 1.02 3.3 2.16 2.89
16 | Current assets 790451 1 664 810 915179 | 1627449| 1905294 | 1169479 849 534
17 | Short-term liabilities 100474 79203 189406 1020000 1025079 139711 130 863
18 | Total liquidity 7.87 21.02 4.83 1.60 1.86 8.37 049

tors was accoispkd based on algorithm of the Ministry

Ica

dual indi

ivi

Calculation of ind
of Finance - see http

Note

2010_xls.xls

. c1_AlgoritmySIMU_

rRicivha_cl

Ilwww.mfcr.cz/cps/rde/xbcer/

CSO (2010b)

calculation magiehe author.

MoF (2010a);

Source
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FISCAL IMBALANCE AND FISCAL RISKS MANAGEMENT ON THE
REGIONAL LEVEL
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Abstract: The aim of the paper was to evaluate usage ofisbelfinstruments (mainly
liabilities and fiscal risks management) in pregaaictice of Czech regions. The current
practice of fiscal instruments was explored paléidy by the means of structured
interviews in which representatives of all Czeclyioas participated. The survey
showed different attitudes to debt/liabilities mgement exercised on the Czech
regional level. An active debt management, as ddfihy the theory, has not been
encountered in any of the Czech regions (excepthiercapital of Prague), although
their representatives are convinced otherwise. Rigs or risk matrixes are not usually
created either but the risks connected with theiored budgets are monitored
(especially currency risks and interest rate rigks) solved if necessary.
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