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Introduction
Municipal budgets form part of the system of public budgets and, consequently, the municipal economic results affect also the economic results of the whole system of public budgets in the Czech Republic. At present, the growth of public debt is frequently discussed, especially in relation to the fulfillment of the convergence criteria (Maastricht criteria), and the planned accession of the Czech Republic to the European Monetary Union. Accordingly, the emphasis is laid on monitoring of economic results, i.e. the indebtedness of individual parts of public budgets, including municipalities. In this context, the question arises whether and by means of what instruments the state should regulate municipal debts.

This paper will therefore present a brief analysis of the indebtedness of municipal budgets in recent years. The aim is to determine the factors influencing the indebtedness of municipalities in the Czech Republic, and to specify how municipal budgets participate in the total public debt. Further, the development of instruments for municipal debt regulation in the Czech Republic is briefly discussed. The main emphasis is on the identification of tools that are nowadays used for municipal debt regulation in the Czech Republic.
Materials and Methods

A literature search was used for the theoretical part of the paper. The analysis of the municipal debt development and reasons of its origin is based on data from the Czech Ministry of Finance, Czech Statistical Office and other institutions. Further, the development of the debt regulation instruments and their practical use in the Czech Republic was analyzed. The paper is concluded by a synthesis of the above analyses.

1 Brief Analysis of Municipal Debt Development in the Czech Republic
Municipalities are obliged by law to provide a number of publicly provided goods for their residents. These include preferred public goods (e.g., compulsory school attendance, or ordered compulsory treatment), national public goods (construction and maintenance of roads, or regulation of water courses), local public goods (municipal police, fire brigade, or public lighting) and charged services (fees for water, garbage and sewer, or cultural services).
 

Local bodies provide these goods by activities both within their “own” and their “delegated” responsibilities (cf. Act no. 128/2000 Coll.
). In the second case, these activities are connected with the execution of state administration delegated to municipalities by the state. For activities connected with state administration execution, municipalities obtain a direct financial contribution from the state. Further, the municipalities get subsidies (usually purpose subsidies) from the state budget in order to be able to carry out their other activities. Therefore, one of the goals of the state administration reform that was implemented in the Czech Republic at the turn of the millennium was to increase the source self-sufficiency of local budgets and to strengthen the bond between local budget possibilities and local economic capacities.

By law, municipal revenues can include—apart from resources coming from the state budget—also funds that the municipalities acquire by means of their own activities. Municipal financial management is based on the yearly budget and, possibly, a budgetary outlook that the municipality is obliged to draw up according to law. Municipalities can also carry out business (i.e. collateral) activities, provided they have appropriate licenses. Moreover, municipalities can establish subjects that administer their property and carry on various business activities.

The above mentioned state administration reform affected finances of both municipalities and regions. After the district offices were closed down, most of their powers (about 80 %) were delegated to municipalities and a smaller part (remaining 20 %) to regional authorities. Subsequently, municipalities had to cope with financing of activities that they did not execute previously, and of subjects now newly under their responsibility (e.g. schools, libraries, museums, galleries, etc.). Moreover, with effect from the beginning of 2001, the new Act no. 218/2000 Coll., on Budgetary Rules, came into operation. This law contains a number of measures that support transparency and budgetary discipline (e.g. the introduction of budgetary outlook, more restrictive conditions for granting state guarantees, or restriction of budget changes during the year).
In recent years, nevertheless, municipal economies have been in deficit, thus causing municipal debt to grow. The development of municipal debt in the years 1995–2005 is shown in the graph below. It can be seen that the debt grew both absolutely and relatively from 1995 to 1998; then a temporary improvement of the situation occurred: the absolute numbers stagnated and the share of municipal debt in the total debt of the Czech Republic showed a decreasing tendency. It is interesting that the municipal debt in 1998 and 1999 did not decrease, though municipal economic results ended up in surplus in these years. These surpluses can be attributed especially to extra revenues of local budgets coming from the sale of distribution companies vote rights.

Since 2000, the municipal budgets have revealed deficits again in spite of strengthening of their revenue basis that occurred at the expense of the state budget in connection with emendations to the Act no. 243/2000 Coll., on Budgetary Determination of Revenues of Some Taxes. Since 2001, as can be seen from the graph, the municipal debt has grown again in absolute numbers; however, its share in the total public debt stagnated, and the same can be said about its share in the GDP. A considerable increase of the debt occurred in 2002 and 2003, especially due to floods in the Czech Republic and the subsequent necessity to finance settlement of damages. The municipal indebtedness continued to grow in absolute numbers also in 2004 and 2005. According to preliminary data provided by the Czech Ministry of Finance, the municipal debt amounted to CZK 79.0 billion at the end of 2005, which represented 10.4 % of the total public debt and about 3 % of GDP. In 2006, according to the predictions of the Ministry of Finance, the debt should not substantially increase in absolute numbers and its share in the total public debt should continue to decrease (see the graph below).

Graph 1: Development of Municipal Debt in the Czech Republic.
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* Note: Preliminary data for 2005.
According to the Ministry of Finance of the Czech Republic, there is a risk concerning the development of public budgets brought about by the above mentioned changes connected with the new polity. Legislature changes adopted during the year 2002 that concern local budgets open a real space for municipalities to increase their debts. It is especially the amendment of the Act no. 128/200 Coll. that leaves out the regulations concerning indebtedness, both by bond issue and taking a loan; the amendment also changes some regulations limiting the self-administration units in management of property obtained from the state without payment (for more see section 2).

As far as the reasons for municipal debt are concerned, undoubtedly the most crucial cause is presented by financially demanding investments in the public sector. Most towns and villages still deal with a bad state of its public infrastructure as a result of the past. Municipalities finance more than a half of capital investment of the whole budget system. Only about one-fourth of capital expenditure is financed from non-refundable purpose subsidies. Municipalities are then short of their own financial means to finance the remaining part of capital expenditures, and if it is inevitable to implement an investment immediately, the only possibility is to contract debts.
Another reason for running into debts can be the inexperience of municipalities with debts and also the underestimation of problems connected with the debt service. Taking a loan represents an easy way of acquiring financial means for implementation of popular projects. Since most loans, from the time point of view, exceed the length of the term of office, the responsibility for paying back the debt thus accrued is passed over to municipal bodies elected in the future.

Comparison of indebtedness of corporate towns and other municipalities has shown that though only about 30 % of inhabitants of the Czech Republic live in corporate towns, the debt share of these towns amounted to 61.4 % in 2004 (unfortunately, more recent data are not available at the moment). This is a result of the above mentioned necessity to finance the development programs of corporate towns, and of their greater willingness to contract debts than it is in case of smaller municipalities. Corporate and large towns also enjoy greater credibility for banks and other subjects, and therefore it is easier for them to obtain loan funds than for smaller towns.
Table 1: Development of Corporate Towns Debt.

	
	1997
	1998
	1999
	2000
	2001
	2002
	2003
	2004

	Total municipal debt
(in billions of CZK)
	34.4
	39.0
	40.0
	41.0
	48.3
	55.8
	70.4
	82.2

	Debt of corporate towns
(in billions of CZK)
	13.6
	15.6
	16.4
	16.9
	24.2
	29.6
	42.4
	45.9

	Debt of corporate towns
(% of total municipal debt)
	39.5
	40.0
	41.0
	41.2
	50.1
	53.0
	60.2
	61.4


The capital city of Prague has the greatest share in the municipal debt, followed by municipal towns of Brno and Ostrava. Prague takes out loans especially for the completion of its subway construction; Ostrava pays off old loans by new ones, similarly to Brno, that invests also into its infrastructure. As demonstrated by the table above, the corporate towns have a crucial share in the total municipal debt in the Czech Republic. However, the indebtedness of villages of 300 to 1 500 inhabitants is also growing, and since these municipalities form the major part of municipalities in the Czech Republic, this fact may cause a problem in the future.
The number of indebted municipalities in the Czech Republic continues to grow. In 2004, as many as 2 761 municipalities out of the total number of 6 244 municipalities in the Czech Republic have been indebted. According to the data of the Czech Ministry of Finance, in 2004 in the Czech Republic, 1.2 % municipalities had high-risk debts, 43 % non-risk debts, and 55.8 % had no debts at all. Municipalities with high-risk debts represent municipalities with debts exceeding 50 % of their tax revenues. From this point of view, the highest number of such municipalities is constituted by smaller towns and villages.
The names of municipalities that struggle with excessive indebtedness are not overly known. A threat of an auction of municipal property was reputedly over Podhořany (Chrudim), Smržovka (Jablonec), Psáry (Central Bohemia), Vejprty (Chomutov), Prosečná (Trutnov), or Bublava (Karlovy Vary). According to the data published by the Czech Ministry of Finance, apart from the known case of Rokytnice, two other municipalities have a debt exceeding CZK 100,000 per capita; and about seven other municipalities a debt exceeding CZK 50,000 per capita. The case of Rokytnice nad Jizerou, where municipal property had to be sold in auctions, is the most extensive case with municipal property as the subject of an auction. The debt of this town has grown for eight years and it amounted to CZK 400 million, i.e. nearly CZK 120,000 per capita. The debt was solved in the year 2004.
One of the reasons for indebtedness of smaller municipalities is the obligation to meet especially the ecological limits after the accession of the Czech Republic to the European Union. This need brings about forced investments into the construction of sewage water treatment plants, sewerage systems, or introduction of gas within the cadastral district of a municipality. Another reason for the debt growth is the necessity of financial means for co-financing of projects from the structural funds of the European Union. The problem can be caused by the fact that European Union provides financial resources for the project retroactively, i.e. only after the project is completed. Therefore until its completion, all expenses must be covered by the Czech party, or the municipality, or participating entrepreneurs, which may lead to the increase of municipal debt.

On the other hand, however, the Ministry for Regional Development of the Czech Republic claims that the municipal debts that have emerged due to structural funds of the European Union are short-term and the return on investment will be fast, therefore the municipalities should not suffer in the long run. In the years 2004 to 2006, the state earmarked CZK 7.4 billion for co-financing of these projects. In the same period, the Czech Republic can obtain from the European Union as much as EUR 2.3 billion (about CZK 72 billion), provided a sufficient number of quality projects is submitted. After the accession to the EU, the Czech Republic can, apart from the structural funds and the Cohesion Fund, also draw on the set allocations for pre-accession aid from the PHARE, ISPA and SAPARD funds. At the same time, in 2004–2006, the new member countries of the European Union have at their disposal the so called “Transition Facility”. Funds of this aid cover in selected sectors the needs of building and development of institutions (“institution building”) that cannot be financed from structural funds.
2 Legal Regulation of Municipal Debt
As already mentioned in the introduction, there are debates in the Czech Republic about the possibilities of regulation of municipal debts in the context of the public debt growth. The previous attempts of the Czech government to regulate the extent of municipal indebtedness have been made with variable success.
2.1 Development of legal regulation of municipal debt
In the recent decade, several substantial regulative efforts of the extent of municipal indebtedness in the Czech Republic by legislative ways can be identified. The first attempt was represented by the government resolution no. 229 of April 16th, 1997. This resolution imposed the obligation on the minister of finance to enforce such legal amendments in the legislative process of regulations set up for municipal economies that would prevent excessive municipal indebtedness. Government members were obliged by this resolution to take into consideration, when granting purpose subsidies from the state budget and state funds in 1998–2000, also the fact whether the particular municipality had reached at least a balanced budget in the year 1997. 

Another legislative amendment concerning the municipal debt was issued on November 12th, 1997. It was the government resolution no. 707 that approved the Procedure rules of granting state purpose subsidies to municipalities and district authorities. This resolution imposed the obligation on cabinet members and heads of other state administration bodies to take into consideration, when granting state purpose subsidies to municipalities and district authorities in the years 1999 and 2000, also the fact whether these subjects did not have a share of debt service in ordinary revenues in the sense of valid budget structure after consolidation, amounting to more than 15 % in the appropriate calendar year.

Another measure that should have contributed to the limitation of municipal and regional debt came into force on December 31st, 2001. It was the Act no. 450/2001 Coll., which amended the acts on municipalities, regions, the capital city of Prague and other acts. This act introduced substantial limitations for municipal budget economies. It prohibited municipalities from making loan contracts or receiving foreign loans without governmental consent, and the government also had to approve the issuing of communal bonds. Further, this act forbade municipalities to make loans in case their debt service exceeded 15 % of the previous year’s budget. Municipalities and regions also could not use their property to guarantee the liabilities of natural persons and/or legal entities that they had not established themselves. Another important regulation was that the state was not responsible for the financial management and liabilities of a municipality or a region if this obligation had not been assumed by contract.

This act, however, showed rather difficult to be applied in practice even though an interpretation of some regulations of this act was issued by the Czech Ministry of Finance. Therefore, the said measures were annulled by the amendment to Act no. 231/2002 Coll., on Regions (with effect from June 4th, 2002), and the amendment to Act no. 313/2002 Coll., on Municipalities (with effect from July 12th, 2002). These amendments newly modified guaranteeing by municipal and regional property. The regulation according to which the state is not responsible for the municipal financial management and liabilities if this obligation is not assumed by contract has continued to be in force.

As for further measures that can have an impact on municipal indebtedness, let’s mention especially the new Act no. 190/2004 Coll., on Bonds, which replaced the no longer satisfactory Act no. 530/1990 Coll. The new act does not allow the bank to become the issuer of communal bonds and use the yield from these bonds in order to provide a loan to the municipality that requested the bond issue while pledging its property. Therefore, municipalities will have to issue communal bonds themselves. However, before they ask the Securities Commission to approve conditions of the issue, they need a prior approval of the Ministry of Finance with the communal bond issue. The ministry specified the application requisites for the approval with communal bond issue by the Act no. 408/2004 Coll. It is necessary to point out that thanks to the final form of the Act no. 190/2004 Coll., on Bonds, a certain legislative gap has appeared which allows to ask for the issue of communal bonds abroad without the need of obtaining ministry’s approval.
Further, the government passed the Act no. 420/2004 Coll., on Examining the Economic Management of Territorial Self-Governing Units that includes all measures that will indirectly influence municipal indebtedness. The examination of economic management of regions that is carried out—according to the law—solely by the Ministry of Finance of the Czech Republic, and examination of municipal financial management carried out by the region or an auditor focus not only on maintenance and management of goods in the property of a self-governing unit, on observation of regulations concerning financial management of municipalities and regions,  and on contracting and implementation of public orders, but also on the claims and bonds of the territorial self-governing unit, on liabilities guaranteed by the self-governing unit and on pledging of the self-governing unit’s property for the benefit of third parties. The examination will also include an assessment of purposefulness and economy of the examined operations. Another important modification is also the fact that the final report on examination results must include—as a compulsory requisite—a notice stating possible risks that can have a negative impact on financial management of the particular self-governing unit in the future. Disproportionate indebtedness is certainly one of such risks. A decisive factor for utilization of the given procedures is, of course, the fundamental conclusions of local authorities in negotiations over the final account statements of the self-governing units.

2.2 Regulation of municipal debt at present
At present, the municipal debt in the Czech Republic is regulated by a non-legislative measure. It is a consequence of negotiations that were carried out in April 2004 in a working committee comprised of representatives of the Ministry of Finance of the Czech Republic, the Union of Towns and Municipalities of the Czech Republic and the Association of Regions of the Czech Republic. After the assessment of the overall indebtedness of municipalities and regions, the state of currently effective and prepared legislative measures and other alternatives of debt regulation, it was decided that at that time no legal amendments were necessary for adopting regulation measures. Providers of subsidies from the state budget and state funds can be bound by the government resolution obliging them to take into consideration the indebtedness of municipalities and towns when considering their applications.

On April 14th, 2004, the Czech government discussed the resulting material of the Czech Ministry of Finance and — in its resolution no. 346 — approved the Regulation of Municipal and Regional Debts by Means of the Debt Service Indicator. At the same time, the government obliged the minister of finance to notify—after the assessment of all documents—the municipal and regional representatives in case of exceeding the debt service indicator, set up to 30 %, in the sense of valid budget structure after consolidation, and to ask the affected municipalities for justification of the excess. Annually by April 30th, the minister is also obliged to inform the government about the state of municipal and regional indebtedness. The government further requested the cabinet members and heads of central administration bodies to modify (until December 31, 2004) the rules for granting purpose subsidies, loans, and refundable financial aids from the state budget of the Czech Republic and from the state funds to municipalities and regions so as to secure that the assessment of subsidies applications does take into account also whether the municipalities and regions do not exceed the debt service indicator, set up to 30 %.

The calculation of the debt service indicator is clearly given in the table 2 below. First, it is necessary to calculate the debt basis of a municipality that is given by the sum of tax revenues, non-tax revenues and received subsidies. The table further states the total debt service of the municipality that is given by the sum of paid interests, paid installments of issued bonds, payments of principals and leasing payments. The debt service indicator is defined as a percentage quotient of the debt service and the debt basis.
 
Table 2: Calculation of the Debt Servise Indicator.

	Line number
	Item name
	Reference to budget structure

	1
	tax revenues (after consolidation)
	class 1

	2
	non-tax revenues (after consolidation)
	class 2

	3
	received subsidies—financial relation
	item 4112 + 4212

	4
	debt basis
	line 1 + line 2 + line 3

	5
	interests
	item 5141

	6
	payments of principals and bonds
	items 8xx2 and 8xx4

	7
	leasing payments
	item 5178

	8
	debt service
	line 5 + line 6 + line 7

	9
	DEBT SERVICE INDICATOR
	line 8 divided by line 4


The examination of municipal financial management, or the calculation of the debt service indicator, is carried out by the Ministry of Finance of the Czech Republic based on the ARIS system (Automatizovaný rozpočtový informační systém, i.e. Automated Budget Information System) that collects not only data necessary for drawing up the state budget proposal and the final state account, but also the financial accounting statements of municipalities and regions. The municipalities that exceed the set-up limit of 30 % of the debt service indicator are notified about this fact by the Ministry of Finance by a personal letter, and they are asked to adopt measures to remedy this situation. The affected municipality should justify the indicator excess within three months and provide information about remedy measures. Further, the minister of finance asks for elaboration of the Report on the Results of Financial Management Examination in the given calendar year and for a statement by local authorities regarding this report, and including a budgetary outlook of the municipality, too.

Based on the data collected from the addressed municipalities, the Ministry of Finance reviews the reasons for their indebtedness, particularly taking into account recurring debt limit excesses. The ministry further considers all facts that have led to the excess of the given limit. Other assessment criteria include especially the total municipal debt per capita, tax revenues per capita, debt trends in recent years, municipality size and overall financial situation of the municipality.
The above described calculation of the debt service indicator represents a transparent method of municipal debt regulation based on data published monthly by each municipality in their financial statements and stored centrally in the ARIS system. Nevertheless, in some cases the debt service indicator is not capable of covering eventualities that give rise to indicator increase, since the chart of accounts, accounting methods and accounting standards do not differentiate between exceptional and regular financial transactions. If the set-up debt service indicator limit is exceeded solely due to such factors, respective municipalities are not considered problematic according to the above mentioned government resolution. These “consideration factors” are described below.
The revolving account, or the method of its accounting, affects the debt service limit in line 6 (payments of principals and bonds, cf. table 2 above). According to the accounting principle of a faithful and true representation of reality, an accounting entry is made to this line each time the municipality draws on a revolving account with allowed debit transactions, and also in case of a pay-off of this “loan”. This may occur repeatedly during the period in question, since the municipality recurrently makes use of and pays off the same credit. In the item of principles and bonds, however, these transactions will appear accumulated as a result.
Another factor that can influence the debt service indicator limit is a revolving credit, i.e. a recurrent loan. During the period in question, such a loan repeatedly provides refundable resources and is paid off. Each use of a revolving credit is again entered into line 6 (payments of principals and bonds), thus consequently affecting the debt service indicator similarly to the revolving account.
Probably the most frequent reason for correction of the debt service indicator is a one-time payment. Payments of credits and loans affect—similarly to the two factors described above—the item in line 6, i.e. payments of principals and bonds. As already stated above, the chart of accounts, accounting methods and accounting standards do not differentiate between exceptional and regular financial transactions. Therefore, in this case it is not possible to differentiate between a regular and exceptional (one-time) loan payment. An accelerated or one-time pay-off of a loan is rated highly by the Czech Ministry of Finance, and for that reason—in case of a repeated evaluation of the debt service indicator—such a municipality is evaluated positively.

It is clear from the above that information on revolving accounts, revolving credits and one-time payments cannot be obtained from the financial statements available in the ARIS system. Municipalities can provide such information only in their reply to the letter of the minister of finance within the given three-month period.

When assessing individual municipalities, the Ministry of Finance will evaluate positively also those cases in which the service debt indicator excess is caused by taking a credit or a loan to cover the pre-financing or co-financing of projects supported by the European Union. This includes, for example, the participation of a municipality in the PHARE, SAPARD, structural funds or Cohesion Fund programs. Municipalities can be short of their own resources to finance the required participation, and also the system of recognition of already implemented expenditures can be financially demanding. That is why the municipalities decide to make use of refundable resources. In such cases, the Ministry of Finance will not require observance of the set-up debt service indicator limit, since—in accord with the government—it supports maximum utilization of EU funds by the municipalities of the Czech republic.
Another factor taken into account is indebtedness that emerged as a result of flood damage settlement. Disastrous floods in 2002 caused substantial damage also to municipal property. In order to settle these damages, municipalities were forced to ask for refundable resources which they now pay off. This mere fact cannot be, according to the Ministry of Finance, the reason for imposing restrictions because of high indebtedness. In connection with floods in March and April of 2006, it is presumed that municipalities will take further loans and refundable financial aids in order to settle damages brought about by the floods, which fact will of course impact their 2006 economic results and the debt service indicator in the period in question.
At last, corrections in the debt service indicator calculation can be made because of a mortgage taken out by the municipality to finance municipal housing development. Municipalities cover loan payments from the residential rent, and therefore the loan does not threaten the standard municipal economy. If the municipality solves the housing problem on its territory in this way, there is no reason for its restriction because of debt regulation.

After considering and evaluating all the above mentioned “consideration factors”, the Ministry of Finance calculates the modified debt service indicator. Subsequently, the Ministry informs the affected municipalities about the calculation result. Only then, after a complex evaluation of all data from municipalities, the Ministry proceeds to publish a list of municipalities at risk. This list, however, will not include those municipalities whose modified debt service indicator will not exceed the limit of 30 % that after including the tolerated factors. As for the other municipalities contained in the list, when deciding upon granting state subsidies, individual budget’s chapters administrators should take into account that the respective municipality has problems with its indebtedness.

A crucial problem that the Ministry of Finance aims to prevent by this procedure is the possibility of potential financial bankruptcy of a municipality in case of an inappropriate debt policy (cf. the previously mentioned example of Rokytnice). Even if the municipality cannot go bankrupt (based on the Act on Bankruptcy and Settlement), it can get—due to overindebtedness—into such a financial situation that it ceases to fulfill some of its basic duties and functions arising from the Act on Municipalities. Municipalities are responsible for their debts, and their liabilities cannot be assumed by anyone (neither the state, as already stated above). In case the municipality does not own valuable possessions to sell and amortize the debt by the return of the sale, it ends up in a very difficult situation since there is in fact no legal way of solving such a problem.

This danger concerns especially smaller municipalities that are short of qualified specialists able to analyze precisely the municipal financial situation and its future trends. Therefore, the consequences of a well-intentioned effort to obtain additional financial means can be fatal for the municipality. The threat of financial bankruptcy in case of larger municipalities, or towns, is—at least in the medium-term horizon—far lower than in case of smaller municipalities due to more extensive possibilities for debt rollover.

2.3 Current experience with municipal debt regulation by means of the debt service indicator
The current measures regulating municipal indebtedness were approved by a resolution of the Czech government in April 2004. This resolution also obliged the deputy prime minister and the minister of finance to monitor municipal debt and annually submit a report about the municipal debt development to the government.
According to the approved schedule, the Ministry of Finance calculated the debt service indicator for the periods of 12/2003, 06/2004 and 12/2004. The calculations utilized data from the territorial database of the Automated Budget Information System of the Ministry of Finance, the source of which are the accounting and financial statements of individual municipalities. Unfortunately, more recent data or calculations of the debt service indicator are not yet available. They should be published at the end of April 2006.
The calculations provide interesting information about the indebtedness of municipalities in the Czech Republic. Contrary to the macro level data (cf. section 1), they disclose the reasons for increasing municipal debt on the micro level. The overall development of the debt service indicator based on available data is shown in graph 2 below.

Graph 2: Debt Service of Municipalities in the Czech Republic.
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In 2003, as many as 3,004 municipalities out of the total number of 6,244 municipalities had a debt service, while the debt service of only 211 of the indebted municipalities exceeded the set-up limit. These municipalities that exceeded the limit set up to 30 % were addressed in June 2004 by a personal letter from the minister of finance and asked to state the reasons for their indebtedness and to submit proposals for measures improving their debt situation. The replies showed that, based on minister’s appeal, the municipal authorities in many cases re-assessed their budget priorities for the following period with the aim to reduce their debts.
In June 2004, another calculation of municipal debt service indicators was carried out. The results showed that 2,761 municipalities (i.e. 44.2 %) out of the total number of 6,244 municipalities had a debt service. Compared to the end of 2003, these numbers presented a slight improvement, since the debt service of only 185 of the indebted municipalities exceeded 30 %, in comparison with 211 municipalities in the previous period. The Ministry of Finance of the Czech Republic excluded 14 municipalities with zero indebtedness from the municipal debt list. These municipalities implemented its last payments (principals, interests) in the first quarter of 2004 which fact affected the debt service indicator calculation. “Problematic” municipalities now included 171 villages and towns, while 111 of them were “new-comers”. The remaining 60 municipalities exceeded the debt service limit both in the period of 12/2003 and 06/2004. Since the approved system of debt regulation assessed primarily a repeated excess of the debt limit, these 60 “problematic” municipalities were subjected to further evaluation.

The evaluation of the data obtained from the municipalities considered all factors that led to the limit excess. In particular, the total indebtedness of a municipality and indebtedness per capita, the debt trend and tax revenues per capita, the overall financial situation of the municipality and its size were taken into account. Since June 2004, also the above mentioned factors that can also affect the debt service indicator have been taken into consideration (current account, revolving account, co-financing of EU funds projects, etc.). 
After the overall evaluation of the data from the “problematic” municipalities, it showed up that some municipalities have only one loan from the past that they pay off on regular basis. Many municipalities, however, have taken several loans with such a schedule of payments that in near future these municipalities will exceed the set-up debt service limit. In their debt justification, these municipalities pledged to limit their new investments to the most possible extent and not to take new credits or loans. Nearly all of the addressed municipalities, based on the appeal of the minister of finance, re-assessed their budget priorities for the following period with the aim to reduce their debts. In view of the fact that the approved debt regulation system just passed its first period, indebtedness of these municipalities originated in the past in most cases. The municipalities had to meet their contractual obligations now, and therefore they had practically no possibility of an accelerated introduction of a debt service remedy. For that reason, the Ministry of Finance of the Czech Republic did not apply sanctions against them in the sense of the government resolution on Regulation of Municipal and Regional Debts by Means of the Debt Service Indicator.
The last published debt service indicator calculation was carried out the end of 2004. This calculation revealed that 3,107 out of the total 6,244 municipalities had a debt service in the period in question, and 192 of these municipalities exceeded the limit of 30 %. These numbers represented a slight increase compared to the previous period (cf. graph 2 above). Further corrections eliminated 21 municipalities that—though they exceeded the limit of 30 %—had zero indebtedness, i.e. paid off all their liabilities. This means that at the end of 2004, the debt service of 171 municipalities exceeded the set-up limit, including 104 new municipalities. The minister of finance sent a letter to these municipalities that exceeded the limit for the first time asking them to give reasons for their debt service indicator excess and to inform about measures they aim to take, in a three month’s time.

The remaining 67 municipalities exceeded the debt service limit both in the period of 12/2003 and 06/2004. From the data obtained from the municipalities, it was obvious that the reason why the municipalities exceeded the debt service indicator limit were high pay-offs during the year 2004. These municipalities reduced their debt by CZK 74.2 million compared to 2003. The debt service increase by CZK 113 million in 2004 meant increase of their debt payments by CZK 113 million. These efforts of the municipalities to accelerate the settlement of their liabilities were highly rated by the Ministry of Finance and the Ministry did not apply any sanctions against these municipalities.
The minister of finance newly addressed by his letter also those municipalities that, according to the methodology of the debt service indicator calculation, did not exceed the set-up limit but whose total indebtedness exceeded the national average of municipal indebtedness per capita. Moreover, these municipalities have failed to pay off their liabilities in recent years.

Conclusion
The municipal indebtedness in the Czech Republic has continually grown in absolute numbers since its initial emergence. Though the share of municipal debt in the total public debt is not alarming (about 11 % at present), it is necessary to address these issues in relation to the overall state debt, or the convergence criteria. The crucial cause of growing municipal indebtedness in the Czech Republic are financially demanding investments in the public sector, brought about by the previously neglected technical and social infrastructure.

The regulation of municipal indebtedness concerns especially the use of credit instruments with maturity of more than one year, and the use of municipal property as security for the benefit of physical or legal entities whose founder is not the municipality. The reason for regulation is usually the argument of controlling the total public debt and also the protection of local self-governments from excessive indebtedness and future problems with paying off the debt. This applies also to the Czech Republic where the so called “debt service indicator” has been used for municipal debt regulation since 2004. The Ministry of Finance of the Czech Republic attempts to reach a change—by controlling the municipal economies by means of this indicator—in the trend of municipal indebtedness and also to protect the municipalities from the possibility of “bankruptcy”. On the other hand, these measures also protect the state budget that would most probably have to be used (in view of some past cases mentioned above) in order to save these municipalities by taking over their payable liabilities. Since the introduction of the indicator, minor modifications have been made, e.g. the indicator is calculated every half a year contrary to the original government resolution no. 346, and the so called “consideration factors” of municipal indebtedness are now being taken into account.
Nevertheless, the extent of the debt service represents an important indicator, though it does not have to be the decisive factor in municipal economy evaluation. The purposefulness of municipal debt should also be taken into account, or assessment of its property. Short-term high values of the debt service does not necessarily reflect a bad municipal financial management, if the municipal investments have a multiplication effect or improve municipal facilities or extend municipal property.
 In case of the Czech Republic, this is partially expressed by including some specific factors into the calculation, or re-calculation, of the debt service indicator.
The concept of public budgets reform counts on other legislative measures that should reduce the possibility of emergence of uncontrolled debt of local self-governments. In view of the past development as well as the current situation, it would suffice to introduce stricter rules regarding indebtedness only for larger towns (i.e. towns with more than 5,000 inhabitants) and for corporate towns. In case of smaller municipalities, it would be sufficient to empower the regional authorities to evaluate municipal credits within the examination of municipal financial management, or to introduce the institute of forced administration.
In conclusion, it is necessary to say that in theory it is not necessarily the state that sets the rules or respective limits. What is important for municipalities is their mere existence. The rules and measures can be set up by the municipalities themselves or by institutions trusted by municipal representatives. The basis for proper debt handling and regulation should be represented by a system of proper reporting and monitoring of the municipal debt, or possibly a regular release and exchange of information.
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