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1. INTRODUCTION

Local economic development is a process which contributes to well being and quality of life of local
society and, in a planned and programmed way, facilitates progress. The development plans and
programs, which are to be implemented, are usually included in a strategy of local development.

The strategy is a widely approved document, which over a period of minimum 10-15 years
determines strategic objectives, operational programs, tasks and activities which will lead local
society to a state and conditions in which the society will function in the future. The operational
programs and important tasks must be consistent with the strategic objectives defined in the strategy.
Implementation of the strategy will ensure members of this local society (for example a city
inhabitants) higher standards of living, improved quality of services and more convenient life.

The strategy will also provide analysis which will show that the planned tasks and programs can be
financed by the local government (LG), and that over the period of 15 years, each year, the necessary
funds will be assured by the L.G budget.

The development of a long-term Financial Plan (FP), with operating elements of long-term debt
management, and a long-term Capital Investment Plan (CIP), coordinated with the FP, is the basis of
a' feasible development strategy and efficient financial management. The FP ensures funds for
financing investment and other programs, included in the strategy, determines safe debt and increases
a probability of acquiring external resources, including EU funds and debt. Implementation of
computer model helps construct FP and CIP, and enables prompt and accurate construction and
verification of the plans when needed. The long-term FP and CIP contribute to the improvement of
public finance management, help attain strategic objectives of LG development, and facilitate

economic growth,

Over the period of last 15 years many methodologies for preparation of strategies have been
developed and many strategies elaborated. Many CIP were also developed and implemented.
However, very seldom a thorough financial analyses and credit worthiness assessments have been
carried out and included in the strategy to show that the strategy is financially feasible and can be

really implemented by a LG.

We will present a method of financial feasibility analyses for strategy implementation, with
utilization of computer models and multi-year planning and programming, and give examples of
decision making process regarding investment financing and acquiring EU funds by a LG. The
presented example and method of long-term financial and investment analysis and planning is typical
of LG thinking ~ it leads to maximization of funds for financing development and infrastructure, and
contributes to the improvement of life of local societies in Poland.




2. STRATEGY OF LOCAL GOVERNMENTS ECONOMIC DEVELOPMENT

A strategy is a widely approved document, which over a period of minimum 10-15 years determines
intelligent foresight (a vision) of a local community development and a final picture, in which
members of the community see their future in 15 years. The strategy involves strategic objectives,
operational programs, activities and projects which will lead the local society to a state and
conditions in which members of the society want to function in the future.

2.1. Identification of needs and SWOT analysis. A Vision.

Identification of an initial state of a LG economic and social development and determination of the
LG financial standing — a diagnosis at time of undertaking work on strategy document - is the initial
stage of work on development strategy of the LG. The diagnosis should include evaluations of past
and present planning and management performance of the LG. The next stage of strategy
development is SWOT analyses of a LG, determination of strengths, weaknesses, opportunities and
threats regarding its location, budget, production and service potential, system of management,
including finance and human resources management and utilization of other local resources. SWOT
analyses are usually performed based on questionnaire research and team work, together with the

local community representatives.

A LG vision is a state and conditions in which the LG will function in the future, in 15 or 20 years. A
vision is a product of people’s imagination. A LG vision can be formulated for example as follows: a
LG with developed, diversified industry and high quality services creating job positions for the
community and capable to offer system of high quality education for the youth, and interesting forms
of education for adults.

Implementation of the strategy will help materialize the vision and will ensure members of this local
society (for example a city inhabitants) higher standards of living, improved quality of services and

more convenient life.
2.2. Strategic and intermediate objectives; Operational programs

The vision is closely related to identification of strategic and intermediary goals and objectives of a
community development. Strategic objectives are the most important objectives (usually not more
than 3-4), which will help materialize the vision. For each strategic objective we formulate several
intermediary (or operational) objectives and some operational programs, which in turn include
several projects. It is also important to select the most important projects with high priority of
realization, both time wise, and from the point of view of assigning appropriate financial funds for
projects implementation. The plan of strategy design and its implementation should be worked out
by the LG officials and professionals, in cooperation with the LG community representatives. This
can be done by organization of workshops and public consultations with the participation of local
officials, community and business representatives, and local media. The workshops could include:
1. Strategic planning regarding a vision development, identification of strategic and
intermediary objectives of a community, based on results of SWOT and analyses of present
management performance. 2. Presentation and discussion of plans for the strategy
implementation, including action plans, methods of financing, establishment of task oriented
groups, deadlines for project implementation, and the general system of strategic management. 3.
Publicity of the strategy and strategic management - popularization of strategic goals, priority
projects and ways of their financing, which should lead to wide acceptation of the strategy.

2.3. Strategy implementation: results and financing



Any LG should first conduct a thorough assessment of its financial standing. Implementation of the
strategy plan should include description of tools and methods which will be used during strategy
programs and important projects implementation and clear definition of results, which will be
observed and easily measured when the strategy is implemented.

The plan could include the following four major implementation objectives:

e Determination of strategic directions of a LG development ensuring feasibility of strategic goals
implementation, and formulation of conclusions and recommendations regarding development of
the strategic management implementation policy

e Improvement of intemmal and extemal comununication system, which will meet the local
community expectations, including improvement of a LG office work effectiveness, and making
the organization competitive and responsive

e Provision, in the written form, of a ,,Code of the LG good management practices”, as a tool for
construction of clear LG management structure, which will introduce real changes

» Integration of the community by using active methods of work, public participation, and efficient
dissemination of knowledge at each stage of the strategy implementation.

2.4. Financing the strategy programs and tasks; Financial capability of a LG

LG should know how much resources they have available in their budgets to fund capital projects,
and how much they can afford to borrow to finance public infrastructure.

The strategy provides analysis which will show that the planned tasks and programs can be financed
by the LG, and that over the period of 15 years, each year the necessary funds will be assured by the
LG budget. The development of the FP and the CIP plans ensures funds for financing long-term
investment projects and other programs included in the strategy and in yearly budgets, and also
increases a probability of acquiring external resources, first of all EU funds, and of effective
management of these resources. The investment expenditure and the number of projects planned to
be implemented each year result from financial capability and credit worthiness assessment of a LG
(ability to finance current and investment activity)!. The FP plan will help assess credit worthiness of
the LG and determine a safe level of debt, and maximum safe Jevel of investment expenditure, which

will assure budget liquidity.

Many CIP and FP were developed and implemented. However, very seldom a thorough financial
analyses and credit worthiness assessments have been carried out and included in the strategy to
show that the strategy is financially feasible, that all important projects, as well as other projects
included in the strategy can be really implemented by a LG.

2.4. Monitoring of the strategy implementation; Strategy verification

The implementation of the strategy should be monitored at least once a year, properly supervised and
verified when needed. The management/monitoring system of the strategy implementation usually
consists of several institutions, each one assigned different functions and tasks. A main supervising
and monitoring institution, intermediary institution providing the supervisor with opinions regarding
strategy implementation and formulating suggestions for future realization steps, a regional
coordinator of the strategy implementation, usually within the LG Office - institutions explicitly
responsible for implementation of programs and projects planned in the strategy.

The monitoring and control should include physical realization of projects and project financing.

3. THE NEED FOR FUNDS TO FINANCE THE STRATEGY:
INFRASTRUCTURE AND OTHER SOFT PROGRAMS

" In the period of next ten years, similar to the period of 2004-2009, the analysis of LG will focus on maximization of
EU funds, which can be obtained and used for financing various programs and investment prajects.






investment expenditure. The LG share in financing European projects equaled 36%, and the UE
budget share — 64%. The percentage of local government investment expenditure co-financed with
the EU funds increased over 2007-2009.

A pace of narrowing the infrastructure gap between Poland and ,,0ld EU countries” depends on the
ability of LG in Poland to ensure its own financial share when implementing projects, co-financed by
European funds. Securing by LG its own funds (own share), which can include debt, is a necessary
condition for absorption of European funds over 2009-2013. The condition of ensuring own financial
share for implementation of European projects requires that LG (cities, districts and regions) must
use either their own funds, or external resources, first of all debt. The fast growth of new debt is the
resuft of the need to ensure resources for own shares by LG. This phenomenon will be observed,
consistently with the signed agreements with the EU, over the period 2010-2013.

The national plan for 2007-2013 anticipates that in order to absorb the finances from the structural
funds and the Cohesion Fund of EU, Polish LG will have to secure about 6 billion euro over 2007-
2013. We can say that over 2010-2013 it will amount to over 1 billion euro yearly.

The necessity to ensure external resource, including debt, for financing European projects creates
new challenges for LG, regarding good govermance. They include accuracy of long-term planning
and efficient and effective management of LG finances and debt.

4. THE ROLE OF LONG TERM FINANCIAL AND INVESTMENT
PLANNING IN FACILITATING ECONOMIC DEVELOPMENT

4.1. The need for long term planning

The development of a Long-term Financial Plan (FP), with operating elements of long-term debt
management, and a Jong-term Capital Investment Plan (CIP), coordinated with the FP, is the basis of
efficient financial management. The FP increases a probability of acguiring external resources,
including EU funds and debt, and of effective management of these resources.

Implementation of computer model helps construct financial and capital investment plans, design
yearly budgets and enables prompt and accurate verification of these plans and budgets when needed.

Three factors can be named, which determine the necessity and importance of design and operation
of the FP and computer tools supporting long-term financial management. First, over several year
period, the funds must be secured, which are required for financing current and delegated tasks
(operating expenditures). Second, LG has to determine, over at least 4 year period the funds required
for financing investment (selected to satisfy local needs), not exceeding financial capabilities of a
LG. Third, the level of debt must be determined, which is safe, and which ensures budget liquidity
each year and over a long-term (repayment of debt and servicing the debt must be possible, and these
values should not exceed net operating surplus). The functions of a FP include:
* relating, and make consistent yearly budgets and long — term financial plans
o relating budget prognosis (first of all revenue and investment expenditure projections) with
strategic objectives of the LG, as formulated in the strategy, and with the long — term CIP
s assessing creditworthiness of the LG — an ability to borrow, and identify areas of financial
management, specially debt management, that need improvement.

It is of great importance to prepare a long term (about ten year long) finance and debt program,
which each year ensures budget liquidity and efficient debt management. The debt projections should
include the existing debt and future debt (planned in the future), and should be coordinated with the
operating surplus — excess of current revenues over current expenditure. On the other hand it should
meet to a largest possible extent, local investment needs. The needs for infrastructure projects (the
funds needed for implementing them), often by far, exceed financial capacities of financing the
needed projects and the level of debt that the LG can issue.









Total national budget revenue serves as a pool of resources for the General Subvention and other
intergovernmental transfers. Subventions are allocated across 1.G by formulas. They are well
designed and evolved over recent years to meet the objectives promoting decentralization,
strengthening local autonomy and equalizing fiscal capacity. The Equalization transfer provides
additional revenues to those gminas, whose tax base is “inadequate” — when its per capita basic tax
revenue is less than 85% of the national per capita basic tax revenue. The rich gminas, whose per
capita basic tax revenue is more than 150% of the national per capita basic tax revenue contribute to
the equalization fund, thus subsidizing the poor gminas.

The PIT is collected by District Treasury Offices (DTO - representative of Ministry of Finance) from
persons residing in the gmina and is allocated, by the ministry to LGs as an unrestricted share of the
collected PIT. LG also receive a share of the CIT collected by the DTO from firms residing in the
gmina. The amount actually allocated includes losses of the overall PIT collected in the national
system. The amount received in a given budget year, for example by a gmina, is calculated by faking
0.3934 of the total amount of PIT expected to be collected nationwide for the given year adjusted by
the percentage share of the national PIT actually received by the gmina during the preceding year.
The LG do not have the right of keeping a given portion of the personal income tax collected from
persons residing in their LG. LG have only the right to deprive themselves of some tax revenues - to
lower the, set by the state, maximum tax rates, extend exemptions and releases to tax payers.

Ryc. 5. Total revenue planned by a LG for 2008-2014. Projection made in 2007
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The most significant source of locally generated revenue is the property tax. Farm tax and forestry
tax are special forms of property tax. In Poland, as currently structured its base is the land area per
square meter. The rates vary depending on the category of land — the lowest rate is for "other Jand",
and the highest for land occupied by commercial buildings. Tax base bears no relationship to
location and market value although many attempts have been made over last years to levy an ad
valorem base, or implement an intermediary system - for example introduce tax zones for
municipalities and poviats, which would lead to the ad valorem base.

Total revenue of a LG consists of base revenue, including sources of revenue 1 and 3-4 above, and
incidental revenue - sources 2 and 5 above, and the revenue from EU funds. In figure 5 we present
projection over 2008-2014, of base revenue and incidental revenue (called revenue without EU
funds), and the total revenue including the EU funds.

The base revenue can be projected for future years using general economic growth indicators, the
rate of GDP growth, inflation rate and specific locally determined growth coefficients. Incidental
revenues, for example sales of property, or investment grants, as well as funds that a LG will receive



from EU, can be forecasted only in close cooperation with the LG and as a result of thorough
individual analysis of the LG resources, experience and capability.

The gross operating surplus - revenues in excess of operating expenditures is an important notion of
financial management. It can be used to fund capital expenditures and is not needed to fund operating
expenditures. Thus, the available resources to fund capital public infrastructure projects of 1L.G
consist of surplus current revenues (from own revenues, central budget transfers and grants),
incidental revenue, funds from international institutions (first of all from EU), and the proceeds from
borrowing (loans and bonds).

The net operating surplus is defined as operating surplus less costs of spending for service of the
existing and planned debt. The larger the level of these resources, the more funds available for
financing investment. Surplus revenues must be left for financing investment, and operating surplus
cannot in all be spent for debt service.

4.3. Efficient management of L.G finances

There are three objectives of efficient financial management: determination of proportion between
the investment expenditure, resulting from the strategy and the CIP, and the operating expenditure;
ensuring current revenues for financing current and delegated tasks; determination, in long term (and
each year) of safe level of debt, which ensures budget liquidity and implementation of current tasks.
The design of FP and CIP facilitates achievement of these objectives. Budget liquidity is closely
related to ensuring a safe debt in the LG, which depends on the level of gross operating surplus — the
available resources in LG budget. As a result of decisions regarding investment expenditures, we
obtain an annual amount of funds which physically remain in the LG budget at the end of the year.

The development of a long-term FP, debt strategy, and CIP, coordinated with the FP, and approved
by the city council, is the basis of an efficient financial management. A LG has to determine over a
long period its financial capacity and potential. The analysis of LG financial condition is an
important starting point for the sound financial management of a LG. The FP increases a probability
of acquiring external resources, including EU funds and debt, and of effective management of these
resources, ensuring minimum costs, as well as decreases the risk of wrong decision making. It is
recommended that all LG conduct such long term analysis, even if they have no immediate plans to
borrow funds from an outside lender. This analysis can identify areas requiring improvement, and
lead to a plan for ongoing improvement of a L.G’s financial situation.

The long-term FP must be coordinated with yearly budgets. All investment expenditure of the budget
should appear in the FP, and the FP projects must be included in the budget expenditure. When
investment expenditure is changed in the budget, the FP must be verified. The resources assigned to
financing projects must be consistent with the objectives of the strategy, and the CIP.

Establishment of creditworthiness of a LG, regarding the past period and the planned period, in
which projects included in the strategy will be implemented, is also an essential factor for building
the infrastructure, which facilitates economic growth. Debt resources add funds available for
financing investment and can contribute to economic development of a municipality. .G should
develop debt proceeds projection, for a period of minimum 7 years, including the existing debt and
future debt (Bitner, Cichocki, 2009 and 2008). The issued debt should be coordinated with the
operating surplus and ensure budget liquidity. It should also result from the investment needs -

projects selected for financing.

The possibilities to issue debt by LG are subject to conditions, which result from the law on public
finance (Ipf). The constraints regard value of total debt to total revenue, and cost of debt service to
total revenue, which had to assume, each year, limited values determined in the Ipf. The new (2009)
Ipf requires that debt service is related to average operating surplus over last three years.
























Local and regional development depends on infrastructure and its quality, as well as on the quality of
services offered to local societies. The quality of life and well being of a society in a city, or a region
depends on opportunities and quality of education and health care, and on activity opportunities in
the area of culture, sport, tourism, and leisure. This vision of a happy society, where everyone would
be better off and where the conditions of life would make life of members of the society worthwhile

is a basis for undertaking work on strategy of development.

The development of a long-term Financial Plan, with operating elements of long-term debt
management, and a long-term CIP, coordinated with the FP, is the basis of a feasible development
strategy and efficient financial management. The FP ensures funds for financing investment and
other soft programs, which are included in the strategy, and in yearly budgets, determines safe level
of debt and increases a probability of acquiring external resources, including EU funds and debt. The
long-term FP must be coordinated with yearly budgets. All investment expenditure of the budget
should appear in the FP. When investment expenditure in the budget is changed, the FP must be

verified.

Implementation of computer models helps construct FP and CIP, enables their prompt construction
and verification and contributes to effective management of own and external resources. Thorough
financial analyses and credit worthiness assessments it is possible to show that the strategy is
financially feasible - all programs and projects can be financed - and the strategy really can be
implemented by a LG. The newly issued debt can be below maximum, safe level of debt depending
on risk aversion of a LG manager. The FP decreases the risk of wrong decision making and increases
a probability of acquiring external resources, including EU funds and debt, and of effective
management of these resources. Thus, long-term financial and investment planning contributes to the
improvement of public finance management, helps attain strategic objectives of LG development,

and facilitates economic growth.

There are three objectives of efficient financial management: determination of proportion between
the investment expenditure (resulting from the strategy and the CIP) and the operating expenditure;
ensuring current revenues for financing current and delegated tasks; determination, in long term, and
each year, of safe level of debt, which ensures budget liquidity and implementation of current tasks.
The design of FP and CIP facilitates achievement of these objectives. The resources assigned to
financing projects must be consistent with the objectives of the strategy, and the CIP.

The above three factors also enhance the necessity and importance of design and operation of the FP
and computer tools supporting long-term financial management. LG, consistently with the new pfl,
have to determine, over at least 4 year period, the funds required for financing investment and must
repay the issued debt and cover cost of servicing it over a long-period. The level of issued debt could
be reduced through involvement of private sector in financing public utilities. Development of
private- public partnership will make it easier for public sector to continue investment pace,
especially after 2015, when EU funds for financing local infrastructure will be lower.

In the paper we presented application of the computer model to FP and CIP analysis in a LG. These
analyses give basis to formulation of the statement that, when after 2015 the gross operating surplus,
creditworthiness, and investment ratio will be maintained, the development strategy formulated until
2020 can be implemented — all project planned until 2010 will be financed.

There is a lot of room for improvement regarding finance and debt management by LG in Poland
which can be facilitated by a coordinated actions of the central government (improvement of law)
and local governments. The 2009 n-Ipf facilitates development of long term planning and finance
management. However, efficiency of finance and debt management and of other external resources
will maintain of vital importance, in the light of high demand for investment financing,






Celem WPF i WPI opracowanych przez JST jest maksymalizowanie $rodkéw, przede wszystkim z UE, na finansowanie
inwestycji, oraz dopasowanie poziomu diugu do mozliwosci zdobycia Srodkéw z UE przy réwnoczesnym zapewnieniu
plynnosci budzetu. Sposéb podejmowania decyzji w JST zaprezentowano na przykladzie analizy wieloletnich planéw
przygotowanych przez JST, odpowiednio, w raku 2007 i 2009.

W czasie ostatnich 20 lat opracowano wiele strategii rozwoju oraz WPF i WPL. Jednakze, bardzo rzadko analizowano
mozliwosci finansowania strategii (zadan nalezacych do WPI). Strategie te byly czesto budowane ,,na wyrost” i byty
zbiorem deklaracji i dobrych checi, podbudowanych analiza SWOT. W pracy pokazano, ze WPF i WPI sg waznym
elementem strategii, umozliwiaja stwierdzenie, Ze strategia moZe by¢ sfinansowana, a takze moga by¢ wykorzystane do
szybkiego przygotowania korekt budZetu i planéw wieloletnich wspierajacych rozwdj gospodarczy.












