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Abstract. The conducted research proposes a system of financial ratios as part of a composite index to assess the
sustainability and adaptability of municipalities, which includes analysing the structure and dynamics of budgetary indicators.
The purpose of the study was to develop a methodology aimed at identifying factors affecting financial sustainability and
providing practical recommendations for improving the sustainability of municipalities in a volatile economic environment.
The methodology of the study included an analysis of the state of municipal finances, an assessment of budgetary resources,
the identification of risks and the development of measures to minimise them based on financial statements, interviews, and
expert assessment of key indicators. The study identified key indicators of the financial stability of Latvian municipalities,
including the level of independence from inter-budget transfers and the ratio of own expenses to income. Based on the
results obtained, it was determined that municipalities with a high share of their own income demonstrate a better ability
to adapt to economic shocks. In turn, the regional analysis highlighted significant differences in the structure of income
and expenditure, where municipalities that were more dependent on transfers faced budgetary planning constraints. In
addition, the use of the coefficient system helped to assess financial stability, both in static and dynamic terms, identifying
the risks associated with a high debt burden and low liquidity. Due to the fact that the research methodology was based
on the analysis of financial statements and expert assessments, it provided the development of a composite index for risk
forecasting. Thus, the results highlighted the need to increase the financial autonomy of municipalities and optimise debt
policy. The proposed recommendations of the study were aimed at reducing regional disparities and strengthening the
financial stability of local budgets. The importance of the findings lies in providing tools that allow developing sound
recommendations for improving budget management and adapting to economic challenges

Keywords: financial stability; organisational stability; composite coeflicient; economic challenges; regional imbalances;
economic adaptability

INTRODUCTIONS
Sustainability in public administration is determined bythe ~ ensures the continuous provision of public services,
ability to adapt and maintain efficiency in the face of var- ~ which is especially important in the context of increas-
ious shocks. In municipal government, this sustainability — ing attention to sustainability issues in local government
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policy. It is important to note that this requires prepared-
ness for possible budget shocks and the ability to detect
financial risks early. However, budget planning decisions
should be based on the principles of sustainability, in-
cluding adaptation to new data, alignment of budget pri-
orities with common goals, and flexibility in the face of
changing external factors. In this context, municipalities
are required to develop financial models that support the
existing infrastructure, respond to changes affecting its
condition, and maintain the ability to provide services.
Economic sustainability and sustainable financing ensure
balanced regional development and contribute to reducing
socio-economic inequality.

Sustainability as a concept has taken a central place in
the framework of urban governance, becoming a response
to the challenges facing researchers, policy makers, and
practitioners. It is a universal approach that focuses on
the need for foresight and readiness to manage urban sys-
tems in the face of various shocks. For example, T. Ahrens
& L. Ferry (2020) analysed the financial stability of local
governments in England in the context of the COVID-19
pandemic and found that the crisis had exacerbated ex-
isting financial imbalances, but individual municipalities
had demonstrated the ability to adapt through strategic re-
source management. R. Levine et al. (2020) investigated the
relationship between local financial structures and the eco-
nomic stability of territories, and the results of their study
showed that decentralised systems contribute to greater
flexibility in times of crisis. According to the general opin-
ion of these researchers, decentralisation and flexibility are
becoming especially important to ensure the sustainability
of resource flows and critical infrastructures necessary for
the smooth functioning of households and businesses.

In the scientific literature, sustainability is often ana-
lysed in the context of policies and practical frameworks
aimed at overcoming the consequences of natural disasters,
conflicts, and terrorism. An example of such research is the
study by S. Woodruft et al. (2021), devoted to the analysis
of urban sustainability through the study of policies imple-
mented in US cities and demonstrating that the integration
of sustainable strategies into urban planning contributes to
more effective adaptation to environmental changes and
socio-economic challenges. However, there is also criticism
of such initiatives. S. Fastenrath et al. (2019) have insisted
that such initiatives often prioritise the interests of the pri-
vate sector by redistributing the tasks of public administra-
tion and reducing the level of democratic participation. As
an example of a transformational innovation policy aimed
at strengthening urban sustainability, the authors examined
the “Resilient Melbourne” strategy and at the same time
critically analysed it, pointing to a shift in priorities towards
the interests of the private sector, which is accompanied by
a redistribution of public administration tasks and a de-
crease in the level of democratic participation.

Despite the growing interest in sustainability as a key
element of urban governance, issues of infrastructure
and resource allocation are being studied primarily. In

particular, S.A. Argyroudis et al. (2020) developed a
framework for assessing the sustainability of critical infra-
structure in a multi-risk environment, including transport
facilities, and emphasised the importance of a comprehen-
sive risk assessment to improve the reliability and secu-
rity of infrastructure. T.J. Nipa & S. Kermanshachi (2022)
concluded that standardised approaches to sustainability
assessment are necessary. Both studies were primarily fo-
cused on financing new infrastructure and improving op-
erational efficiency, ignoring the need to integrate the day-
to-day financial operations of cities into the framework of
sustainability. The ability of municipalities to effectively
attract, allocate, and use financial resources has significant
weight in their sustainability and adaptability. In this con-
text, ensuring the sustainability of municipalities through
the management of financial flows and resources becomes
the main task of systemic management and part of sus-
tainability strategies, since only with financial autonomy
is it possible to successfully counter external shocks and
ensure the sustainable development of territories (Cho-
han, 2022). However, the financial sustainability of local
governments remains poorly understood.

It is important to consider that understanding the dif-
ferences between municipalities in the levels of econom-
ic sustainability and sustainable financing is necessary to
develop effective regional development policies. Econom-
ic sustainability is characterised by the ability of munici-
palities to adapt to unforeseen economic shocks, whereas
sustainable financing is associated with responsible man-
agement of financial resources for long-term development
and environmental protection. One of the main conditions
for sustainability is economic diversification, reducing
vulnerability to shocks and fluctuations. Financial sustain-
ability, in turn, describes the ability of municipalities to
anticipate, absorb, and respond to shocks affecting their
budgets and service delivery.

Based on the above, the purpose of this study was to
develop an integrated approach to assessing the financial
sustainability of municipalities, including ensuring their
adaptability and sustainability in the face of economic and
social challenges. To achieve the purpose of the study, the
following tasks were set: to determine the main elements
of the composite coefficient of financial stability of mu-
nicipalities; to develop and test a system of coefficients for
assessing financial stability; to propose approaches to re-
forming the system of equalisation of local budgets aimed
at strengthening financial stability and ensuring socio-eco-
nomic stability of municipalities.

MATERIALS AND METHODS
The study was based on a combination of theoretical and
empirical methods, including the analysis of secondary
data, interviews with representatives of municipalities and
the Ministry of Finance of the Republic of Latvia (2024),
and the use of statistical and comparative analysis meth-
ods. The selected methods allowed investigating dynam-
ic and static indicators, including income, expenses, debt
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obligations, and volumes of inter-budget transfers, and
the use of official accounting data (Analysis of financial
indicators of local self-government bodies (2020), On
borrowings and guarantee obligations of local self-govern-
ment bodies, Official statistics on the State Budget of the
Republic of Latvia for 2020-2024) provided a high level of
accuracy, helped in identifying key factors affecting the fi-
nancial sustainability of municipalities.

To assess financial stability, a system of composite
coeflicients was developed, including indicators of cost
coverage with own income, the degree of dependence on
inter-budget transfers, debt burden, and budget sustaina-
bility. The composite coefficient helped to comprehensively
assess the adaptability of municipalities to economic shocks
and their ability to support sustainable development. And
the use of time series (January-March 2024) provided an
opportunity to assess the adaptability of municipalities to
economic shocks. The main objective of the study was to
identify and evaluate dynamic and static indicators char-
acterising the financial situation and sustainability of local
governments, with an empbhasis on the stability of income,
expenses and providing liquidity to support operational ac-
tivities. For the analysis, a set of coefficients was proposed
to determine financial stability and financial management
in three categories according to their nature and content
(coefficients of budget balance, coefficients of independ-
ence and sustainability, and coefficients of management
efficiency and expenses), in accordance with the studies by
R. Cabaleiro et al. (2012), B. Mcdonald (2017), and E. Pa-
dovani et al. (2010). Based on the available data, five groups
of coeflicients were recommended:

1. Coeflicients of the balance of the local budget, re-
flecting the degree of revenue coverage of expenditures,
including deficit coverage and uniformity of expenditures.

2. Coeflicients of financial independence from the re-
sources of the central government.

3. Expense policy orientation coeflicients, with a focus
on current expenditures, investment activities, administra-
tive expenses, and expenditures on public goods.

4. Financial stability coefficients describing the ratio of
income and expense components.

5. Debt dependency ratios that determine debt levels,
solvency, and debt management costs.

The chosen system helped to integrate various aspects
of financial stability and conduct a comprehensive analysis.
This approach identified risk factors and developed recom-
mendations for strengthening the resilience of municipal-
ities (Sebestova et al., 2018). In addition, an analysis of the
dynamics of financial indicators based on the processing of
reports was applied. This method helped to identify chang-
es in the structure of income and expenditure of munici-
palities in the context of changing economic circumstanc-
es. Comparative analysis methods were used to analyse
the collected data, which helped to assess the differences
between municipalities in key financial indicators. This ap-
proach has helped to identify patterns and factors affecting
the sustainability of budgets.

In addition, in the period from January to March 2024,
interviews were conducted with representatives of 25 mu-
nicipalities and 4 representatives of the Ministry of Finance
of Latvia. The respondents included mayors, finance direc-
tors, and heads of departments of the Ministry of Finance,
which provided a variety of points of view and depth of
analysis. The main interview questions were aimed at stud-
ying budget management practices, the level of depend-
ence on inter-budget transfers, debt burden and strategies
for increasing financial independence. The interviews were
conducted in compliance with the standards of confidenti-
ality and voluntary participation, which complies with the
Code of professional ethics of the International Sociologi-
cal Association (ISA, 2024). The ethical aspects of the study
included the mandatory receipt of informed consent from
all respondents and depersonalisation of data (anonymi-
ty), which guaranteed confidentiality. This approach fully
complied with international standards (Ethics and data
protection, 2021) and ensured the integrity of the results.
Additionally, expert assessments provided by representa-
tives of the Ministry of Finance of the Republic of Latvia
complemented the analysis and contributed to the clarifica-
tion of key coefficients and their thresholds, which ensured
the verification of the results and increased their practical
significance. This methodology demonstrates a consistent
approach to data collection, analysis, and interpretation,
providing optimal conditions for achieving research goals.

RESULTS

The municipal finance management assessment system is a
set of tools aimed at analysing and diagnosing the financial
stability of local budgets (Lukomska-Szarek et al., 2024).
It is based on the principles of transparency, responsibil-
ity and sustainability, which allows not only assessing the
current state of municipal finances, but also to predicting
their changes under the influence of external and internal
factors. In conditions of increasing economic instability,
the role of such systems is increasing, as they allow timely
identification of risks and take preventive measures.

One of the key objectives of the assessment system is
to ensure balanced development of municipalities, which
is achieved through an analysis of the structure of income
and expenses, debt burden, and the level of dependence
on external transfers (Bialek-Jaworska, 2021). Such ap-
proaches help to identify the strengths and weaknesses
of financial management, identify priorities, and develop
strategies to achieve long-term sustainability. In addition,
an important aspect is also the assessment of the effective-
ness of budget spending, which includes the study of areas
that are most important for the socio-economic develop-
ment of the regions. By itself, the assessment system is not
an isolated accounting and forecasting tool, it relies on the
use of financial coefficients, which are quantitative indica-
tors that characterise various aspects of budget manage-
ment. Among them are the coefficients of the balance of
the local budget, financial independence, the orientation
of spending policy, sustainability, and debt dependence.
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The study identified key groups of coefficients (Table 1),
which are the basis for assessing the financial stability of
municipalities in Latvia. Each group of coeflicients reflects

individual aspects of budget sustainability and financial
independence of municipalities, which provides a holistic
approach to their analysis.

Table 1. Analysis of groups of coeficients of financial stability of local budgets

Group Key coefficients Main assessment factors Reference
values
Total budget coverage ratio =1
Coefficients of local Covering total expenses and deficits
budget balance Coefficient of budget deficit coverage with income excluding borrowings <10%
Coefficient of financial autonomy Share of income dePep de.n't High value
on the efforts of municipalities

Coeflicient of financial Coeflicient of tax independence Share of tax revenues o

. . 40-60%
independence of the budget in the total revenue structure

Coefficient of direct financial Share of transfers and subventions <30%

dependence in own income =0
Current expense ratio For current expenses in total expenses 50-70%

. . Administrative expense ratio . Cost of maintaining the{ ad.m inistration 5-15%

Expense policy coeflicients in the amount of socially significant expenses
Coefficient of social orientation Share of expenses for social functions N
. =220%
of the budget in the total expense structure

Coeflicients of budget Coefficient of overall Covering current expenses at the expense ~50%
sustainability financial stability of own tax and non-tax income =7
Coefficients of debt dependency Ability to tcli) ver d.ebt obligations <20%

Coefficients of debt Wwith own Income
dependency
Debt burden Share of .debt management expenses <20%
in current expenses

Source: developed by the authors

The first group of coefficients is the coefficients of the
local budget balance. The value of this coefficient, close to
unity, minimises the risk of financial instability. The refer-
ence value of the budget deficit coverage ratio for individu-
al municipalities should not exceed 10%. The second group
includes the coeflicients of financial independence of local
authorities and the coefficient of financial independence.
These indicators measure the degree of dependence of mu-
nicipalities on centralised resources, and also demonstrate
the share of income generated by the efforts of local author-
ities, including income from taxes and property. A special
case is the tax independence coefficient, which estimates
the share of tax revenues in the total income structure. The
coefficient of direct financial dependence illustrates the
share of transfers, subventions, and other forms of co-fi-
nancing in the budget’s own revenues. The third group of
coefficients is represented by coefficients characterising the
budget policy in the field of expenditures. A high value of
the current expense ratio may indicate a lack of resources
allocated to investment projects. The administrative ex-
pense ratio determines the share of administrative expens-
es in the total expenditure on public goods. The social ori-
entation coeflicient of the budget is also used, reflecting the
share of expenditures on education, culture, health, sports,
social policy, and environmental protection. The fourth

group of coefficients is budget sustainability coeflicients,
which analyse the ratio between income and expenditure,
assessing the financial stability of municipalities. The coefhi-
cient of overall financial stability shows the extent to which
current budget expenditures are covered by their own tax
and non-tax revenues. However, in the case of Latvia, the
significance of this ratio is close to zero. The fifth group
covers the debt dependency ratios of local authorities. The
reference value of this indicator should not exceed 20%,
which makes it possible to ensure budget stability even in
the face of economic shocks.

The proposed system of coeflicients can be used for a
static assessment of the financial condition of local govern-
ments. The static measurement of the financial position
based on classical methods of financial reporting analysis
helps to assess the budgetary situation and the system of
public service provision as a whole. Using comparative
analysis methods, it is possible to assess the budget status
relative to reference values and determine resilience to po-
tential risks. In particular, according to official statistical
information (Analysis of financial indicators of..., 2020), it
was chosen to demonstrate the overall financial condition
of municipal budgets using the example of a common value
(throughout the Republic of Latvia) and 4 sample munici-
palities — Riga, Daugavpils, Jurmala, and Ventspils (Table 2).
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Table 2. Key indicators of some municipal budgets of Latvia for 2022-2023, millions EUR

Year Municipality I_’lanned .Actual Planned Actual Surplu's/ tﬁelellizlg;;lcge Change in
income income expenses expenses Deficit of funds balances (%)
Riga 1.038 1.162 1.182 1.112 -144.4 -37.6 24%
Daugavpils 119.1 125.6 132.2 123.1 -13.2 -1.6 12%
2022 Jurmala 101.5 103 128 105.1 -26.5 2.1 -11%
Ventspils 63.6 66.8 77.8 64.2 -14.2 3.1 17%
General value 3.251 3.442 3.795 3.379 -544.7 62.9 26%
Riga 1.237 1.285 1.433 1.317 -195.6 35.5 -19%
Daugavpils 131.4 132.2 141.1 131.7 -9.7 5 -32%
2023 Jurmala 104.2 103 140.3 106.5 -36.1 0.7 -4%
Ventspils 67.6 62.6 88.6 75.6 -20.97 -8.85 -41%
General value 3.641 3.685 4.322 3.841 -680.8 -156.2 -21%

Source: developed by the authors based on OECD (2024)

The choice of municipalities for the analysis in Table 2
was determined by their significant role in reflecting the fi-
nancial characteristics of Latvia. Riga was included as the
capital and largest city of the country, which makes it a key
example in terms of budget structure, financial capabilities,
and management practices. Daugavpils is the second larg-
est city, characterised by a greater degree of dependence on
transfers and a different economic base. Jurmala was cho-
sen due to its unique role as a tourist centre, which makes it
possible to analyse the impact of seasonality and investment
attractiveness on the local budget. Ventspils, which is a sig-
nificant port city, illustrates the specifics of budget planning
in conditions of active use of infrastructure potential. Thus,
these municipalities provide a comprehensive analysis of fi-
nancial sustainability, considering diverse regional contexts.

In 2022, the total planned revenues of all municipalities
amounted to EUR 3.251 billion, and the actual revenues ex-
ceeded the plan by 5.9%, reaching EUR 3.442 billion. This
indicates a high level of budget revenue execution. Howev-
er, despite the increase in revenues, municipal expenditures
in 2022 amounted to EUR 3.379 billion against the planned

EUR 3.795 billion, which also indicates a slight under-ful-
filment of the expenditure side of the budget. This result-
ed in a deficit of EUR 544.7 million, which is a significant
figure for most municipalities. Nevertheless, at the end of
the year, the total balance of funds still showed an increase
of 26% from the remaining funds at the beginning of the
year, which indicates a slight improvement in liquidity and
financial stability. In 2023, the situation changed. The total
municipal revenue amounted to EUR 3.685 billion, which
is 6.5% higher than in the previous year. However, expenses
increased to EUR 3.841 billion, which also led to a budget
deficit of EUR 680.8 million. Thus, despite the growth in
the revenue side of the budget, expenditures turned out to
be higher, which indicates an increase in the deficit and a
higher burden on local budgets. The change in fund balanc-
es in 2023 was negative and amounted to EUR 156.2 mil-
lion, which represents a 21% decrease in municipal liquid-
ity, which may indicate financial difficulties that urgently
need to be addressed to ensure the sustainability of budgets
for future periods. In addition, for greater clarity, an analy-
sis of regional disparities is presented in Table 3.

Table 3. Analysis of regional imbalances in Latvia’s municipal budgets

Municipality | Lcome change | Expense change | Deficit 2022, | Deficit 2023, Main conclusions
PAUYY | (2023-2022), % | (2023-2022),% | million EUR | million EUR
. High revenue growth and a significant in-
Riga 106 184 >0 -32 crease in expenses led to a deficit in 2023.
Jurmala 0 13 21 35 Lack. Qf income grovyth and a.smal.l deﬁc1t,
requiring improved income diversification.
Daugavpils 53 ” 25 05 Stable ﬁnanc1al management with a moder-
ate increase in income and expenses.
. Declining revenues and rising expenses have
Ventspils 63 178 26 13 increased the budget deficit.

Source: developed by the authors

The analysis of regional imbalances in the budg-
ets of municipalities in Latvia points to key challeng-
es in ensuring financial stability. The main factors
are differences in the growth rates of income and ex-
penses, and in the ability to adapt to changing condi-
tions. Regions with more diversified economic bases

demonstrate greater resilience to financial challenges,
while dependence on external financing increases budg-
etary risks. These data confirm the need for targeted re-
forms, including stimulating own incomes, optimising
the cost structure and equalising financial support for
the most vulnerable municipalities.

@ University Economic Bulletin | Vol. 19, No. 2
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In addition, for a deeper understanding of the financial
condition of municipalities in Latvia, it is necessary to com-
pare their indicators with reference coefficients (Table 1).
Thus, the budget coverage ratio (total budget coverage ra-
tio), according to calculations, exceeded the planned reve-
nues, which led to a deficit. The deficit was EUR 544.7 mil-
lion in 2022 and EUR 680.8 million in 2023. According
to the reference value, the budget coverage ratio should
be close to 1, which means that expenses should be cov-
ered by income without borrowing. However, in this case,
the municipalities did not comply with this requirement,
which indicates financial instability. The budget deficit of
EUR 680.8 million in 2023, despite the increase in income,
exceeded the acceptable level, indicating the high financial
dependence of municipalities on external financing. The
reference value of this coefficient should not exceed 10%.
Despite the revenue growth in 2023, the dependence of local
budgets on transfers and external financing remained high.

At the end of 2023, the total amount of borrowings by
government agencies of the Republic of Latvia amounted
to more than EUR 930 million (Main aggregates of gen-
eral..., 2023), which confirms the significant dependence
of the authorities on external sources, but does not exceed
20%. These indicators do not deviate from the reference
values of financial independence coefficients, which as-
sume a high level of self-financing of municipalities, but,
however, they are not in the minimum values and require
attention. Debt dependency ratio and debt burden have
demonstrated a significant debt burden, which is almost
6%. The high debt burden on Latvian municipalities in-
dicates a potential threat to their financial stability and
requires attention to debt financing policies. The analysis

26

24 —

of expenditures in 2019-2023 emphasised that these indi-
cators fall within the established reference values, howev-
er, they tend to deteriorate. In 2019, the debt burden was
about 0.4% (EUR 45 million), while in 2021 this figure
reached 18.4% (EUR 2.331 million), which indicates an in-
sufficiently efficient allocation of funds. In addition, these
indicators highlighted the limitations of opportunities for
long-term economic growth and development.

Based on the analysis of the financial indicators of
the municipalities of Latvia for 2022 and 2023, it can be
concluded that the financial situation of the municipalities
remained tense. Despite the increase in revenues in 2023,
municipalities continued to face budget deficits and an in-
creased debt burden, which indicates the need to take com-
prehensive measures to improve financial management,
optimise costs and reduce dependence on external sources
of financing. To ensure long-term financial stability, mu-
nicipalities should focus on increasing tax independence,
rationalising spending, and reducing debt burden. For
countries with a decentralised management system, such
as Latvia, the introduction of effective systems for assessing
municipal finances is becoming especially important. This
is primarily conditioned by the need to ensure the even
development of the regions and reduce socio-economic
inequality. The assessment system can serve as a basis for
developing financial equalisation policies that enhance the
resilience of the most vulnerable municipalities. In addi-
tion, the analysis revealed that the regions of Latvia show
significant differences in the level of dependence on trans-
fers from the central budget and their own ability to budget
self-government. Figure 1 presents the official statistics for
2023 and the projected values up to 2026.
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Figure 1. Amounts of obligations assumed by local governments (%), 2023
Notes: Number of annual payments on loans, guarantees, and other long-term obligations as a percentage of the planned revenues of the
2023 core budget (excluding PFIF contributions and targeted transfers from the state budget). Rezekne Municipality has overdue payments
in the amount of EUR 4.3 million as of 11/30/2023, and the total amount of obligations for 2023, including overdue payments, is 29.9%
Source: developed by the authors based on the On local government borrowing and guarantee obligations (2024)
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This graph shows a decrease in the dependence of Lat-
vian municipalities on debt obligations, which indicates
an increase in their financial stability. Despite the general
trend towards reducing the debt burden, the situation varies
by city. Some municipalities have been able to significantly
reduce their debt (Rezekne, Daugavpils, Jurmala, Siguldas
Novads, Salaspils Novads), while others are showing less
significant results (Riga, Valmiera District and Kuldiga

District). This difference is explained by both economic
factors and the effectiveness of financial management. A
lower debt burden allows cities to allocate more funds to
infrastructure development and increases their resilience
to external crises. In general, to determine the prospects
for improving the financial stability of municipalities in the
Republic of Latvia, it is worth analysing the distribution of
the state budget by sector for 2020-2023 (Figs. 2-3).
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Figure 2. General state budget, 2020-2023
Source: developed by the authors based on data of Ministry of Finance of the Republic of Latvia (2020, 2021, 2022, 2023)

16,000

14,000

Environmental protection and regional

12,000

development
Recreation and culture

10,000

Public order and security

1,148.7

8,000

Defence

M Education and science

million EUR

6,000

M General government functions

4,000

W Healthcare
B Economic activity

2,000

0

2020 2021 2022

2023 ‘ year

Figure 3. Distribution of the state budget by sector, 2020-2023
Source: developed by the authors based on Ministry of Finance of the Republic of Latvia (2020, 2021, 2022, 2023)

An analysis of the distribution of Latvia’s state budget
funds in 2020-2023 shows a steady increase in total ex-
penditures, which indicates an increase in government
funding in various areas. The bulk of the funds are allocat-
ed to key government functions such as education, health-
care, and social protection. There is also an increase in the
share of foreign financing, which indicates the attraction
of external resources for the implementation of projects.
However, the growth of various budget items is uneven,
which requires separate assessment and attention.

An analysis of Latvia’s budget expenditures during the
period under review shows a steady increase in total gov-
ernment spending, which indicates an expansion in the
scope of government influence and an increase in social
obligations. The main priorities are aimed at social protec-
tion, healthcare, and education, which emphasises attention
to improving the lives of citizens and developing human

potential. There has also been an increase in spending on
environmental protection and safety, reflecting the growing
importance of environmental and social issues. An integrat-
ed financial position indicator can be used to simplify finan-
cial analysis. This indicator includes the ratio of income to
expenses (risks of spending and deficit obligations), the ratio
of transfers and subventions in income (dependence on in-
come), the share of tax revenues (income stability), and the
ratio of debt obligations to total expenses (dependence on
debt). Given the importance of unforeseen circumstances
for some municipalities, such as, for example, COVID-19,
it is possible to add a proportion of unforeseen expenses to
total expenses (risks of expenses for unforeseen events). Ad-
ditional studies can be supplemented with various coefficient
weights using expert methods, establishing a linear objec-
tive minimisation function for this integrated indicator and
evaluating the projected outcomes and policy interventions.

University Economic Bulletin | Vol. 19, No. 2



Ketners & Petersone

The data obtained as a result of the analysis can be
used for an integrated assessment of local budgets and
the structure of the rating of local authorities according
to the criterion of budgetary sustainability. The meth-
odology requires setting thresholds to assign munic-
ipalities to a specific financial type, depending on the
level of the budgetary situation. To assess the balance,
financial independence and sustainability of the budget,
the orientation of the budget policy of local government

0,40
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0,30
0,25
0,20
0,15
0,10

0,05

0,20 0,40

and the policy of debt sustainability, a system of the
above-mentioned coefficients was proposed. The pro-
posed approach analyses the financial situation of local
authorities in terms of the sustainability and resilience of
the budget situation. As can be seen from Figure 4, the
static analysis used revealed significant differences in
the incomes of municipalities, but did not allow them to
be grouped into clear groups. Some municipalities have
shown extreme results.

0,80 1,00 1,20

Figure 4. Initial results of the integrated coeflicient weighted by the share of total revenues of local authorities
Notes: X-axis — share of municipal income in total income; Y-axis - integrated coeflicient
Source: developed by the authors based on Ministry of Finance of the Republic of Latvia (2024)

The problems identified in the analysis of financial
indicators of local government systems are related to the
level of financial autonomy, which directly depends on
the level of own revenues of local budgets, a high pro-
portion of current expenses and dependence on various
investment projects with foreign financing and borrowed
funds. The example of Latvia demonstrates the main sus-
tainability factors, such as the structure of expenditures,
the impact of transfers and the equalisation fund, and
the structure of own and target budget revenues. In the
context of the medium-term impact, the consequences
of the COVID-19 pandemic are still present (Arhipo-
va et al., 2022), and the existing debt problems should
also be mentioned. Thus, the main shocks and risks are
associated with a reduction in tax revenues due to chang-
es in legislation (for example, such as an increase in the
minimum amount of fixed capital for limited liability
companies (SIA) or changes in the Law on Budget and
Financial management of Latvia aimed at unifying and
establishing differentiated standards for contributions to
local budgets), and the economic situation, changes in
the functional and economic structure of expenditures,
and other major problems of financial sustainability of
local authorities, such as, for example, pandemics and the
cost of unforeseen events.

Based on this, it can be concluded that the key ele-
ments of the indicator of financial stability of municipali-
ties in Latvia are, but are not limited to, independence from
intergovernmental transfers (assessment of the municipal-
ity’s dependence on transfers from higher levels of govern-
ment: a higher degree of financial independence indicates
greater stability), and covering the own expenses of local
budgets (assessment of the ratio of the municipality’s own
income to its expenses — this indicator reflects the munic-
ipality’s ability to support its activities with its own finan-
cial resources). And the municipal financial management
assessment system is a multifunctional tool that can signif-
icantly improve the quality of decision-making at the local
level. It serves not only to diagnose the current state, but
also for strategic planning, which is especially important in
conditions of increasing economic uncertainty. For an ob-
jective assessment of the financial situation of local budgets
in a dynamic aspect, it is proposed to use three main in-
dicators: the deficit (primary balance) in relation to total
expenditures, the ratio of current account balances to total
expenditures, and the total amount of borrowings (debt to
expenditure ratio). These indicators can be analysed based
on monthly and quarterly reports with a clear assessment
of trends. Unlike a static assessment, a graphical approach
can be used to analyse changes in these indicators (Fig. 5).
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Figure 5. Initial dynamic measurement results for local authorities

Notes: a) January 2024, b) March 2024

Source: developed by the authors based on Ministry of Finance of the Republic of Latvia (2024)

The presentation of the state of the municipal budget
through the volume of debt obligations and the balance
of funds gives an idea of its resilience to possible changes
and the risk of insolvency. The 100% and 50% cash ratio
thresholds are used to evaluate the effectiveness of cash
management and identify potential liquidity problems. The
availability of short-term loans for budget management
also signals liquidity problems. When experts compare es-
timates of the financial condition of municipalities with es-
timates based on a dynamic approach, their conclusions of-
ten coincide. However, the accuracy of these estimates may
be affected by several factors, including reserve funds for
investment projects and targeted financing, long-term debt
balances from previous years, and their repayment dates.
However, it is important to understand that static analysis
alone does not provide a complete and transparent picture
of the financial situation of local authorities, so both static
and dynamic approaches must be considered. The interpre-
tation of both coefficient measurements is necessary for an
effective understanding of the sustainability of municipal
budgets. In addition, when assessing liquidity and cash

balances, it is necessary to consider the specific activities
of local authorities. Although static coeflicients can exceed
standards found in the literature, dynamic measurement
often reveals hidden financial vulnerabilities. This dual ap-
proach provides a more complete and accurate assessment
of the financial condition of municipalities.

Based on the results of the study, some recommen-
dations aimed at improving the financial stability of mu-
nicipalities in Latvia can be offered. The most important
priority is to reduce the dependence of municipal budgets
on inter-budget transfers by increasing the share of own
revenues. To this end, it is recommended to strengthen
measures that stimulate economic development at the lo-
cal level, such as supporting small and medium-sized busi-
nesses, improving tax collection efficiency, and introducing
tools to attract investment. This will ensure a more stable
income base, reduce vulnerability to external economic
shocks and increase the independence of municipalities
in decision-making. Additionally, it is recommended to
optimise the debt policy of municipalities. The identified
risks associated with a high debt burden require a review
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of approaches to borrowing management. It is proposed
to introduce strict limits on the volume of borrowings and
strengthen control over the use of borrowed funds, di-
recting them primarily to investment projects that ensure
long-term economic effects. An important step is also to
improve budget planning through the use of the devel-
oped coefficient system, which will allow municipalities to
identify weaknesses in financial management in a timely
manner, adapt to changing economic conditions and make
informed decisions to ensure sustainable development.

DISCUSSION

The relationship between financial management and mu-
nicipal performance has been the focus of many research-
ers. In particular, the consequences of financial inefficiency
and non-compliance with governance standards for the
sustainability of municipalities were studied by S. Mishi et
al. (2022). The findings highlighted the importance of
transparency in the use of budgetary funds, and the need
for systematic monitoring to identify cases of financial
abuse and mismanagement. The researchers also conclud-
ed that insufficient financial discipline and weak control
lead to the accumulation of debts and deterioration of the
quality of municipal services provided. These results show
some overlap with current scientific research. Both studies
highlighted the importance of developing assessment sys-
tems to diagnose the current state of municipal finances.
The current study focused on creating a system of coeffi-
cients that assessed sustainability through levels of finan-
cial independence and debt burden. Similarly, the study by
S. Mishi et al. (2022) emphasised that financial stability is
impossible without strict control over debt management
and budget funds. However, the essential difference lies in
the focus: the current research focused on the adaptation of
municipalities to economic shocks through an increase in
the share of their own income, whereas the study by S. Mi-
shi et al. focused on assessing the consequences of corrup-
tion and lack of discipline. Corruption and inefficiency in
Latvia, although recognised as important, were considered
in the context of their impact on long-term fiscal sustaina-
bility, rather than as a primary concern.

In parallel with this, M. Frintrup & D. Hilgers (2023)
investigated the driving forces and risk factors determin-
ing the financial stability of municipalities, also focusing on
debt burden and liquidity. Their study proposed measures
to ensure long-term budget balance, including restrictions
on the use of borrowed funds. During the analysis, the re-
searchers found that factors such as debt burden and limited
liquidity significantly affect the ability of municipalities to
maintain stability in the face of external economic shocks.
In addition, the study emphasised that sustainability is
achieved through strict control over borrowing and main-
taining a high level of income generated at the local level.
The authors focused on the need to control adjusted income
as one of the main tools for assessing sustainability, while
the methodology developed in the current study has be-
come more comprehensive, including the development of a

composite index and a systematic approach to assessing all
key indicators, including social and administrative costs.
The study by M. Frintrup & D. Hilgers was based on strate-
gic revenue planning, while in the context of current study,
the focus was on estimating through a set of composite coef-
ficients. Thus, this study appears to be more multifaceted in
the context of analysing the financial stability of municipal-
ities. It should also be noted that the study focused on min-
imising dependence on external transfers, while German
researchers sought to optimise the use of available resourc-
es through increased transparency and long-term planning.

In addition, it is important to consider the broad-
er context of sustainability, particularly in the context of
the implementation of the sustainable development goals
(SDGs). This is quite accurately reflected by H. Masuda et
al. (2022). The researchers examined the role of local au-
thorities in achieving the sustainable development goals,
including an assessment of the intermediary role of mu-
nicipalities in stimulating partnerships between various
stakeholders. The focus was on the ability of municipalities
to act as intermediaries forming partnerships between the
public, private and civil sectors. It has been revealed that
local governments can effectively integrate various resourc-
es and efforts to achieve sustainable development, but the
success of such initiatives largely depends on institutional
readiness, management flexibility, and the ability to adapt
to social and economic challenges. Among the key conclu-
sions of the study, it was noted that cooperation and the
involvement of all stakeholders contribute to improving the
effectiveness of SDG implementation, especially in condi-
tions of limited resources. Comparing the study with the
analysis of the sustainability of municipalities in Latvia, the
similarity in the emphasis on adaptability and sustainable
resource management can be noted. Both approaches em-
phasised the importance of strategic planning and the need
to consider external challenges. However, the current study,
despite the proximity of the goals, had a narrower focus, fo-
cusing on the financial aspects of sustainability. However,
the developed methodology was favourably distinguished
by its detail and the development of a coefficient system,
which helped to more accurately assess the financial condi-
tion of municipalities and develop recommendations. Thus,
the main difference between the studies was the approach
to key sustainability tools. Meanwhile, H. Masuda et al. fo-
cused on coordinating efforts between different actors, and
the study suggested an autonomous path for municipalities
through increasing financial independence and optimising
budget processes. This creates a meaningful basis for com-
parison, where the current study stands out for its applied
nature and the development of methods that can be inte-
grated into budget management.

A logical continuation of the analysis of the sustain-
ability of municipalities from an international perspective
was the study of financial resilience through the European
model. The study by C. Barbera et al. (2023) examined the
financial sustainability of municipalities, including crisis
analysis. The researchers emphasised that the key factors
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of financial resilience are the ability to adapt, ensure budget
balance and long-term planning. Particular attention was
paid to the interaction between the financial autonomy of
municipalities and their dependence on central transfers.
The results showed that the flexibility of budget manage-
ment and timely adaptation to changing conditions can
significantly reduce the negative impact of crises. Compar-
ing the studies, it can be noted that the researchers paid
great attention to financial autonomy and sustainability
and came to similar conclusions that reducing dependence
on external financing is a key condition for increasing the
sustainability of municipal budgets. In the framework of
the study by A. Vysochyna et al. (2022) revealed that suc-
cessful economic development directly depends on finan-
cial autonomy and the ability to effectively manage local
budgets. The results of this study coincide with the con-
clusions of current study, especially in the aspects of de-
centralisation and the need to increase financial independ-
ence, which emphasises the importance of own income as
the basis for sustainable budget management. In addition,
both approaches focused on debt policy and prevention of
risks associated with excessive debt burden. However, the
conducted research stands out for its emphasis on the de-
velopment of a system of composite coefficients that allow
not only assessing current sustainability, but also predicting
possible risks. This difference highlights the uniqueness of
the approach in which municipal finance management is
considered as a systemic tool for ensuring sustainability.

The study by K.A. Woéjtowicz & S. Hodzi¢ (2022) con-
firmed that the main differences in the sustainability of cit-
ies are conditioned by their internal financial capabilities,
rather than external shocks. The researchers also suggest
that the most important element of sustainability is the
ability of municipalities to diversify their sources of income
and manage expenses in a way that minimises their debt
burden. Their study also revealed that cities with a high-
er level of financial independence coped better with crises,
and insufficient liquidity became a critical constraint for
less stable municipalities. Conclusions of K.A. Wojtowicz
& S. Hodzi¢ confirms the results obtained, however, the
study has a more structured approach, presenting a system
of composite coeflicients that assess stability in a static and
dynamic perspective. The difference also lay in the fact that
the current study paid considerable attention to regional
disparities, analysing the impact of economic and social
factors on the financial condition of municipalities.

The approach based on the composite coefficient sys-
tem used in the current study helped to create a comprehen-
sive tool for assessing both the current state and forecasting
possible risks to the financial stability of municipalities us-
ing the example of Latvia. The scientific originality of the
study lies in the integration of theoretical approaches with
applied methods of analysis. Unlike other studies focused
on specific aspects of sustainability, this study offered a
holistic view of municipal financial resource management,
focusing on independence from inter-budget transfers,

cost structure, and debt burden. In addition, the proposed
composite index is a tool that can be adapted and applied to
municipalities in other countries, considering their specif-
ics, which expands the scientific and practical significance
of research. The study also offered some recommendations
for reforming Latvia’s local budget equalisation and debt
management system. The developed methodology can be
used to improve financial management not only in the Re-
public of Latvia, but also in other countries with a decen-
tralised management system.

CONCLUSIONS

The conducted research has confirmed that the financial
stability of municipalities in the Republic of Latvia depends
on a set of factors, among which independence from in-
ter-budgetary transfers, and balanced income and expenses
are of fundamental importance. In the course of the study,
it was revealed that municipalities with a high share of
their own income are more adaptable to economic shocks,
which contributes to their sustainable development. The
developed system of composite coeflicients helped to com-
prehensively assess the current state of municipal budgets,
identify the main risks, and suggest ways to minimise them.
Additionally, the analysis of regional differences highlight-
ed the disparity in the level of financial independence of
municipalities, which is explained by the different structure
of income and expenses. Less well-off regions tend to show
high dependence on transfers and limited budget planning
capabilities. The application of the proposed methodology
allowed not only to record these differences, but also to de-
velop recommendations for reducing budget inequality by
stimulating the growth of municipalities’ own incomes.

One of the key conclusions of the study is the need
to strengthen the tax independence of municipalities
through the diversification of income sources, which can
be achieved by stimulating economic activity at the local
level, supporting entrepreneurship and optimising tax
policy. The results obtained emphasise the importance of
implementing the proposed assessment system for making
informed decisions in the field of budget planning. The co-
efficient system can be adapted for use in other countries,
considering their economic and institutional characteris-
tics, which expands the scientific and practical significance
of the conducted research.

Future research areas may focus on a deeper analysis of
the interrelationships between the financial stability of mu-
nicipalities and their socio-economic development, includ-
ing an assessment of the impact of innovative management
tools, such as, for example, the digitalisation of budgetary
processes, both in Latvia and abroad.
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AHoTaLLif. [TpoBenene JOCIIPKEHHS TIPOIIOHYE CHCTeMY (BiHAHCOBUX KOe(il[iEHTIB y CKIafji KOMIUIEKCHOTO iHAEKCY fiist
OLIHKY CTIIIKOCTi Ta afAlTUBHOCTI MYHIIIMITIA/TITETIB, 110 BK/IIOYA€ aHAJII3 CTPYKTYPY Ta JUHAMIKM OI0IKe THUX IIOKA3HMKIB.
Mertoro focmifKeHHA Oya po3pobKa MeTOIMKIY, CIIPAMOBAHOI Ha BYUABICHHA (aKTOPiB, M0 BIUIMBAIOTH Ha (PiHAHCOBY
CTiJIKiCTb, Ta HaJJAHHA IPAKTIYHUX peKOMeH/allill IOXO Mi/{BUIIeHH CTIIKOCTI MyHIIUIIa/IiTeTiB B yMOBaX HecTabiIbHOTO
e€KOHOMIYHOrO cepefoBuia. MeTomoIoris JOCIiIPKeHHA BK/II0Yala aHa/li3 CTaHy MyHiIMIaapHuX giHaHCciB, OLIHKY
OIO[KeTHMX PeCcypciB, BUABIEHH: PU3YKIB Ta po3poOKy 3aXOfiiB 1Of0 iX MiHiMi3allii Ha OCHOBI (iHaHCOBOI 3BiTHOCTI,
iHTepB’I0 Ta eKCIEepPTHOI OLIHKY KIIIOYOBMX NOKa3HUKIB. ITif yac mocmimkeHHa Oy1m BU3HaYeHI KII0Y0OBi iHAMKaTOpU
¢iHaHCOBOI CTINIKOCTI TATBINICHKUX MYHILIUITA/TITETIB, Cepef AKUX PiBeHb He3a/IeXKHOCTI Bl MDKOIOKeTHUX TpaHcepTiB
Ta CIIiBBiJHOIIEHH BIACHUX BUTpAT 0 BoXofiB. Ha 0CHOBi 0TpuMaHMX pe3ynbrariB 6yno BM3HAYEHO, 1[0 MYHILMIIATiTeTH
3 BMCOKOIO 9aCTKOIO BITACHMX JOXO/IiB IEMOHCTPYIOTb Kpallly 3[JaTHIiCTb a/lallITyBaTUCA JO €KOHOMIYHMX LIOKIB. Y CBOIO
4epry, perioHa/IbHWIT aHasIi3 BUABUB 3Ha4Hi BiIMIHHOCTI y CTPYKTYpi ZOXOHIB i BUIATKIB, ie MyHiIUmamiTeTy, AKi 6inblue
3aj1eXaTh Bifi TpaHCePTiB, CTUKAIOTHCS 3 0OMeXXeHHsIMU [Py GI0/KeTHOMY ITaHyBaHHi. KpiM TOro, BUKOpUCTaHHS
CUCTEMU Koeq)iuieHTiB JTO3BOJINJIO OL[iIHUTU (biHaHCOBy CTIMIKICTh K Yy CTaTUIi, TaK i B JUHAMILi, BUABUBIINA PUSUKIA,
I10B’A3aHi 3 BUCOKVM OOProBMM HaBaHTA)KEHHAM Ta HU3BKOIO JTIiKBiHICTIO. 3aBIAKY TOMY, ILJ0 METOJIO/IOTiA JOCIi/KEeHHA
6asyBasacs Ha aHa/li3i piHaHCOBOI 3BITHOCTI Ta eKCIIePTHNUX OLIiHKaX, BOHA 3abe3nednsia po3poOKy KOMIUIEKCHOTO iHIeKCy
IS IPOTHO3YBAaHHA pU3MKiB. TaKuM 4MHOM, OTpUMaHi pe3yIbTaTy MifKpec/IuIy HeoOXigHICTD mifBueHH: dpiHaHCOBOT
aBTOHOMIi MyHiluIaniTeTiB Ta ONTNMIi3aLil 60ProBOI MOMITHUKY. 3alIPOIIOHOBAaHI peKOMEH/jallil JOCIPKeHH CIIpAMOBaHi
Ha 3MeHILIeHHS PerioHaIbHUX JUCIPOIIOPLiil Ta 3MiljHeHH: (iHAHCOBOI CTIMKOCTI MiclieBuX 610/pKeTiB. BakmuBicTh
OTPMMAaHMNX pe3y/IbTaTiB MO/IATa€ Y HaJlaHH] iHCTpyMeHTapilo, AKWII Ja€ 3MOTY pO3poOUTH OOIPYHTOBaHI peKoMeH aii
I[O/{0 BOCKOHA/IEHHT GI0[>KETHOTO MEHE/PKMEHTY Ta a[alTallii 10 eKOHOMIYHIX BUK/IUKIB

Kntouosi cnoBa: ¢inancoBa CTiiiKicTh; opraHisaniiia cTiilKiCTb; KOMIO3UTHMI KOe(illiEHT; eKOHOMIUHI BUK/INKI;
perioHanbHi AUCIPONOpLil; EKOHOMIYHA aJalITUBHICTD
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