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TThe financial management of local governments 
is a not-for-profit type of cost management; if, 
however, you wanted to classify these entities 
according to the types of financial manage-
ment described in literature, you will find 
that due to the nature of their activities local 
governments cannot be assigned to any of the 
basic types. A state-of-the-art, efficient asset 
management presupposes the existence of a 
specialised controlling unit which, in addition 

to general controlling functions, also covers 
other specific fields. financial literacy is defined 
by the state Audit office of Hungary as not 
only an adequate level of financial knowledge 
and the ability to manage funds, but also and 
mainly as a realistic self-image and financial 
decisions based on the information available 
to the entity. (Németh et al., 2014) The authors 
emphasise the role of financial literacy in mo-
dern financial management.

first of all, here is an overview of the gen-
erally known controlling orientations and 
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functions. Among controlling orientations, 
future orientation is of key importance, since 
for example when you invest in or operate 
real estates, you need to think ahead for some 
longer periods. Another important control-
ling orientation is decision orientation and 
the proactive decision support. The third con-
trolling orientation is no other than cost ef-
ficiency implemented through cost awareness. 
In the context of financial controlling and the 
operation of the enterprises run by the local 
governments, profitability and liquidity can 
be key financial indicators. The reason for this 
is the different extent to which these com-
panies are able to independently finance the 
performance of their basic public functions. 
In auditing companies owned by local gov-
ernments, the state Audit office of Hungary 
encountered the following major problems 
(with no claim of the list being exhaustive, of 
course) (Domokos L. et al. 2016):

•	lack of a clear definition of performance,
•	content related problems of the planning 

process,
•	a non-profit-oriented financial manage-

ment, hence the exhaustion of own assets,
•	lack of regulations,
•	deficiencies of cost accounting,
•	lack of contractual discipline.
In my opinion the deficiencies listed above 

also underline the fact that in the financial 
management of local governments, including 
in particular that of local government-owned 
companies, there is an great need for a well-
designed controlling system in order to miti-
gate the risks of emerging problems. However, 
corporate risk management tools can provide 
multiple help in this respect, including for ex-
ample the risk based selection of audit topics 
and locations, and the incorporation of feed-
back on audits based on risk analyses into the 
controlling system. A controlling approach is 
adopted where the fulfilment or performance 
of the main criteria, like cost orientation, bot-

tleneck orientation (performance factors), de-
cision orientation, future orientation, target 
orientation, contributes to achieving financial 
management, including asset management re-
lated activities, with less inherent risks. As a 
matter of fact, the regulatory power of con-
trolling and the financing background of local 
government management might offer an op-
portunity for long-term survival, as well as for 
the development of a financial management 
input-output circulation.

THE ConTrolling aSpECTS of aSSET 
ManagEMEnT

A non-negligible focus of the local government 
asset management is the identification and 
resolution of bottlenecks, which at the same 
time is an efficiency-increasing tool. As regards 
the topic at hand, the availability of funds is 
also a frequent bottleneck, which requires 
to be specifically managed. The following 
basic controlling functions obviously appear 
in the case of facility and asset management 
controlling as well:

•	planning,
•	gap analysis, 
•	information supply.
Planning starts with the identification of the 

needs serving the goals of the entity, followed 
by the requirements arising from the aforesaid 
and of the service functions satisfying these 
being established. In the course of planning, 
the strategic aspect according to which facility 
and asset management and strategy are activi-
ties closely related to each other, should also 
be taken into consideration. Another relevant 
area of financial management is cost manage-
ment, including the planning and analysis of 
costs. In this area, costs can be more closely as-
sociated with financial management processes 
and activities. financial management tasks 
(e.g. facility management, maintenance, func-
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tions related to hygiene and security, public 
utility services, maintenance of urban green 
areas) should be identified and broken up into 
processes and activities. This is particularly 
important if the company dealing with asset 
management has several business lines. costs 
can be allocated and associated to items once 
the above have been identified. controlling 
calculation procedures (e.g. flexible plan cost 
calculation, ABc cost calculation, standard 
calculation) can be widely used for the plan-
ning, verification and forecasting of costs, and 
gap analysis. The key controlling function is 
information supply through IT support, serv-
ing primarily as a basis for management deci-
sions. one solution for an efficient IT support 
is where the database created is managed with 
professionally formulated algorithms using 
targeted software.

In the wide sense of the term, the finan-
cial management of a local government and 
the controlling thereof includes the financial 
funding and cost-efficient operation of the dif-
ferent asset groups, the related planning and 
analysis, and support provided to decisions re-
lated to the aforesaid. one might be tempted 
to say that it is best to spend the revenues of 
off-budget enterprises fulfilling public tasks 
cost-efficiently, but unfortunately the picture 
is more complex than this. If the funds, i.e. 
revenues available for financial management 
are considered, it is clear that cost-based orien-
tation should be followed. The assessment of 
the degree of freedom granted in the use of the 
available funds shows that the application of 
funds from the central budget that constitute 
the largest part of revenues, is pre-determined 
to a considerable extent. In the case of such 
revenues, local governments are to ensure the 
efficient spending only of state subsidies and 
contributions received for task financing, and 
the funds granted to the local government 
through tenders. As a result, it is fundamen-
tal that the strategic orientation is included in 

the scope of the financial management of lo-
cal governments. In fact, the aforementioned 
financial management circulation which may 
ensure long-term financial stability for local 
governments, may be derived from strategic 
and operative feedback. consequently, for ex-
ample economic programs and development 
plans should define long-term and short-term 
objectives at local level, of course in line with 
macroeconomic plans.

KEy fEaTurES for THE dEfining 
ConTrolling SySTEMS for loCal 
govErnMEnTS

The fundamental purpose of the controlling 
function is to sufficiently harmonise the major 
functional subsystems, including institutions 
and their owners. Its major elements are as 
follows:

•	setting up responsibility and accounting 
functions,

•	planning system,
•	setting up internal accounting,
•	reporting system.
In view of ensuring efficient operation, re-

sponsibilities should be defined, and allocated 
to persons and heads of organisational units. 
As a precondition to accountability, tasks and 
competences relevant to the responsibility lev-
els set should be defined. This ensures efficient 
cost management, cost control and the stand-
ardisation of internal interest systems, and at 
the same time has an impact on the overall 
transparency of costs and results. However, 
organisational units performing central tasks 
should be cost centres (financial, controlling, 
human resources management, accounting, 
marketing) to ensure adherence to the budget 
determined in the course of planning. In the 
case of local government-owned companies 
performing public services, not all aspects of 
either the sales revenue side (the local govern-
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ment acts as a price authority with the right 
to set prices), or the expenditures side (due to 
the holding structure, the companies fail to 
have full disposal over their resources) can be 
influenced by member companies. The above 
proves that the responsibilities and com-
petences of the member companies are not 
identical to the responsibilities of traditional 
profit centres, as their financial management 
includes numerous factors that they are un-
able to influence. As far as the planning func-
tion is concerned, the degree of coordination 
and uniformity of the planning process is ob-
viously a key to the controlling system. The 
planning system is fundamental, and it is im-
portant that the total planning process runs 
from 1 July until 31 December which can en-
sure that the entire group of local government-
owned companies can start the following year 
with a comprehensive and approved business 
and operative plan. The planning system con-
sists of two elements: strategic and business 
(annual) planning. strategic planning defines 
long-term market, profitability and organisa-
tional goals and the resources necessary for 
the implementation of these, by setting objec-
tives. The strategic expectations are identical 
with the advantages of operating the assets of 
the companies run by the local government 
within the framework of a holding:

•	the financial needs for group company 
self-financing can be better monitored,

•	synergies, economies of scale, organisa-
tion development,

•	image improvement, uniform appearance, 
communication.

The strategic planning phase should be 
closed by 31 August of the given year so that 
business planning could in fact take place in 
accordance with strategic objectives. The lack 
of quantified strategic indicators also prevents 
the measurement of and reporting on the im-
plementation of the strategy. The information 
service background of the controlling system 

is provided by the reporting system, where a 
reporting system needs to be set up to ensure 
adequate information for the performance of 
the tasks and the adoption of decisions at the 
different levels of management and areas of 
responsibility, integrated in the decision-mak-
ing process of the local government. further-
more, the system is designed in line with the 
planning system. The reporting system should 
be divided into several levels, one level being 
that of the member company reports. These 
reports should be structured identically with 
the plans, but due to a somewhat more de-
tailed content they allow for the activities of 
the member companies to be described, and 
for the evaluation of their performance which 
serve as a basis for the board of directors of the 
holding to adopt decisions and take measures 
affecting the activities of the member com-
panies. Another level of the reports provides 
information on the operation of the corporate 
groups as a whole, enabling the shareholder, 
board of directors and supervisory committee 
of the holding to evaluate the performance of 
the group as a whole.

Reporting is a continuous activity that is 
built up of quarterly and annual reports and 
monthly flash reports. Quarterly reports are to 
be prepared on a quarterly basis, always by the 
30th day of the month following the target 
period. The purpose of quarterly reports is to 
provide an overview of a longer period of the 
year, and to forecast expected actual values, 
applying the cost benefit principle. one of the 
most important functions of interim reports 
is to indicate differences between the planned 
and actual values so as to ensure that manage-
ment can interfere in time.

In the business sector, the shareholders’ 
interest in profit and net cash flows is of key 
importance for the interests of the differ-
ent stakeholders of companies; however, lo-
cal governments are a totally different world. 
In the case of companies, salaries and other 
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expenses and costs are subject to strict budg-
etary limits, whereas although there are also 
limits at local governments, local govern-
ments have to perform the given specialised 
task or have the same performed anyway in 
accordance with Act cLXXXIX of 2011 on 
the Local Governments of Hungary. Although 
there are special interests running counter to 
the enforcement of the principle of economy, 
for example the employees’ exaggerated salary 
demands, or so-called agency costs caused by 
management (the financial burden of super-
fluous management spending that serves more 
the interest of the management rather than 
that of the shareholders of the enterprise), the 
shareholders’ interest in payback and profit 
prevails over such counter-interests. The en-
forcement of such interest has resulted in the 
development of a robust controlling toolkit 
within management science over the last few 
decades. Local governments have also begun 
to make more and more use of this toolkit. In 
the scope of the audits and studies of the state 
Audit office, several researchers and analysts 
have described the weight and role of compa-
nies run by local governments within the sys-
tem of public services (Domokos et al., 2016). 
They emphasised the social and public service 
benefits of the efficiency and effectiveness as-
pects of management, pointing out the need 
for a renewal of public management. They 
concluded that the role of today’s managers 
goes beyond the maintenance of an operation 
directed at conformity with the regulations, 
as financial and ethical challenges are also ex-
tremely important.

of course, it should always be kept in mind 
that the direct owner of public sector entities 
is the Hungarian state or a local government. 
Although the state is revenue oriented, the 
basis for its revenues is not the proceeds from 
the sale of public goods, as public goods are 
indivisible, therefore they cannot be sold to 
the citizens. At the same time, the production 

of public goods has a cost, which is financed 
by the state from taxes levied on original in-
comes.

Due to such specific features, the control-
ling system of local governments should be 
perhaps the number one system of the finan-
cial management of local governments in the 
future, and as such, it should be connected to 
all other systems of the local government. This 
way risks related to the financial management 
of local governments can also be mitigated. 
There is hardly any process at local govern-
ments that has no financial aspect at all. In my 
opinion it is worth analysing the integration 
of the controlling system of local governments 
into the organisation and its relationship 
with the different elements of the system of 
local governments as regards the future. The 
connection of the different controlling tools 
supports the feedback on the performance 
of financial and economic objectives, thus 
contributing to sustainability. consequently 
the purpose of the controlling system of lo-
cal governments is planning and monitoring 
the financial management of the local govern-
ment as a whole, keeping managers informed 
on the financial management of the entity 
run by them, and supplying the management 
with information necessary for the financial 
management of the local government. This is 
the system that will fundamentally reform the 
financial management of local governments, 
taking the requirements of good public man-
agement into consideration.

The currently known systems of local gov-
ernments that support their financial manage-
ment (which are in most cases only monitor-
ing systems) also endeavour to perform this 
function. The greatest problem with these sys-
tems is, however, that they give information 
on economic events only after such events 
are closed, therefore the monitoring aspect of 
such information is stronger than its predic-
tive, future-oriented controlling aspect. As I 
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see it local governments would best make use 
of the strategic oriented options of all the con-
trolling dimensions. for example the develop-
ment concept of individual regional areas, 
either through state intervention or capital 
injection and investments. It would be impor-
tant to make sure that all this is represented 
at the level of operative implementation, in-
cluding in particular the financial aspect. The 
relatively high number of amendments of the 
budgetary appropriations of local govern-
ments (4 or 5 on average) also proves this defi-
ciency of the systems supporting the financial 
management of local governments.

Essentially a controlling system should pro-
vide information on a “daily online” basis, 
which also in the case of local governments 
means that the system raises the alarm when 
it is not yet too late to intervene in order to 
ensure compliance with the original ideas or 
appropriations. Budget for local governments 
is a plan to be implemented with the control-
ling system being responsible for the imple-
mentation and compliance. Therefore, with 
the introduction of a controlling system the 
organisational unit in charge of financial man-
agement at the Mayor’s office will be signifi-
cantly transformed, while on the other hand 
all entities have to be prepared for the efficient 
operation and integration of the controlling 
system. In my opinion, the integration of the 
controlling system should be completed in 
three areas.
first, in the organisation of the local gov-

ernment, since the transformation of the or-
ganisation is a relatively simple task.
The second area is that of the organisa-

tions and institutions funded and managed by 
the local government, which perform different 
mandatory tasks that are the responsibility of 
local governments.
The third area is that of the business com-

panies in which local governments hold an 
ownership interest.

At the different entities, the effort made to 
implement the controlling system is inversely 
proportional to the relationship of the entities 
and the local government.

Today local governments are forced, in the 
strictest sense of the word, to carry out an ac-
tual financial management. This required a 
fundamental change of approach, followed by 
significant organisational changes. These or-
ganisational changes, however, did not mean 
that today key financial activities are not per-
formed by the administrative offices of local 
governments, rather what basically changed 
were the financial management functions of 
the administrative offices, the activities per-
formed by the entity. However, only those 
business organisation may become entities 
operating the controlling system, that per-
form the fundamentally changed tasks. With 
this, the organisation undergoes a significant 
change: a controlling unit has to be set up, 
as the tasks are rearranged, with the majority 
of financial and budgetary tasks assumed by 
the future controlling organisational unit. The 
setting up of a controlling system also results 
in a functional change, but where the entities 
manage substantial amounts, an independent 
controller function or controlling team has to 
be set up.

At local governments, there are teams deal-
ing with budget and finances (labour issues), 
and also accounting and bookkeeping units 
performing registration functions within units 
performing economic functions. The number 
and nature of internal connections are deter-
mined by the controlling system and the func-
tional management relations of the different 
entities within each unit.

A significant part of financial management 
at local governments is implemented within 
the framework of business companies with 
their sole owner or majority shareholder being 
the local government itself. As a consequence, 
the financial management of these entities 
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cannot be separated from the financial man-
agement of the local government. communi-
cation with business companies through the 
controlling system is still a task for the future; 
as a matter of fact, first, companies have to im-
plement their own controlling systems, then 
the relationship between the autonomous 
systems thus developed should be defined. 
shareholder control needs to be a crucial fac-
tor in the active and efficient governance of 
financial management at companies. This, of 
course, also means that efficient, effective and 
economic governance requires the harmonisa-
tion of the design of internal control systems. 
This is what should be a primary focus in the 
management of local governments, as well as 
that of the companies established by them.

KEy fEaTurES of ConTrolling 
aCTiviTiES of CorporaTE groupS  
run By loCal govErnMEnTS

Management scientists have frequently 
discussed the issue of how national economy 
and corporate environment can be harmonised 
at the level of management, and how the 
improvement of economic performance can 
be achieved by such harmonisation. of course, 
this essentially means the harmonisation of the 
tasks of management functions both at macro 
and micro level (planning, organisation, ma-
nagement, control).

Due to the dynamically changing and com-
plex economic and social environment, it is 
important that a sufficiently flexible system is 
developed in the case of local governments as 
well. Keeping in mind the goals defined when 
the local government asset managers were set 
up, the controlling system is expected to meet 
the following requirements:

•	it should have planned, actual and expect-
ed values, and allow comparison accord-
ing to different aspects,

•	it should define a clear system of responsi-
bilities and competences,

•	the frequency and accuracy of informa-
tion provided by the system should be 
proportional to each other,

•	the system should provide adequate sup-
port for financial management,

•	it should include both natural and finan-
cial/accounting data,

•	it should be future and decision oriented,
•	it should focus primarily on bottlenecks,
•	it should also support information flow 

between member companies.

ModElling THE profiTaBiliTy  
and liquidiTy aSSESSMEnT  
of finanCial ConTrolling

In the scope of empirical research, I examined 
two aspects, liquidity and profitability, of 
the operation of companies run by local 
governments. I had two hypotheses.

H1: Liquidity has a more important role in 
the operating features of local government 
owned companies.

I agree with the findings of research by 
Hegedűs (2016) as regards the liquidity situ-
ation of the companies run by local govern-
ments. In my opinion, the liquidity of local 
government owned companies is more favour-
able than their profitability.

H2: There is a detectable relationship 
between liquidity and the local tax force 
base.

My hypothesis is that the aggregate per-
sonal income tax revenue per capita meas-
uring the local revenues and the number of 
taxpayers within the total population signifi-
cantly affects the liquidity of companies. As 
the liquidity of companies primarily depends 
on the solvency and financial situation of the 
population, thus a relationship between the 
two factors is presumed.
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Material and method

In the course of the research, I looked at the 
liquidity and profitability profiles of business 
companies owned by towns with county rank, 
Budapest capital and its different districts. for 
these towns and districts, the performance 
of the following specialised tasks, as defined 
in the currently effective Act on the Local 
Governments of Hungary, is a mandatory 
duty allocated to local governments.

The reason for including the sectors in ques-
tion in the research is that they have direct 
contact with the people, thus the entities that 
actually perform public services are the enter-
prises active in the sector. As it can be seen in 
Table 1, the enterprises dealing with real estate 
property management are represented in the 
largest number in the sample under review, 
whereas the other sectors are represented in a 
roughly equal measure in the sample, which 
includes the data of a total of 95 companies.

The time horizon of the assessment is the 
period between 2010–2013; the reason for 
choosing this period is that in the 2010s the 
local government sector, as well as the Hun-
garian population, got heavily indebted (Lent-
ner, 2014). The rationale for choosing year 
2013 as the end point was that it was the last 
year before the implementation of price regu-
lation by the Hungarian state, therefore the 
data still reflect the state of affairs prevailing 

before the regulation called “utility cost reduc-
tion” entered into force.

In my research, I took the data of the annual 
reports of the 95 companies in question, and 
used such data to generate indicators. Data were 
collected from the electronic reporting portal of 
the Ministry of Public Administration and Jus-
tice, where in compliance with their disclosure 
obligation companies publish their reports.

Company performance indicators under 
review:

•	liquidity ratio (current assets to short-
term liabilities),

•	acid-test ratio (current assets less invento-
ries, divided by short-term liabilities),

•	RoA (return on assets; after-tax profit di-
vided by total assets),

•	RoE (return on equity; after-tax profit di-
vided by shareholders’ equity).

Tax force indicators under review:

•	personal income tax revenue per capita 
(aggregate tax base, divided by the popu-
lation of the town or district),

•	revenues from enterprises per capita (reve-
nues from enterprises, divided by the num-
ber of inhabitants of the town or district),

Table 1 

Distribution of the sample unDer review

Distribution percentage total percentage

Sector district heating 16 16.8 16.8

Waste treatment and management 25 26.3 43.2

real estate property management 34 35.8 78.9

Water and sewerage system 20 21.1 100.0

Total 95 100.0

Source: SpSS output
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•	ratio of taxpayers (number of taxpayers, 
divided by the population of the town or 
district).

company performance indicators are de-
rived from data collection, while the indicators 
showing the tax force of the population are 
from the TEIR database, and were determined 
at the average values of years 2010–2013 in the 
23 towns with county rank and in the capital 
and its individual districts (Districts I, III, IV, 
V, VIII, X, XV, XVI, XVIII and XXI).

The reason for this is that we only had data 
concerning these local government owned 
companies. The majority of the companies are 
exclusively (100%) owned by local govern-
ments, while as far as the rest is concerned, 
local governments have a majority ownership 
interest. As regards company data, the ana-
lysed corporate performance indicators were 
defined based on the average values of the 
years under review.

for the first hypothesis, I performed a clus-
ter analysis, where the variables I used were the 
corporate performance indicators presented 
above. The purpose of my analysis was to find 
out how companies with good or unfavourable 
liquidity (as per the indicators) are spread out 
between clusters, what the ratio of companies 
with good liquidity and profitability is among 
the companies, and what their ratios compared 
to each other is within the clusters.

To this end I combined hierarchical and 
k-means clustering. In the case of hierarchi-
cal analysis, I applied Ward’s method with 
squared Euclidean distance in order to define 
the ideal number of clusters, then defined the 
number of clusters with the k-means proce-
dure, taking the recommendations of Sajtos – 
Mitev (2007) into consideration.

In my research certain indicator values are 
considered favourable and others unfavour-
able, adjusted to the general practice. In the 
case of the liquidity ratio, a value above 1.8 is 
regarded as favourable, and a value of 1.3 as 

just acceptable, whereas in the case of the acid-
test ratio a value above 0.8 is favourable, and a 
value of 0.5 acceptable. As regards profitability 
ratios, of course, positive values are favourable.

for the second hypothesis, I performed a 
correlation analysis, comparing corporate per-
formance indicators and indicators defined 
for the population. The connections where a 
significant relation can be shown are marked 
with * in the table. statistical analysis was per-
formed with the sPss program package and 
the Ms office program package.

 Modelled results

only a total of 70 companies had data for 
every period, therefore I could run the cluster 
analysis for only 70 companies out of the 95 
(see Fig. 1). In the cluster analysis, I thought 
it justified to create 4 clusters at connectivity 
level 10. The key statistical features of the 4 
clusters are summarised in Table 2.

In the case of cluster 1, the average value 
of liquidity is somewhere around the accept-
able range, while profitability is unfavourable 
for the companies, as average profitability is 
negative.

In this cluster all companies have a low li-
quidity ratio (as well as a low acid-test ratio), 
as they all fail to reach the desirable 1.3 plus 
value. As regards profitability, 7 of the compa-
nies made loss on average in the 4 years under 
review. The majority of the companies includ-
ed in this cluster deal with real estate prop-
erty management, while the rest are district 
heating suppliers. This cluster is homogene-
ous, but has a poor profitability and liquidity 
profile based on the results.

As regards cluster 2, it can be concluded 
that the average value of liquidity is relatively 
high, but it comes with weak profitability; 
however, the average value of the index is in 
the positive range, which is favourable as com-
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Figure 1
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pared with the previous cluster. In this cluster, 
the liquidity of all companies was above the 
desirable level, both measured with the liquid-
ity ratio and with the acid-test ratio. Also on 
the plus side, profitability was positive for all 
companies, therefore the financial manage-
ment profile of these companies is rather fa-
vourable. The homogeneity of this cluster is 
clearly indicated by the fact that from the sec-
tor point of view water works constitute the 
majority (out of the 20 water works compa-
nies 9 are included in this cluster), whereas 6 
companies deal with waste management, and 
the rest are district heating suppliers.

cluster 3 is characterised by medium li-
quidity within the acceptable range and 
strong profitability on the other hand. In the 
cluster liquidity ratio is typically favourable in 
the case of 8 companies, whereas 8 are slightly 
below the minimum limit of 1.3, but meas-
ured with the acid-test ratio 15 out of the 
16 companies have a favourable value with 
liquidity above 0.8. Three of the companies 
show a deficit, and 13 make a profit (the ma-

jority being district heating suppliers and asset 
management companies).

cluster 4 is also characterised by strong li-
quidity; however, profitability is negative on 
the basis of averages and standard deviations. 
The liquidity profile of the companies assigned 
to this cluster is relatively good, as the acid-test 
ratio is above the expected value of 0.8 for all 
companies, but an assessment of the profita-
bility situation shows that 23 companies made 
loss in the period under review, the majority of 
these being asset management companies.

of the 95 companies under review, 66 had 
good acid-test ratios in the period under re-
view, and 57 had good liquidity ratios. on 
the other hand, good liquidity does not mean 
good profitability, since of the 95 companies 
50 showed continuous profitability, and the 
rest (45 companies) showed deficit.

The data shown in Table 3 are the results 
of the separate assessment of each year under 
review.

The table shows that more than half of the 
companies under review had a favourable ac-

Table 2 

supporting Data for the cluster analysis

cluster liquidity ratio acid-test ratio roa roe

1 n 10.00 10.00 10.00 10.00

average 0.96 0.62 –0.30 –0.20

Standard deviation 0.56 0.48 0.48 0.42

2 n 20.00 20.00 20.00 20.00

average 3.23 2.70 0.03 0.06

Standard deviation 0.85 0.73 0.24 0.48

3 n 16.00 16.00 16.00 16.00

average 1.50 0.94 0.81 0.94

Standard deviation 0.52 0.25 0.40 0.25

4 n 24.00 24.00 24.00 24.00

average 2.79 3.00 –0.04 –0.08

Standard deviation 0.41 0.51 0.20 0.28

Source: SpSS output



 focus – uncertainty, risk, volatility 

Public Finance Quarterly  2017/3 305

id-test ratio every year, whereas only 19 were 
able to ensure continuous profitability. Inter-
estingly, there were 14 companies in both di-
mensions with a good indicator value both in 
terms of profitability and liquidity.

This suggests a preference on the part of 
companies run by local governments for liquid-
ity as opposed to profitability. This is explained 
by the fact that profitability deteriorated dur-
ing the time of crisis due to the payment dif-
ficulties of the people, therefore financeability 
could only be remedied with good liquidity.

In my second hypothesis I sought answer 
to the question of how any relationship be-
tween the financial situation of the population 
and the liquidity of public service companies 
can be identified. Therefore, I looked at the 
relationship between revenues from enterpris-

es, the incomes included in the aggregate tax 
base, the ratio of taxpayers within the popula-
tion, and liquidity (see Table 4).

There is a positive relationship between the 
aggregate tax base per capita and the two li-
quidity ratios in question, which is stronger 
than average, but not strong enough to map 
regression.

Therefore, it can be concluded that the 
ability of the population to pay taxes might 
have a positive correlation with the liquidity 
of companies, which means that where the 
amount of personal income tax paid by the 
population, hence “quasi-welfare” is high, the 
enterprises run by the local government have 
no liquidity problems either.

Interestingly, revenues from enterprises 
(defined by TEIR statistics as the sum of cor-

Table 3 

results of a year-to-year assessment

number of companies with a good acid-test ratio every year 48

number of companies making profit every year 19

Source: own research, 2017

Table 4 

examination of the relationship between liquiDity ratios anD the inDicators 
characterising the tax force of the population

indicator liquidity ratio acid-test ratio

aggregate tax base per capita pearson correlation  0.614*  0.604*

Sig. 
(2-tailed)

 0.044 0.039

revenues from enterprises per capita pearson correlation  0.372*  0.375*

Sig. 
(2-tailed)

 0.048  0.047

number of taxpayers within population pearson correlation  0.131  0.112

Sig. 
(2-tailed)

 0.592  0.648

Note: *significant relation

Source: SpSS output
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porate income taxes and the amount of per-
sonal income tax paid by sole proprietors) 
also influence the liquidity of the companies, 
but with a weaker than medium explanatory 
strength. Accordingly, the income received 
by enterprises influences the liquidity of the 
companies only to a minor degree.

There is no relevant, significant relationship 
between the ratio of taxpayers and the liquid-
ity of the companies, therefore the number of 
active members of the population does not ac-
tually influence the liquidity situation of the 
enterprises, which may indicate either a fa-
vourable payment morality, or a higher num-
ber of dependants.

since my research covered the data related 
to towns with county rank and the capital city, 
and individual districts thereof, it is possible 
that an assessment of the entire country might 
not confirm my results, as it is in these two 
categories of administrative areas where the 
earning power of the population and of enter-
prises is the highest.

of the two hypotheses, I accepted the one 
emphasising the importance of liquidity, as 
the data related the companies showed that in 
the period under review they were more ca-
pable of ensuring liquidity, than profitability. 
The cluster analyses revealed that the majority 
of companies is in a more favourable situation 
as far as their liquidity profile is concerned 
than in terms of profitability.

The second hypothesis was only accepted in 
part, as there is in fact a relationship between 
liquidity and the tax profile of the popula-
tion; however, this relationship is of medium 

strength, and no significant relationship was 
evidenced between the ratio of taxpayers and 
the liquidity variables.

The future direction of the research could 
be an assessment of how this relationship 
evolved in the years starting from 2014, as 
price regulation could have significantly in-
fluenced the operating attributes of business 
associations, the probable direction of this be-
ing a slight deterioration in profitability, but 
some improvement in terms of solvency is also 
possible as a result of the reduction of utility 
charges. (See Table 5)

As a consequence, the claim that strategic 
controlling should monitor not only profit-
ability, but also cash flows also applies to local 
governments. Detailed cash flow calculations 
constitute the basis for the implementation 
of a strategic financial controlling. Therefore 
the achievement of the goal that satisfactory 
liquidity should be ensured while financing 
is regulated, is one of the greatest challenges 
of strategic financial controlling. Although 
both objectives (cash flows, profitability) are 
well known to all experts, they are regrettably 
often forgotten in practice. This is dangerous 
primarily in the case of liquidity, since with a 
sufficient amount of liquid assets it is hardly 
possible to reach satisfactory profitability.

In order to present the role that strategic 
financial controlling plays here, the content of 
both areas have to be described briefly. conse-
quently, profitability is nothing other than the 
difference between the performance created 
and the performance used in view for creat-
ing that performance, i.e. the profit or perfor-

Table 5 

results of hypothesis tests

Hypothesis 1 accepted

Hypothesis 2 accepted in part

Source: own research, 2017
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mance surplus. The profitability achieved may 
be viewed in several different ways, neverthe-
less, what matters most is the rate of profit-
ability planned, and the rate of profitability 
necessary for the survival of the enterprise. 
However, there are no generally applicable 
rules for this. To ensure the comparability and 
assessability of profitability, the profit achieved 
(or the performance surplus) is compared with 
capital tied up (own funds or total capital) or 
with the size of turnover achieved, and then 
it is given in percentages. However, all 3 in-
dicators of profitability (profitability of own 
funds, profitability of total capital, profitabil-
ity of turnover) should be treated very careful-
ly, as the benchmarks (the denominators) may 
significantly vary. for example, there may well 
be enterprises that shows profit in its balance 
sheet despite the fact that its shareholders’ eq-
uity is negative. However, the importance of 
cash flow orientation should not be forgotten 
either, considering the role of cash manage-
ment in financial management.

consequently for strategic financial con-
trolling the following sequence should be 
taken into consideration: liquidity precedes 
profitability.

ConCluSion

Public sector entities differ in their respective 
purposes, therefore the purpose of the 
individual entities has to be taken into account 

when designing controlling systems. This 
paper confirmed that for public sector entities 
an automatic covering of costs is not forward-
looking, therefore the required cost-effective 
operation can only be achieved with the 
implementation of the controlling principle 
to the public sector, as it has been explained 
by several researchers working in this area. It is 
vital that the controlling of performance and 
costs are considered parallel with each other 
adapted to the specific features of the different 
public sector entities.

The controlling principle and management 
supporting function, which is much more 
than an in-depth implementation of controls, 
need to be implemented in the management, 
governance and operation of the public sector.

The following tasks should be given priority 
in public sector controlling systems:

•	mitigation of risks in financial manage-
ment,

•	assistance in applying the benefits of the 
project approach and management,

•	measuring the quantity and quality of or-
ganisational performance, and ensuring 
the conditions and implementing meth-
ods of performance measurement and ac-
countability, 

•	making the efficient and cost-effective use 
of budgetary resources possible,

•	supporting fiscal planning in conjunction 
with performance planning, facilitating 
the flexible harmonisation of available re-
sources.
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