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ANALYSIS OF THE DEBT REPAYMENT PERIODS OF
LOCAL GOVERNMENTS IN POLAND IN THE YEARS
2007-2016

As a consequence of the global financial crisis which began in 2008, the amount of debt of the
local government sector in OECD countries has remarkably increased. In Poland, the debt of local
governments has started to fall gradually after reaching its peak in nominal terms in 2014. In this
article, we examine how the ability of local governments to repay their debts changed over the
2007-2016 period. The analysis reveals that, despite their considerable nominal indebtedness, local
governments had already returned to a strong debt repayment capacity at the end of 2016, observed
formerly at the end of 2009. However, at the end of 2016, one in eight local governments had
become overindebted in terms of their repayment capacity, despite the rigorous statutory debt limits
imposed in Poland. The most worrying situation is in towns with county rights: in 33% of these
entities, the debt repayment period is estimated at longer than 15 years. This category represents
33% of Poland’s population, and therefore it is of a systemic importance.

Keywords: debt repayment period, local government, operating surplus, public debt.

ANALIZA OKRESU SPLATY ZADLUZENIA POLSKICH JEDNOSTEK
SAMORZADU TERYTORIALNEGO W LATACH 2007—-2016

W konsekwencji swiatowego kryzysu zapoczatkowanego w 2008 r. zadtuzenie sektora jednostek
samorzadu terytorialnego w krajach OECD znaczaco wzrosto. W Polsce nominalne zadtuzenie
jednostek samorzadu terytorialnego osiagnegto najwyzsza warto$¢ w 2014 r. W niniejszym artykule
analizowane sa zmiany w zdolnos$ci do splaty zadluzenia przez jednostki samorzadu terytorial-
nego w latach 2007-2016. Przeprowadzona analiza ukazuje, ze mimo wysokiego zadtuzenia jed-
nostki samorzadu terytorialnego odbudowaty przestrzen do jego obstugi do poziomu z przetomu
lat 2009/2010. Wszelako na koniec 2016 r. co 6sma jednostka samorzadu terytorialnego ma zbyt
wysokie zadluzenie, biorac pod uwage generowane nadwyzki operacyjne. Najmniej korzystna sy-
tuacja wystepuje w miastach na prawach powiatu, gdzie co trzeci podmiot ma szacowany ponad
15-letni horyzont sptaty swego zadtuzenia.

Stowa kluczowe: okres sptaty dtugu, jednostki samorzadu terytorialnego, nadwyzka operacyjna,
dlug publiczny.
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1. Introduction

According to Stanistaw Owsiak, the budget balance of local government units
(LGUs) is, “something rather special, which is why balance understood literally
never occurs” (Owsiak, 1993). In practice, we observe deviations in the form of
budget surplus or budget deficit, which in consequence may lead to indebted-
ness of a local government unit. Simultaneously, the idea of fiscal sustainabil-
ity, i.e. an ability to service and/or repay the existing debt (see several defini-
tions in Balassone and Franco, 2000 and Bohn, 1998), receives a lot of attention.
However, the debate on fiscal sustainability and debt repayment capacity mostly
deals with national public finances, with very little attention being given to local
government units (see e.g. recent studies by Afonso and Jalles, 2016; Aldama and
Creel, 2018; Collard et al., 2015; Guillard and Kempf, 2017; Uryszek, 2016).

The crisis which broke out in 2008 strongly affected sub-national finances in
several OECD countries. The transfers to local governments were reduced and, at
the same time, the spending policies were maintained, with the budgetary deficits
financed with external repayable resources (Vammalle and Hulbert, 2013). The
LGUs average debt/GDP ratio grew significantly, from less than 5% in 2007 to
7.5% in 2015 in the European Union countries. Such a scenario also occurred
in Poland, where the debt/GDP ratio almost doubled from 2.2% to 4.0% in that
period.

The growing indebtedness of local government units in Poland, being a con-
sequence of budget deficits, is usually associated with high investment activity
of local government authorities and is caused by the need to accelerate such ex-
penditure rather than by the difficulties related to sustainable budget balancing
(Malinowska and Misiag, 2002). It is often an impulse for local economic devel-
opment. In a situation of permanent pressure on the amount of own revenue of
local governments and limited, although gradually increasing, financial indepen-
dence of boroughs (Brzozowska and Kogut-Jaworska, 2016) and the participa-
tion of tax authorities in the tax policies of boroughs (Filipiak, 2015), “debt be-
comes a specific, forced alternative for this category of revenues” (Poniatowicz,
2014), or even the only solution allowing regional policies to be implemented.
External financing, based on repayable funds, is at the same time an important
element of long-term planning for LGUs, one that requires the attention of local
government authorities to both the design of the future free funds of LGUs and
the risks generated by the existing debt.

As a consequence of the crisis which created substantial fiscal gaps, the amount
of the debt of the local government sub-sector grew significantly. Considerable
and lasting fiscal tightening is needed in the majority of OECD countries in order
to bring down the local government debt (Sutherland et al., 2012). Otherwise,
the provision of public goods and continuation of several development policies
by LGUs may be hindered (Vammalle and Hulbert, 2013). Debt reduction is also
required for diminishing the systemic risk of the LG sector since a high level of
indebtedness can cripple investors’ confidence and may lead to increased risk
premiums on the external financing (Steger, 2013).
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The amount of the debt of the local government sub-sector in Poland is shown
in Table 1. In the years 2007-2016, the LGU debt in absolute terms increased by
over 166% in Poland, whereas, for example, the net debt as a percentage of the
total revenue increased by approx. 15 percentage points. Since 2013, however,
there has been a systematic improvement of the basic indicators illustrating the
level of indebtedness of LGUs in Poland. In terms of the relative size of debt at
the end of 2016, it had returned to the levels observed at the beginning of 2010.
Moreover, the size of operating surpluses suggests that their levels were the high-
est since the beginning of the global financial crisis at the end of 2008. Only the
total nominal LGU debt (PLN 69 billion) remained at a high level, close to the
levels observed at the end of 2013.

The financial situation of Polish LGUs has improved due to the impact of sev-
eral basic factors. On the one hand, it is the result of a stable growth of real GDP
in 2014-2016 (annual average +3.3%), which allowed for a nominal increase in
total LGU revenue at an average annual rate of +5%. In addition, some significant
categories of LGU expenditure have decreased. In particular, historically low in-
terest rates have caused the ratio of interest costs to total revenue to fall to 0.9%
— the lowest since 2007. However, low interest rates, temporarily beneficial for
LGUs, also constitute a significant risk for LGUs. As Dylewski (2014) shows,
interest rate risk is one of the two basic risks taken into account by LGUs in the
management of their debt instruments (74.2% of replies — ‘often’ or ‘always’).!
Simulations of changes in future interest rates (Kluza 2016b) indicate that an
increase in interest rates to the 2013 level, combined with a small increase in cur-
rent costs, may lead to financial difficulties in over 300 LGUs.

In addition, lower LGU borrowing needs are the result of a decrease in EU-
funded investments implemented by LGUs. In total, capital expenditure and cur-
rent expenditure on projects from the European Union decreased from PLN 23.3
billion in 2014 to PLN 19.0 billion in 2015, and to only PLN 4.5 billion in 2016.
The initial phase of the cycle influenced such investment in relation to the new
EU Financial Framework 2014-2020, although it cannot be ruled out that the total
investment from EU funds may be lower in the entire Financial Framework than
originally planned. The improvement in the central government budget is also
important for the reduction of the LGU debt. This was alleviated by the priority
of the principle of balancing public finances over the principle of the adequacy of
LGU revenues for several years after 2009 (Lubinska, 2017). As a result of these
phenomena, as well as several minor other factors, the operational surpluses of
LGUs have clearly improved and their nominal debt has decreased (see Table 1).

The improvement of the financial condition of the LGU sector at the end of
2016, illustrated in Table 1, indicates that this sector had potentially returned to
a financial condition similar to that observed in 2009. The purpose of this study
is to verify, on the basis of indicators of the debt repayment period, whether we
are indeed dealing with such a phenomenon. This study verifies not only the

! This issue is ranked second after the risk of losing financial liquidity (76.6% of replies). The
risk of overinvestment, ranked next, has only 61.1% of replies.



(syuswaleys N-qy 9yl Ul Z'SN pue z' LN suonisod ul papodal) saninoas pue sjisodap ‘Ysed Jo Jau 1gap ay} ,

‘Blep adueul{ JO AJSIUlp\ 9y} UO paseq SISAjeue UMO :89IN0S

KRZYSZTOF KLUZA, RYTA DZIEMIANOWICZ

(uoyw
le8SZ  9/58¢  0GE Ly  L00GE  LL9SE  vevey  ZSTvy  6CLEY  PZBLE 890 /C NTd) @inyipuadxe [eydes N9
%260 %G0"L %8Z°1 %G1 %00'Z %EY’ L %611 %S6°0 %160 %180 anuaAal (B0} / SISO Jsalslul
%G 0L %Z 0L %L6 %b6 %98 %08 %69 %.'8 %P el %E VL anusAal [e10} JO % Se

(uoliw N1d) S1s02
€8¥ ¢¢ eleoc 908 81 vee L1 1.1 GL g8/l €l 122 1L 6EY €L 8Ll 61 88/ 81 1saielul 810499 snjdins Bunelado

%96 %C'6 %V'8 %8, %99 %v'9 %L'G %L'L %V Cl %S€L SNUSASI [BJ0} JO 9, SE
9¢S 0¢ 8¢¢ 81 8LE 9L LEE VL 129 L1 66 01 18C 6 €96 L1 6L L) GclL L1 (uotiw N1d) sniduns Bunelado
%E'cC %8¢ %8'6¢ %€'0€ %9°6¢ %€'6¢ %LVC %v'GlL %L'L Y%ol~ xONUSASI [E]0} JO % SE 1g3p }ou
%E€CE %0'9¢ %lLE %L'LE %cC 8¢ %V'8€ %8°€C %0'9¢ %c'0C %L'61 SNUBASI [BJ0} JO % SE Jq3p
020 69 Ge9 L. ol cL 6S1 69 Ges 19 96/ 99 ¥60 GG ¥6¢ 0F 61/ 8¢ 9/8 S¢ (uoriw Nd) 398p N7 [B10}

910¢ GlL0¢c ¥10¢ €10¢ 49014 1102 0lL0¢ 600¢ 800¢ 100¢

9102-2002 Ul 1gop uswulanob |eao| Bunesysn)|i wm._jm_u— |eloueuly pajoslag | a|gqel



ANALYSIS OF THE DEBT REPAYMENT PERIODS... 9

condition of the LGU sector in general, but also analyses the differentiation of the
repayment period between individual categories of LGUs and diversity within
these categories.

2. Data and research method

In this study, all LGUs in Poland are analysed (2,808 units at the end of 2016),
assigned to individual categories of local government units according to their
status at the end 0f 2016, i.e. 1,559 rural boroughs, 616 urban-rural boroughs, 237
municipalities, 314 counties, 66 towns with county rights and 16 provinces (mar-
shal offices). In the 10 years comprised by the study, there were several changes
related to the change of categories of individual LGUs, usually to an urban-ru-
ral borough from a rural or urban borough. Most significant was the change of
the category of the Watbrzych urban borough into a town with the rights of the
Walbrzych county. In addition, the rural borough of Jasliska was established in
the analysed period, and the rural borough of Zielona Goéra was incorporated into
the town with the rights of the Zielona Goéra county. To ensure comparability of
data between these categories, in individual years LGUs were assigned the cat-
egory held at the end of 2016.

The data used in the analysis come from the Ministry of Finance, from the
BeSTi@ system. As debt, the sum of the LGU liabilities from the Rb-Z state-
ments was adopted. They do not include liabilities of LGUs from alternative fi-
nancial instruments such as real estate leasing or leaseback. A broad description
of these instruments, together with the list of LGUs using them, is presented in
(Kluza, 2016a) as well as in (Jastrzegbska, 2016). They currently constitute ap-
prox. 2% of total LGU commitments (Jastrzebska, 2017). This is a small amount,
but one should bear in mind that these instruments are mainly used by LGUs that
are in a weaker financial condition, therefore the sub-divisions of the longest debt
repayment period in the analysis below, in Part 3 of the study, may be underesti-
mated by a dozen or so entities.

The analyses presented in this study are not a comprehensive assessment of
the financial condition of local government units since they only focus on one
aspect — the hypothetical repayment period of the debt already held by local gov-
ernment units. However, a comprehensive discussion of this subject is included,
among others, in Poniatowicz et al. (2010). Detailed approaches to conducting
a multi-dimensional ratio analysis of LGUs are presented, among others, by
Banaszewska (2016) and Czudec and Kata (2012). Proposals for various mea-
sures determining the financial attractiveness of LGUs are widely discussed in
Dylewski (2009). Proposals for measures concerning the assessment of LGUs’
financial liquidity are presented, among others, in Dylewski and Filipiak (2012),
and indicators showing the ability to service debt based on operating surplus or
net debt in Kluza (2017).

To assess the debt repayment period, the equivalent of operating cash flow in
local governments is calculated, which is potentially available for repayment of
debt. Here, one cannot use the measure from the right-hand side of the equation
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from Art. 243 of the Act on Public Finances - UFP (2009), which is supplemented
by income from the sale of assets. Therefore, the surplus is calculated directly as
the difference between current revenue and current expenditure (after taking into
account the repayment of interest). This amount is combined with the debt held
by LGUs at the end of the period to obtain an estimate of the number of years
needed to pay the total debt (just the principal, without interest). The simulation
assumes that LGUs will not contract new loans (apart from the coverage of the
temporary LGU deficit occurring during the year, in accordance with Article 89
UFP (2009), i.e. the hypothetical repayment horizon of the debt already held is
analysed. At the same time, it was assumed that the LGU would pay 50% of the
surplus so defined to repay the debt, while the other half would be allocated to its
further investment activities, including the replacement of existing assets.

Simulations have been carried out for two basic variants — the first one ex-
amines the debt repayment horizon based on the above-defined surplus for the
current year, and the second one is based on the average surplus from three years
(for the current year and two previous years). The analysis is a continuation of the
research presented in Kluza (2013) and then developed in Golan (2016), where,
among others, the impact on LGUs of the individual debt ratio under Art. 243
UFP (2009) was analysed. As part of the simulation, debt repayment ratios are
calculated for all individual LGUs and Poland in total for individual years from
the period 2007-2016, which altogether gives 28,905 observations for the analy-
sis of the annual ratios and 22,477 observations for the three-year indicator.

3. Simulation results of debt repayment period by LGUs

The simulations of the debt repayment period indicate large changes in the fi-
nancial condition of LGUs as measured by this parameter in the years 2007-2016.
Until the end of 2008, debt held by LGUs was short- or medium-term — the repay-
ment period calculated in accordance with the approach presented in Part 2 of the
study fluctuated at around three years. Afterwards, it began to grow dynamically
to reach a level of approx. 12 years in 2010-2012, signalling the weakest financial
condition of LGUs in that period (see also e.g. Zawora, 2015). After 2012, the
indicator values started to improve significantly, and at the end of 2016 it had
fallen to 6.7 years. The analysis of repayment periods for Poland corroborates the
hypothesis formulated based on Table 1, that at the end of 2016 the LGU sector
returned to a financial condition similar to that observed at the end of 2009 (see
Table 2).

Similar results were obtained in the case of the simulation of LGUs’ debt re-
payment periods based on their three-year average operating surplus. LGUs had
the longest debt repayment period (12.8 years) at the end of 2012. At the end of
2016, the LGU debt repayment period had fallen to 7.5 years, a situation similar
to that around mid-2010 (see Table 3).
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Table 2. Repayment period of the existing gross debt; simulation based on a one-year
surplus

in the years 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016
Borough 27 27 47 93 95 83 70 65 58 46
Urban borough 3.1 32 86 168 129 123 99 80 7.1 58
Urban-rural borough 3.3 3.2 58 121 112 98 82 76 66 53
Rural borough 22 20 30 61 73 62 53 52 48 37
Town with county rights 3.4 45 127 19.0 203 232 149 126 114 106
County 54 53 88 139 97 109 94 79 72 54
Province 1.5 16 32 65 73 71 83 93 70 741
Poland in total 29 3.2 6.7 119 120 117 96 88 79 6.7

Source: own analysis based on the Ministry of Finance data; data for all LGU categories.

Table 3. Repayment period of the existing gross debt; simulation based on the average
surplus from the last three years

in the years 2009 2010 2011 2012 2013 2014 2015 2016
Borough 4.1 6.9 9.5 9.5 8.1 7.3 6.3 5.3
Urban borough 5.4 98 149 143 1.5 9.8 8.0 6.5
Urban-rural borough 5.0 8.4 11.6 11.6 9.6 8.6 7.4 6.1
Rural borough 29 5.1 6.8 6.9 6.2 5.7 5.0 4.2
Town with county rights 7.3 12.6 205 228 19.5 16.4 13.1 1.5
County 7.9 1.8 126 11.4 9.8 9.3 8.0 6.5
Province 24 43 7.0 8.1 8.2 9.0 8.3 7.4
Poland in total 5.1 85 122 1238 1.2 102 8.8 7.5

Source: own analysis based on Ministry of Finance data; data for all LGU categories.

To verify whether LGUs are in a similar situation in terms of the repayment
period of their debt as in 2009 the goodness of fit tests of the distribution both
between schedules for particular years and the differences between particular cat-
egories within a given year are required. Chi-square tests were used for the analy-
sis, calculated for the variant with a one-year operating surplus. Their results are
presented in Appendix 1. They clearly indicate that the distribution of debt repay-
ment periods for each category of LGUs is statistically significantly different in
2016 from the distribution in 2009 (in the tests, provinces were left out due to the
insufficient number of units). In addition, distributions for individual categories
of LGUs within a given year are statistically significantly different.

In 2009, the distribution of debt repayment periods was clearly more polar-
ised — a relatively large number of LGUs had short repayment periods and, at the
same time, a relatively large number also had the longest repayment periods. In
addition, approximately 8% of LGUs had an operating deficit in 2009. In 2016,
this situation levelled out — the number of units with an average repayment period
increased at the expense of a decrease in the number of extreme observations (see
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Figure 1. Comparison of distributions of debt repayment periods for individual LGU
categories for selected years

Source: own analysis based on Ministry of Finance data; data for all LGU categories.
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Chart 1). At the same time, the percentage of LGUs that did not have an operat-
ing surplus dropped to 0.5%, which was a consequence of the entry into force of
Art. 242 UFP (2009) at the beginning of 2011, which provided that LGUs need
to have a surplus (within the meaning of Article 243 UFP, 2009), also including
free funds held by LGUs. The differences described here are corroborated by the
coefficient of variation for the analysed distributions — for LGUs as a whole it
amounted to 35.6 in 2009, while in 2016 it was significantly lower, at 7.2.

At the same time, it is worth noting that in 2016 some LGUs had completely
paid off their debt — from the previous debt of several million zlotys. These were
the boroughs of Osiecznica, Prazmow, Szydtow, Ztotow, and the borough of
Wysokie Mazowieckie. At the same time, approximately 100 LGUs had operated
without debt for several years. In 70% of cases, these were rural boroughs. In
2009, there were about 200 such entities, of which over 80% were rural boroughs.

When analysing the distributions of repayment periods in Figure 1, one should
pay particular attention to two categories of LGUs where opposing processes took
place. These are counties and towns with county rights. In the case of counties,
we deal with the largest improvement in the debt repayment period — a decrease
from 8.8 years in 2009 to 5.4 years in 2016. This process was partly imposed by
Art. 243 UFP (2009), which proved to be the most restrictive for counties (see
Kluka and Kluza, 2012), and in part was related to the gradual transformation
of health entities owned by counties into non-public units. Despite the gener-
ally good financial condition of that category — as a result of its average low
debt (23.2% of total revenue at the end of 2016) — it remains the category most
internally diversified (the coefficient of variation for counties for debt repayment
periods in 2009 was 22.0 and in 2016, 17.2). Those counties which are, or which
were in the not so distant past, the founding bodies for health entities, are clearly
in a worse situation.

The situation in towns with county rights differs somewhat. This subcategory
consists of only 66 entities, but it represents 33% of Poland’s population and 35%
of LG sector revenues, and therefore it is of huge importance also from the entire
public sector perspective. In relation to revenue, their debt increased from 25.9%
at the end of 2008 to 44.1% at the end of 2016. As the data in Table 2 and Table 3
show, the debt repayment period increased even more. In the case of simulations
for the surplus from the current year, it increased from 4.5 years in 2008 to 10.6
years in 2016. As a result, towns with county rights are on average the heaviest
indebted LGUs, with debt repayment periods twice as long as in the case of other
boroughs or counties. The described situation is not changing, even if the formula
of the operating surplus used to repay the debt includes income from the sale of
assets, similarly to Art. 243 UFP (2009). Their scale in the case of towns with
county status, owning potentially the largest assets, is not large — for example,
in 2016 it amounted to PLN 1.66 billion, which accounted for 5% of the debt of
these units.

Figure 1 for towns with county rights also highlights the great diversity of
the financial condition of these units, which is also confirmed by the coefficients
of variation. In 2009, this category had a coefficient of variation for the debt
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repayment ratio at 2.4. In 2016, this increased to 7.3. This reflects the growing
polarisation of the financial situation of these towns.

At the end of 2016, towns with county rights from Upper Silesia were by far in
the best position — they occupied the first six places in the ranking of the ability
to repay their debt as quickly as possible for this particular category of LGUs.
There are as many as eight towns from Upper Silesia in the top ten. On the other
hand, one in three towns with county status in Poland needs over 15 years to re-
pay its current debt according to the simulation model adopted. In the remaining
categories of LGUs, the percentage of such entities amounts to 8.6% on average,
which is four times lower. In practice, this means that a significant percentage
of the largest Polish cities may have difficulties in obtaining adequate financing
for upcoming investments, both under the Financial Framework 2014-2020 and
under their own programmes.?

4. Summary and further research topics

The above analysis demonstrates that the fiscal sustainability of LGUs in
Poland, as a whole sector, significantly improved at the end of 2016 compared to
2012, when it was the weakest. This is the result of, among others, a decrease in
LGU investments, particularly investments co-financed by the EU, improvement
in the macroeconomic environment, low interest rates and financial innovations
(hiding part of the debt). From the perspective of debt ratios and the ability of
LGU s to repay their debt, at the end of 2016 LGUs returned to the situation ob-
servable at the turn of 2009-2010. However, at the end of 2016, several LGUs
were characterised by inability to contract new debt (from the perspective of re-
payment capacity). This problem concerns practically one in eight LGUs.

In this study, considerable variations in the financial condition between indi-
vidual categories of LGUs were confirmed. The study found that there is no hy-
pothetical, average LGU from which one could draw conclusions about the con-
dition of the LGU sector as a whole in Poland, and the average values can be very
misleading in this case. Based on the above analysis, a completely different dis-
tribution of the debt repayment period within the described LGU categories was
also found. In 2008, there was more polarisation, while in 2016 the distribution
was focused around medium and safe levels of debt. The largest improvement in
the financial condition of LGUs occurred in counties, while the most worrying
situation is in towns with county rights (in 33% of these entities the repayment
period is estimated at above 15 years). The relatively unfavourable condition of
towns with county rights indicates the need to revise statutory LGU debt limits
under Art. 243 UFP (2009). In their present form, they may cause the LGU debt
to reach dangerous levels — with a repayment horizon of several dozen years.

The study does not exhaust the analysed issues, but it can undoubtedly contrib-
ute to further discussion on this subject, which still captures the interest of both
theoreticians and practitioners. Similarly, the above analysis does not provide

2 See also (Szotno-Koguc 2015).
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answers to several acute questions, in particular, about the sensitivity of LGUs
to the risk of economic slowdown from the point of view of debt and its servic-
ing. For a complete verification of the financial condition of LGUs, it will also
be necessary to carry out alternative analyses based on the net debt of LGUs, an
issue that will be the subject of further research by the authors.
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Appendix 1. Results of the goodness of fit tests (x?); scenario — repayment period of the
existing gross debt based on a one-year surplus

Test Statistics Degrees of  Critical value

12 freedom (p)
Comparison of distributions for a specific LGU category between 2009 and 2016:
Town with county rights 23.20 12 0.0261
Urban borough 77.92 12 0.0000
Urban-rural borough 68.70 12 0.0000
Rural borough 145.83 12 0.0000
County 73.92 12 0.0000
Comparison of distributions for all LGU categories in a given year:
2009 420.12 48 0.0000
2016 237.01 48 0.0000

Source: own calculations

Note: The tests for provinces were not calculated due to too few observations for this variable.



