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Abstract. The new rules governing debt limits were introduced in 2014 (Articles 242—244 of the
Act on Public Finance) and immediately became a major difficulty in planning and managing local
finances in territorial self-government units. The next four years proved many defects and inconve-
niences in implementing new norms, while “creativity” of the financial sector of local authority
units demonstrated that they were quite easy to evade. The structure of the maximum ratio limiting
obligations due to titles specified by the lawmaker, due in a particular year, is closely related to the
provisions of the Act on Public Finance. For the first time it was used in evaluating the budgets pa-
ssed for 2014. The essence of this legal regulation consists in comparing two ratios, presented in
form of an equation (formula). In order to pass the budget local authorities need to obtain a relation
in which the left side of the formula (annual debt repayment ratio) is lower than or equal to the right
side (maximum debt repayment ratio). The ratio of the annual repayment ratio to the maximum re-
payment ratio (the debt repayment ratio) is presented in the debt forecast, which constitutes part of
Long-Term Financial Forecast (LFF). This is justified by the requirement derived from APF that
the board of a territorial self-government unit simultaneously present the draft of the budget and
the draft of the resolution on LFF, and then both these documents are passed simultaneously.
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INTRODUCTION

Since 2020 every territorial self-government unit planning an amendment to
the budget can exceed the relation specified in Article 242 of the Act on Public
Finance' by the amount of planned deficit in income due to the COVID-19 pan-
demic.? This means that current expenditure can exceed current income by the
expenses incurred when performing tasks related to prevention of COVID-19 in
a part in which they were financed with own means. This relation concerns rules
of limiting debt — at present planned expenditure cannot exceed planned current
income increased by revenues from surpluses from previous years, repayment of
loans granted in the past and unused cash on the current account. A similar over-
draft of the budget was allowed at the end of the year, after the unit makes a bud-

! Act of 27 August 2009 on Public Finance, Journal of Laws of 2019, item 869 as amended [herein-
after: APF].

2 Act of 2 March 2020 on specific solutions related to prevention, counteracting and fighting CO-
VID-19, other infectious diseases and crisis situations they cause, Journal of Laws of 2020, item
374 [hereinafter: AC].
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get report. The law clearly defines the deficit of income. This stands for decrease
in income calculated as a difference between tax income of the unit, increased by
the health resort and local fee and incomes showed by the unit in its financial re-
port for the first quarter of 2020 planned in the budget amendment due to COVID-
19. This decrease is decreased when the unit receives income supplement amo-
unts from the general subvention reserve. The mitigation of the fiscal rule consists
in excluding from the limitation concerning debt repayment specified in Article
243(1) APF (individual debt ratio) the amounts for buyout of securities, repay-
ment of loan and credit installments together with due interest and discount, res-
pectively issued or contracted in 2020 to the amount of the actual decrease in in-
come of the unit resulting from COVID-19. These obligations, contracted in co-
nnection with decreased income, need an opinion of Regional Audit Chamber,
concerning the possibility of their repayment and effect on performance of public
tasks. The contraction of an obligation cannot threaten the performance of public
tasks by a local self-government unit in a particular budget year and in the next
years. In addition, when establishing — for 2021 and next years — the relation limi-
ting the amount of debt repayment, the local authority will decrease current expe-
nditure in its budget by detracting current expenditure incurred in 2020 for the
performance of tasks related to fighting COVID-19. This solution widens the op-
tions local authorities have in debt repayment. Due to the necessity of maintaining
financial security of a local authority unit, an additional mechanism was intro-
duced, in the shape of a one-year limit of the local self-government debt at the
level of 80% of the unit’s income. The limit concerned only 2020, and as an exce-
ption it does not have to be achieved by units which observe the limitation concer-
ning repayment of debt specified in Article 243(1) APF, not taking into account
the exclusion specified in the Act on specific solutions related to prevention, co-
unteracting and fighting COVID-19, other infectious diseases and crisis situations
they cause on specific solutions related to prevention, counteracting and fighting
COVID-19, other infectious diseases and crisis situations they cause [Wotowiec
2019].

1. METHODS AND METHODOLOGY

Legal sciences use typical methods found in the field of social sciences and
humanities, i.e. examination of documents (legal acts and judgments of admini-
strative courts), comparative methods (examination of expert opinions, legal opi-
nions, analyzes resulting from linguistic, grammatical and historical interpreta-
tions) and case studies. New statements or theories are the result of cognitive re-
search. On the other hand, the result of research for the purposes of economic
practice is to determine whether and if the existing theories and theories regarding
the functioning of the individual debt ratio are useful to support investment proce-
sses of local government units.
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Induction was used as the main research method. It consists in drawing general
conclusions or establishing regularities based on the analysis of empirically esta-
blished phenomena and processes. It is a type of inference based on details about
the general properties of a phenomenon or object. The use of this method requires
the assumption that only facts can form the basis of scientific inference. These
facts are real legal situations. Inductive methods include various types of legal
acts, analyzes, expert opinions and scientific documents used in social research.

2. THE FINANCIAL SITUATION OF POLISH LOCAL AUTHORITIES
IN 20132019

In 2019 the local self-government sector witnessed a dynamic growth of capi-
tal expenditure. This was due to the implementation of numerous projects co-fi-
nanced with the European Union funds. Since there were many commercial pro-
jects implemented by construction companies, many investments planned by lo-
cal authorities for 2018 were put off until 2019 or 2020.° In 2020 we can see a si-
gnificant decrease in budgets of local authorities compared to 2019 as far as capi-
tal expenditure and total amount of new debt are concerned. This is the result of
formal requirements related to creating planning documents in self-government
units. Another problem (burden) is the education subvention received by self-go-
vernment units, which allowed in 2019 to cover, on average, only 60% of expen-
ses on education (there are no signs that in 2020 the funds for education will be
increased). It is also worth emphasizing that some of incurred and planned costs
resulted from the implemented reform of the education system. The growing dis-
proportion shows that the costs of financing the reform were shifted to the munici-
palities, which is particularly visible in municipalities with the smallest budgets.
Another challenge faced by some self-government units is the necessity to settle
obligations contracted in the current year, related mostly to the implementation
of numerous capital investments. Since 2013 we have been observing the impro-
ving terms of debt repayments for units of all levels. In 2013 the average period
of debt repayment, assuming that local authorities allocate their whole opera-
tional surplus, was 4.8 years. In 2017 the value of this ratio fell to 3.25 years. Ta-
king into account the acceleration of the implementation of expenses co-financed
with the EU funds, a significant growth of debt was planned for 2019-2023. The
value of the analyzed ratio will increase to 6.61 years due to this reason.”

Current income of self-government units grew from PLN 163 billion in 2013
to PLN 239.5 billion in 2019, which shows that the compound annual growth rate
CAGR?’ reached 5.64%. The difference between current income and current expe-

3 See Raport roczny 2019 (syntetyczny skrét analizy). Sytuacja finansowa jednostek samorzqdu te-
rytorialnego. Raport INC Rating Sp. z 0.0. i Zwiazku Bank6éw Polskich, Poznan 2019, p. 4-10.

4 Ibid.

> CAGR is the average annual growth rate, or put differently, compound annual growth rate. It is
a measure which reflects the average annual growth of a particular value, over a given period. The
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nditure (operational margin) ranged from 5.47% to 10.35% of current income, re-
aching the average value of 9.17% for the period. It should be noted that the lo-
west value was in 2019, the year which is still burdened with the requirement of
careful planning. The lowest actually achieved average value was 8.79% from
2013. Total debt of all self-government units in 2013—-2019 grew from PLN 69.2
billion to PLN 86.6 billion and at the end of 2019 accounted for approximately
36.15% of their current income. Since 2013 the average annual debt repayment
level was PLN 9.5 billion. The decreasing operational surplus that we saw in 2019
results from careful planning in the 3rd quarter, but on the other hand, changes in
the personal income tax and growing financial burden connected with financing
education and the statutory rise of salaries led to difficulties in generating own
capital for further investments. From the point of view of the banking sector it
might, therefore, be necessary to change the repayment schedules which are offe-
red as a standard to local authorities, from 8—12 years to 15-20 years, for debt co-
ntracted in 2020—2023. There is no doubt that in 2013—2018 the operational sur-
plus was quite a stable item, showing some growth trends and that plans included
in Long-Term Financial Forecasts (LFF) were often formulated too optimisti-
cally.

To conclude: the most important sources of income for self-government units
are general subventions from the country budget and share in personal income
tax. Both these sources accounted for 63% of average income local authorities
had in 2013-2018. Local taxes, purpose subsidies for commissioned tasks and
subsidies for investment tasks along with share in corporate income tax accounted
for over 78% of average income in the analyzed period. In 2014 and in 2018—
2019 local authorities’ obligations were growing, which was connected with the
noticeable investment cycle related to obtaining funds from the EU. In 2015—
2017 debt decreased. The real picture, reflecting indirect obligations, not included
in reports (concerning debt of related companies or contracts of support®) shows
much greater dynamics of obligations in the self-government sector. This is a ne-
gative signal, and at present the average growth rate equals 5%, exceeding ave-
rage GDP in the analyzed period (4.3%).

Polish name of this method is not very accurate. It does not reflect the essence of CAGR, which
stems from applying the theory of the value of money in time, and more precisely, the principle of
compound interest. The formula used for calculating the compound annual growth rate is presented
in a number of ways. Regardless of the presentation, CAGR is calculated in each case in a very si-
milar way. Possible differences in calculation are due to the choice of data, not due to the fact that
in specific cases a different formula is used.

% Non-standard financial operations — other than credit, bank loan, issuance of bonds — operations
aimed at obtaining external returnable financing are especially: lease-back, reverse sale, payment
in installments, forfaiting, factoring and restructuring operations (subrogation, assignment of lia-
bilities, debt restructuring contract, agreement on debt). Non-standard operations generating debt
are in particular: lease-back contracts, reverse real estate sale contracts, liabilities assignment con-
tracts, subrogation contracts, forfaiting contracts, payment in installments. See Supreme Chamber
of Control, information on results of control number 25/2016/P/15/014/KBF, 2016; Gonet 2011.
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Budgets of municipalities. Current incomes of communes in 2013-2019 grew
from PLN 73.61 billion in 2013 to PLN 115.24 billion in 2019, which means that
the compound annual growth rate (CAGR)’ was at the level of 7.8%. The opera-
tional margin ranged from 5.16% to 10.89%, with average value of 9.51% for the
period. The lowest value was burdened with reserves and careful planning in 2019
— excluding the current year the lowest value was reached in 2017 — 9.68%. Tax
income of municipalities accounted for 34.2% to 39.5% of current income. On
average 47.9% of tax income was local tax. The most important elements in muni-
cipality income were current transfers and income from personal income tax
(66% of average income that municipalities had in 2013-2019). Total debt of mu-
nicipalities in 2014-2017 was falling (to the level of PLN 23.9 billion in 2016),
but in 2018 it grew to the level of PLN 30.1 billion and in 2019 — PLN 34.8 bi-
llion. The ratio of direct debt to own income fell from 68.67% in 2013 to 62.3%
in 2019 (58.5% in 2018). Expenditure on servicing direct debt in 2019 accounted
for 9.25% of own income and were 4% higher than in 2018. The average cost of
debt for municipalities in 2019 was 3.0%.

Budgets of cities with district rights. Current income of cities with district ri-
ghts grew from PLN 56.69 billion in 2013 to PLN 83.05 billion in 2019, which
means that the compound annual growth rate (CAGR) was at the level of 6.57%.
The operational margin ranged from 4.17% to 9.32%, with average value of
7.97% for the period. Tax income of cities with district rights accounted for
43.51% to 45.60% of their current income. On average 32.42% of tax income
was from local taxes. Total debt of cities with district rights in 2013-2019 was
PLN 33.2 billion, reaching the level of 43% of current income. A significant in-
crease of PLN 5 billion is planned in 2020. Expenditure on servicing direct debt
in 2019 accounted for 8.20% of own income and was 5% lower than in 2013. The
average cost of debt for cities with district rights in 2019 was 3.03%.

Budgets of districts. Current income of districts grew from PLN 21.32 billion
in 2013 to PLN 26.5 billion in 2019, with compound annual growth rate (CAGR)
of 3.7%. The operational margin oscillated from 5.29% to 9.23%, with average
value of 7.42% for the analyzed period. Tax incomes of districts accounted for
17.2% to 23.3% of their current income and has demonstrated a growing trend.
Total debt of districts in 2013-2019 grew from PLN 5.6 billion in 2015 to PLN
6.5 billion in 2018. In 2019 we observed a slight increase to the value of PLN 6.8
billion. This accounts for 25.6% of planned current income. The ratio of total debt
to own income was decreasing from the level of 90.06% in 2013 to 67.45% in
2019. Expenditure on servicing direct debt in 2019 was 12.6 of own income and
was 2.5% higher than in 2018. Average cost of district debt in 2019 was 3.15%.

7 Compound Annual Growth rate (CAGR) — an indicator used in calculating average annual growth
of some value over a given period, for example average growth of profits, capital value or level of
employment in an enterprise in a period of time divided into years. When calculating the value of
growth using the CAGR model we assume that average annual growths in an analyzed period are
added to the base value in the next year.
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Budgets of province self-governments. Current income of provinces in the
analyzed period increased from PLN 11.55 billion in 2013 to PLN 14.68 billion
in 2019 — compound annual growth rate (CAGR) reached 4.08%. Operational
margin was between 13.1% and 22.50%, with average value of 16.98% for the
period. Tax income provinces obtained ranged from 44.3% to 57.51% of current
income. Average capital expenditure was 37.27% of total expenditure (the bi-
ggest share of all self-government units). Therefore we can describe budgets of
province authorities as flow-investment ones. The most important elements of
province income were the money from corporate income tax, current transfers,
subsidies for investment tasks and money from personal income tax. Total debt
of provinces in 2013-2019 grew from PLN 6.6 billion to PLN 7 billion in 2019,
which accounts for 47.65% of current income (the highest percentage of all self-
government units). The ratio of total debt to own income fell from 110.99% in
2013 to 77.31% in 2019. Expenditure on servicing direct dent in 2019 reached
15.23% of own income. The average cost of province debt is 2.6%.

A major and quantifiable threat to the finances of self-government units (in-
cluding the calculation of Individual Debt Ratio — problem with own income) can
be seen in amendments to the Act on Personal Income Tax, which generate the
decline of own income for the whole sector of public finance at the level of PLN
13.3 billion annually, with self-government units losing as much as PLN 6.6 bi-
llion. Lowering tax progression in personal income tax from 18% to 17% will re-
sult in annual loss of PLN 7.3 billion in income of the whole sector of public fina-
nce. The total share of all levels of self-government in personal income tax is
49.93%. This means that local authorities in Poland will experience a decrease of
PLN 3.6 billion in their income. Moreover, increased costs of obtaining revenue
will result in lower income of the whole sector of public finance obtained from
personal income tax. The loss will equal PLN 3.9 billion. The total share of all
levels of self-government in personal income tax is 49.93% (the loss of income
in self-government units in Poland will reach PLN 2.0 billion). Additionally, exe-
mpting persons under 26 from the income tax obligation will generate an annual
loss of PLN 2.1 billion. The total share of all levels of self-government in personal
income tax is 49.93%, therefore the income of self-government units will de-
crease by PLN 1.0 billion.

3. LAW REGULATIONS OF OPERATIONAL SURPLUS
AND ITS CRITICISM

In 2014 the lawmakers introduced a structure limiting the level of repayment
of financial obligations, expressed in Article 243 APF, thus abandoning the fixed
ratio formula which had been used by self-government units for many years. The
current formula establishes the limit of repayments that can be planned in the bu-
dget year, for obligations indicated in Article 243 APF. The lawmakers based it
on the category of operational surplus, which — in their opinion — honestly charac-
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terizes the financial situation of a self-government unit. In order to obtain greater
reliability of the result, the lawmakers decided that when calculating the self-go-
vernment unit’s ability to repay debt (maximum repayment ratio) data is taken
for a few years preceding the budget year for which we determine the maximum
repayment ratio. For relations determined for 2019-2025 this is a three-year pe-
riod, and for those for 2026 and the next years financial values will be related to
seven previous budget years (2019-2025). It should be remembered that in the
relation specified in Article 243(1) APF the lawmakers excluded the possibility
of adding to current income in a given year revenues from previous years (for ex-
ample due to budget surplus), which is contrary to the solution adopted in Article
242 APF. Therefore it is possible that the passed budget will maintain the relation
described in Article 242 APF, but the annual value of the ratio used in calculating
the maximum repayment ratio will be negative [Wotowiec 2020, 25-40].

The current regulations — the formula

According to the current valid regulation, included in Article 243(1) APF, the
decision-making body of the self-government unit cannot pass the budget whose
execution will cause that in the budget year and in each year following the budget
year the relation of total amount due in the budget year of: 1) repayment of in-
stallments of credits and loans specified in Article 89(1)(2—4) and Article 90 APF,
along with interests on credits and loans due in a given year, as specified in Arti-
cle 89(1) and Article 90 APF; 2) buyout of securities issued for purposes specified
in Article 89(1)(2—4) and Article 90 APF, along with due interests and discount
on securities issued for purposes specified in Article 89(1) and Article 90 APF;
3) potential repayment of amounts resulting from granted guaranties and wa-
rranties to planned total budget income will exceed an arithmetic mean from cal-
culated for the past three years relations of its current income increased by income
from sale of assets and decreased by current expenditure, to total budget income,
calculated according to the following formula:

(F! +IJ} a i S (D:'r,, g FSmy,_,— Wh,_, " Dhyo 4+ 5m,_-—Wh, -
o L 3 U::-l LII|:--.‘:
Dhr.'—.l +5”r.'|-'j == I:’i"”'l:'rl—.!-}
D'_n...:

where:

R — planned for a budget year total amount for repayment of credit and loan installments, spe-
cified in Article 89(1)(2—4) and Article 90 APF, and buyout of securities issued for purposes deter-
mined in Article 89(1)(2—4) and Article 90 APF.

O — planned for a budget year interest on credit and loans specified in Article 89(1) and Article
90 APF, interest and discount on securities issued for purposes specified in Article 89(1) and Article
90 APF, and repayments of amounts due to guarantees and warranties.

D — total income of the budget in a given budget year.

Db — current income.

Sm — income from selling capital (assets).

Wb — current expenditure.
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n — budget year for which the relation is determined.

n — 1 — year preceding the budget year for which the relation is established.
n — 2 — year preceding the budget year by 2 years.

n — 3 — year preceding the budget year by 3 years.

The relation expressed in Article 243(1) APF assumes that we compare two
values — annual debt repayment ratio (left side of the equation) and maximum
debt repayment ratio (right side of the equation). Debt repayment covers both ex-
penses and disbursements. The latter include: repayment of credit, loans and buy-
out of bonds, expenditure comprises payment of interest and discount on the abo-
ve obligations and additionally interest and discount on credit, loans and secu-
rities which finance the transitional budget deficit of self-government units. Cre-
dit, loans and securities as money claims are debt titles. Potential expenses due to
guaranties and warranties granted by self-government units are different, because
these obligations do not constitute a component of state public debt, but, as in-
tended by the lawmakers, they are reflected in the subject relation on the left side.
Expenses due to guaranties and warranties granted by self-government units must
be included in the plan of current expenditure in the budget resolution, according
to Article 122(1)(7) APF. It should be remembered that budget planning does not
comprise the whole amount that was covered with guaranty or warranty, but only
expenses to be paid in a given budget year, as in the concluded contract. If the
contract of the credit (loan) guaranteed by the self-government unit stipulates that
in the situation when the client stops repaying their debt, the sum of unpaid credit
or loan becomes due immediately and the self-government unit should secure in
its budget the whole amount of guarantee (in the plan of expenditure). This amo-
unt of guarantee must be taken into consideration when calculating annual debt
repayment ratio [Walczak 2019].

4. CHANGES IN THE SCOPE OF THE MAXIMUM DEBT REPAYMENT
RATIO SINCE 2020 — THE FORMULA MODIFICATION

Beginning with budgets and LFF passed for 2020 the maximum debt re-
payment rate forecasted for 2026 and further years will be established as ari-
thmetic mean (from the past 7 years) from the calculated relation of its current
income (Dbei), decreased by current expenses (Wbei) to the current income of
the budget. In addition to prolonging the period for which the arithmetic mean is
determined (from 3 to 7 years), the lawmakers modified the formula by eli-
minating income from sales of property and total income replaced the category
of current income (as well as on the left side). Moreover, all parameters on the ri-
ght side of the relation are subject to the following modifications [Wotowiec
2018, 129-40]: 1) the amount of current income — Dbi (the denominator of the
formula on the right side of the relation) — to which the difference between current
income and current expenditure is referred, is subject to decrease by subsidies
and means allocated to current goals (the amount of current income defined in
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this way is used in calculation, beginning from 2020); 2) the amount of current
income decreased by current expenditure — Dbei (the numerator of the formula
on the right side of the relation) — is decreased by subsidies and current means for
implementation of a program, project or task financed with participation of means
specified in Article 5(1)(2) APF (the amount of current income defined in this
way is used in calculation, beginning from 2020); 3) the amount of current expen-
diture — Whbei (the numerator of the formula on the right side of the relation) — is
decreased by: current expenses due to repayment of obligations contracted in co-
nnection with the debt title, other than credits and loans (Article 243(2)(3a) APF),
current expenditure on servicing debt and current expenditure on implementation
of a program, project or task financed with participation of means specified in
Article 5(1)(2) APF. The amount of current income defined in this way is used in
calculation, beginning from 2020, but decreasing current expenditure by amounts
of current expenditure due to repayment of installments of obligations included
in the debt title, other than credits and loans, concerns exclusively obligations co-
ntracted after 1st January 2019. The amounts of current expenditure when
calculating the relation for 2020—2025 is not decreased by current expenditure on
servicing debt (decreasing by current expenses on servicing debt will take place
when determining the relation beginning from 2026).

When preparing LFF for 2020 and the next years, each self-government unit
must establish the relation of the repayment of obligations applying two me-
thodologies. According to the content of Article 9(1) APF, for the 20202025 pe-
riod the determined relation of total amount of repayments and buyouts due in
a given budget year to planned current budget income cannot exceed the arithmetic
means for the relations between current income, increased by income from sale
of property and decreased by current expenditure to current income of the budget,
calculated for the past 3 years.

Therefore, it should be emphasized that ultimately self-government units will
determine the relation of the repayment of obligations following the formula be-
low:

(R+0) 1 Z" (Dbei — Whet)
—_—— X
Dh 7 i=1 Dhi

where:

R — planned for a budget year total amount for repayment of installments of obligations inclu-
ded in the debt title, as specified in Article 72(1)(2) APF, and buyouts of issued securities, excluding
amounts of repayment of credits and loans and buyouts of securities contracted or issued for the
purpose specified in Article 89(1)(1) APF and obligations defined in Article 91(3)(1) APF.

O — planned for a budget year current expenditure on servicing debt, including interest on obli-
gations included in the debt title, as specified in Article 72(1)(2) APF, interest and discount on se-
curities and repayment of the amounts resulting from granted guaranties and warranties.

Db — planned for the year for which the relation is determined, current income of the budget,
decreased by subsidies and means allocated to current goals.

Dbei — current income in the year preceding by i-years the year for which the relation is
determined, decreased by subsidies and current means for the implementation of a program, project
or task financed with participation of the means specified in Article 5(1)(2) APF.
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Dbi — current income in a year preceding by i-years the year for which the relation is de-
termined, decreased by subsidies and means allocated to current goals.

Whbei — current expenditure in a year preceding by i-years the year for which the relation is
determined, decreased by current expenditure due to repayment of the installments of obligations
included in the debt title, as specified in Article 72(1)(2) APF, current expenditure on servicing
debt and current expenditure on the implementation of a program, project or task financed with pa-
rticipation of means defined in Article 5(1)(2) APF.

When designing the budget for 2020 and LFF for 2020 and the next years we
need to establish the relation of the repayment of obligations using two me-
thodologies. According to the content of Article 9(1) APF, for the 20202025 pe-
riod the determined relation of total amount of repayments and buyouts specified
in Article 243(1) APF in the wording given in the amended APF, to planned cu-
rrent budget income cannot exceed the arithmetic means for the relations between
current income, increased by income from sale of property and decreased by cu-
rrent expenditure to current income of the budget. This means that: 1) the amount
of repayments (left side of the relation) does not include the amounts connected
with repayment of installments and servicing other obligations classified as credit
and loans on the basis of Article 72(1a) APF if these obligations were contracted
before the implementation of the new provisions (from 1st January 2019); 2) the
amount of current income, to which the amount of repayments is referred (the an-
nual repayment rate — left side of the relation) will be decreased by the amounts
of subsidies and means for current goals; 3) the amount of current income (the
denominator of the formula on the right side of the relation), to which the result
of the calculation from the numerator (Dbei — Wbei) is referred, will be decreased
by the amounts of subsidies and means for current goals; 4) the amount of current
income, increased by the amount of income from selling property, from which
the amount of current expenditure is deducted (the numerator of the formula on
the right side of the relation) will be decreased by the amounts of subsidies and
current means for the implementation of a program, project or task financed with
means specified in Article 5(1)(2) APF; 5) the amount of current expenditure de-
ducted from the amount of current income, increased by the amount of income
from selling property (the numerator of the formula on the right side of the re-
lation), will be decreased by: a) current expenditure on the implementation of
a program, project, or task financed with the means specified in Article 5(1)(2)
APF, b) current expenditure due to repayment of installments classified as credit
and loans, as far as they are obligations contracted after the implementation of
the Act on Public Finance; 6) for the year preceding the budget year for which
the relation is determined, we adopt the planned values shown in the report for
three quarters on the execution of the budget of a self-government unit, and after
the annual report is made — the values for this year, provided that in order to cal-
culate the relations for the previous two years we adopt the values obtained, as
given in the annual reports.

When determining the relation of repayment of obligations for 2020-2025,
self-government units still use budget values for three years preceding the budget
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year for which the relation is determined. Moreover, in the formula, on the right
side (the numerator) income from property is still reflected. Starting from 2020,
when determining the relation of repayment of obligations for 2026 and the next
years, self-government units will use a completely new method of calculating this
relation, in the subject relation (on the left and right sides) there will also be amo-
unts related to other obligations classified as credit and loans on the basis of
Article 72(1a) APF only as far as the obligations contracted after the implement-
tation of the APF are concerned (since 1st January 2019). At the same time, pro-
visions concerning exemptions from limiting repayment of debts (Article 243(3)
and (3a) APF) will remain unchanged.

CONCLUSIONS

According to Article 31, when determining the relation limiting the amount of
debt repayment in 2020-2025, current expenditure of the self-government unit’s
budget will be decreased by current expenditure on servicing the debt. The ado-
ption of this solution is connected with increasing the possibilities of contracting
and repayment of obligations by local authorities. However, it seems that this
change will not result in significant support for finances of self-government units
and increasing financial potential of municipalities. This is because only current
expenditure on servicing debt is exempted. This will, in most cases, be interest
on credit and loans. A more effective solution for ‘loosening’ the individual debt
ratio seems to lie in excluding — while determining this ratio — the amounts re-
sulting from repayment of installments of the credit and loans contracted by self-
government units or repayment of installments of other obligations of self-go-
vernment units classified as debt titles, which were contracted out of the necessity
to finance activities aimed at counteracting COVID-19.

Therefore it is possible to make an earlier repayment of the debt if the local
authorities have financial means from repayment of a loan granted earlier, free
cash, income from privatization or surplus from previous years. The Act states
that we can exclude from the ratio only earlier repayments, that is repayments
which have been originally planned for the future budget years. Repayments
planned for the budget year must meet the limitation requirement.

It is possible to restructure the debt, that is to replace one debt with the new
one, provided the costs of the new debt are lower than the costs of the re-
structured debt. The biggest disadvantage of the ratio specified in Article 243
APF has been eliminated since 2020. Now the creditworthiness is calculated as
an arithmetic mean of three annual ratios, which are made up from sums of cu-
rrent surplus and sale of property related to total income. This structure acco-
unts for the fact that the higher property subsidies (an element of total income,
which is the denominator of the fraction), the lower creditworthiness (that is the
value of the percentage constituting the allowable repayment in a particular
year). This is in spite of the fact that subsidies should not in any way affect cre-
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ditworthiness of self-government units. Beginning with budgets for 2020, the
right side of the formula is calculated as average from 3 last years of annual ra-
tios, which constitute a ratio of the sum of current surplus and sale of property
to current income for a given year, decreased by current subsidies from the EU.
In addition, current surplus in the numerator of this fraction will be corrected to
reflect both income and expenditure due to current subsidies of the EU. After
this change, EU subsidies (both current and capital ones) will have no influence
on creditworthiness. The left side of the formula is calculated as a relation to
current income decreased by current subsidies from the EU.

In 2020-2025 the sum of current surplus and property sale will be referred
to current income. In 2022 a significant amendment will be made in Article 242
APF —so far the requirement of this Article that current income should be higher
than or equal to current expenditure could be met by adding any free means at
the disposal of the self-government unit. Free means, according to the Act, de-
note means from credit that were contracted earlier and have not been spent.

In 2026 major changes will take place. Firstly, the period on the basis of
which the average operational surplus is calculated, will be prolonged to 7 ye-
ars, while the arithmetic mean will be replaced with weighted mean, secondly,
the numerator on the right side will be deprived of capital income from selling
property and expenditure on servicing debt will be excluded from current ex-
penditure on the right. Since 2026 the ratio will be calculated on the basis of
weighted mean from the past 7 years, while the first 4 years will have the weight
of 40% and the last three — 60%. Budget results for 2019 will be entered into
the ratio for 2026 with the weight of 6%, and the consecutive ones with weights
of 9%, 11%, 14%, 17%, 20% and 23%.*

Taking into account the needs of self-government units and the anticipated ef-
fects of the pandemic, it seems necessary to pass further legislative changes. Law-
makers should consider modifying the method of determining the individual debt
ratio of self-government units. What is needed in this scope is to exclude those
debt titles which increase the individual debt ratio of self-government units, con-
tracted in order to finance the deficit caused by expenditure caused by the virus
or expenditure for which there are no means in the budget due to the virus. The
necessity to contract further debt obligations is connected, inter alia, with lower
income from personal tax. Municipalities have lower incomes also due to the ac-
tivities taken with the aim of supporting local entrepreneurs, for example, re-
demption of real estate tax or rents.

The current structure of the ratio does not fully meet the challenges posed by
current problems. Many municipalities will not have the possibility of contracting
a new credit or another debt obligation. It seems that these obligations should be
temporarily neutral for Individual Debt ratio (IDR), firstly, due to specific circu-
mstances and role of municipalities in fighting the effects of the epidemic, and

8 Quoted after Gotaszewski 2018, 57-58.
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secondly, due to the purpose for which they are contracted. This postulate could
be fulfilled as in the content of Article 243a APF, according to which revenue bo-
nds are not included in the calculation of IDR.

It also seems necessary to implement changes in income of self-government
units by increasing it (especially as far as vertical transfers from the state budget
are concerned). The problem of insufficient financing of public tasks could be pa-
rtially relieved by increasing the share of transfers from the state budget (for exa-
mple general subventions) in self-government unit’s income, especially in these
areas of expenditure which require specific financing (for example education —
by increasing the education part of the general subvention).

It seems that it would also be helpful to create a complex system of refinancing
the already contracted obligations in order to finance the deficit of self-govern-
ment units. Such a system could be created by state financial institutions (state-
owned corporate bodies, funds which have capital ties with the Treasury, BGK,
etc.).
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