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Abstract
Purpose – This paper aims to determine whether local governments (LGs) use non-consolidated municipally
owned companies (MOCs), excluded from public sector entities and, consequently, from sub-national debt to avoid
fiscal debt limits. This paper contributes to the literature by analysing the fiscal debt rule’s impact on the off-budget
municipal activities in total and separate in different types of local government units.
Design/methodology/approach – This paper uses difference-in-differences and the system general
method of moments model with the Blundell–Bond estimator for dynamic panel data analysis of MOCs
owned by 866 Polish municipalities in 2010–2018.
Findings – This paper shows that theMOCs’ revenues support limited local public debt capacity by indebtedness
restrictions imposed on municipalities in 2014. As a result, less indebted municipalities have higher off-budget
revenues. The tightening of fiscal rules related to sub-sovereign indebtedness increased off-budget activities, but
that effect ismuch stronger in rural and rural–urbanmunicipalities than in urbanmunicipalities and big cities.
Originality/value – This paper contributes to the literature by exploring the fiscal debt rule’s impact on the
off-budget municipal activities in total and separate in different types of local government units. In this paper, the
authors combine theories relating to private and publicfinance; this is a novel approach and one that is also necessary
– as, in fact, theworlds of public and private actors intersect – as exemplified by the existence ofMOC.
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Paper type Research paper

1. Introduction
Municipally owned companies (MOCs) are organisations with independent corporate
status, managed by an executive board appointed primarily by local governments (LG)’s
officials with majority public ownership (Voorn et al., 2017). The new public
management philosophy (Humphrey and Miller, 2012; Lapsley, 2009; Christensen et al.,
2008) stimulated the decentralisation of local services provided to citizens through
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MOCs (Bastida and Benito, 2006; Shaoul, 1997; Coombs and Edwards, 1992). Although
this functional decentralisation requires an appropriate accounting tool, i.e.
consolidated financial statements, to provide a complete picture of this cooperation,
satisfying external accountability needs with separate rows to distinguish between
governmental and business-type activities (Pontoppidan et al., 2014). Albeit, public
sector consolidated financial statements have been implemented, on a mandatory or
voluntary basis, in various countries, i.e. Spain, Australia and New Zealand
(Bergmann et al., 2016), Poland is not the case. This is due to the provisions of the
Polish law on public finance (Article 9), which excludes companies (even those
operating in the area of public services and owned by the government or LGs) from the
list of public sector entities. Thanks to that MOCs are not public sector entities and
their assets and liabilities are not included in the consolidated financial statements of
Polish LGs and indebted reported by LGs.

This legislator’s decision influences the non-consolidation of municipal andMOC reports.
It is supported by the accounting theory on the costs and benefits of consolidating complex
financial or insurance subsidiaries. In light of the positive approach, Mian and Smith (1990)
show that consolidated reporting is more likely when parent–subsidiary activities are not
interdependent. They noticed that “consolidated reporting is closer to the end of the
organizational spectrum where the activity is performed internally, while reporting on an
unconsolidated basis is closer to the subcontracting end”. The MOC and local government
relationship can be undoubtedly described as closer to subcontracting.

Although MOCs enhance the efficiency of public services, Lorenzo et al. (2009), Alijarde et al.
(2012) and Cuadrado-Ballesteros et al. (2013) suggest that MOCs may be used by local politicians
for their opportunistic goals . This observation fits in with considerations in the second-
generation theories of fiscal federalism/decentralization, which notes politicians do not simply act
on behalf of the welfare of their constituents (Oates, 2005). The literature indicates that LGs use
MOCs and other autonomous agencies to transfer part of their expenses and debt to avoid fiscal
restrictions and especially legal limitations on indebtedness (Bennett and Dilorenzo, 1982;
Farnham, 1985; Grossi and Mussari, 2008; Grossi and Thomasson, 2011). These actions are
facilitated by a lack of transparency in these firms (Chan, 2003) and not being subject to
consolidation. Empirical studies have also shown that the crucial determinants of creating MOCs
and other forms of local public service outsourcing include fiscal stress related to a crisis,
increasing expenditure needs, decreasing revenues and the over-indebtedness of LGs (Bel and
Fageda, 2017; Cuadrado-Ballesteros et al., 2013). In other words, politicians use the MOCs to
comply with existing laws but not to give up high spending and low taxes – thus pursuing their
opportunistic goals. Therefore, this paper questions the local politicians’ behaviour in complying
with the public finance law. The phenomenon embraces opportunistic choices made by local
politicians. Such behaviour is rooted in formal compliance withfiscal law.

Moreover, unconsolidated financial reporting of MOCs allows for forming biased estimates of
the fixed claims in the parent firm’s capital structure. Exploiting this bias of debt ratios is aligned
with the off-balance-sheet financing hypothesis (Mian and Smith, 1990). Omissions of substantial
debt have led to the criticism that not consolidating subsidiaries is an essential factor in “off-
balance-sheet financing” (Comiskey et al., 1987). Most unconsolidated investees are “thinly
capitalised”, having debt/equity ratios above three-to-one (Mohr, 1988). As a result, conventional
liquidity, solvency and profitability ratios calculated from reported data will differ depending on
whether an investee is consolidated. Thus, investment decisions may be made considering how a
consolidated investee would affect the parent companies’ debt-to-assets (debt-to-equity) ratios
(Copeland and McKinnon, 1987). Beck et al. (2017) confirm this incentive for unconsolidated
subsidiaries’financial statements, contrary toMian and Smith (1990).
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In the present study, we aim to verify whether LGs use non-consolidated MOCs, excluded
from public sector entities and, consequently, from sub-national debt to avoid fiscal debt
limits implemented in Poland in 2014. We contribute by testing the off-balance-sheet
financing hypothesis and linking it to theories of public finance (namely, fiscal
decentralization) on the opportunistic behaviour of politicians. In our paper, we thus apply a
novel approach to combine private and public finance theories. This is necessary, as the
worlds of public and private actors intersect – as exemplified by the existence of MOC. Our
contribution to the financial accounting and public finance literature is through accounting
theory on the costs and benefits of consolidating complex subsidiaries and the off-balance-
sheet financing hypothesis. We provide evidence by identifying and explaining the fiscal
debt rule’s impact on the off-budget municipal activities in total and separately in different
types of local government units. In practice, all countries have LGs of various types – there
are LGs at different tiers with different responsibilities and revenues. The literature on fiscal
decentralisation indicates that these differences result in variations in the fiscal policies of
LGs (Goodman, 2019; Narb�on-Perpiñ�a and de Witte, 2018; Oates, 2005). Therefore, it can be
expected that the response to the introduced debt limits will also differ. However, this
problem is not yet recognised in the literature. Our study fills this gap.

LGs created MOCs, as they can use them to avoid fiscal restrictions and the debt limits
imposed by public finance because in Poland; MOCs are excluded from the fiscal debt limit
and LGs’ financial statements. Using MOCs, municipalities would transfer their
expenditures out of their budget and into the MOCs’ financial statements. However, MOCs
can expect their local public shareholders to compensate for their losses or bail them out.
Such expectations may motivate managers not to pursue efficiency or borrow excessively.
Hence, it is crucial to determine whether Polish municipalities use the MOCs to avoid fiscal
debt constraints and the determinants of such off-budget activity (expenditures and
financing).

We exploit the introduction of more restrictive fiscal debt limits in 2014 by using the
system general method of moments (GMM) with Blundell–Bond estimator for dynamic panel
data analysis of data retrieved from Statistics Poland, the budget statements of LGs and
financial and ownership data of MOCs from the Orbis database from 2010 to 2018. Using this
information, we can observe the MOCs’ revenues in the periods before (2010–2013) and
after (2014–2018) new fiscal rules were implemented to assess the effects of these budgetary
debt constraints. We expect that tightening limits on sub-national government debt led to
expanding off-budget activities to boost MOCs’ liquidity and capacity to serve debt borrowed
to avoid LGs’ fiscal debt constraints. Assuming no change in the relative cost burden of
off-budget financing compared to other funding, municipalities with lower debt capacity can
shift expenditures out of their budget. This way, LGs raise financing and the ability to serve
debt usingMOCs’ fees for the local public utilities.

Our results confirm that the corporatisation of municipal services is oriented towards
overcoming the indebtedness restrictions imposed on municipalities via off-budget revenues
gained by MOCs to cover the costs of off-budget debt and the local public utilities. The
revenues of MOCs have subsidised LGs’ financial needs under local public debt constraints
by the restrictive new rules. Consequently, tightening fiscal restrictions related to sub-
sovereign indebtedness increases the off-budget municipal activity conducted by MOCs.
Notably, LGs with a lower debt per capita (due to lower debt capacity limited by the new
fiscal debt rules) have higher off-budget activities. But the strength and significance of these
effects vary among types of municipalities.

The remainder of this article is structured as follows. In Section 2, we review the
literature on fiscal rules on local debt, their reasons and issues related to their effectiveness.
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After that, we provide a brief overview of Polish LGs andMOCs and describe the legal rules
pertaining to local debt. In Section 3, we describe the data sources and research design.
Thereafter, we present our empirical study in Section 4. Finally, the conclusions, limitations
and discussion are shown in Section 5.

2. Literature review
2.1 Fiscal rules and fiscal stress as determinants of municipally owned companies creation
Fiscal rules have been the subject of numerous theoretical and empirical studies. Due to the
great financial crisis in 2007–2009, the problem of controlling sub-national debt and
spending became even more tangible and present in political and scientific discussions. The
effectiveness of such rules is understood as the ability to reduce fiscal imbalances. Most
studies related to this problem have focussed on American experiences and highlighted that
those limitations on the size of states’ deficits are widespread (Alesina and Bayoumi, 1996;
Bohn and Inman, 1996; Poterba, 1994). However, in the past decade, there were discussions
on the effectiveness of fiscal constraints imposed on sub-national governments in Europe
(Delgado-T�ellez et al., 2017; Feld et al., 2011; Hopland, 2013; Potrafke et al., 2016) and
international comparisons were raised (Ahmad et al., 2017; Foremny, 2014; Kotia and Duarte
Lled�o, 2016; Wyplosz, 2012).

A significant problem in the literature is that rules may fail to induce fiscal discipline at
the subnational level due to complications in local–central fiscal relations (Inman, 2001;
Kotia and Duarte Lled�o, 2016). One of the fundamental reasons for the defeat of rules is fiscal
stress at a local level, related, for example, to vertical fiscal imbalance. The lack of sufficient
revenues to cover mandated responsibilities may cause increasing local debt and spending.
In such a case, fiscal rules may push LGs to different forms of “creative accounting”, wildly
off-balance sheet financing. Some authors have noted that the effectiveness of fiscal rules
can be illusory, as conventional measures of deficit and public debt are not an appropriate
measure of their effectiveness (von Hagen, 1991). It also relates to the problem of legal vs
economic analysis of public debt. As Granof (1984) noticed in US practice, judicial
interpretation of different forms of public debt was to permit form to take precedence over
economic substance. Moreover, the boundaries of what constitutes the public sector are not
particularly well-defined, ranging from statistical-based definitions designed to monitor
government activities for fiscal stability, to reflecting the diverging needs of a disparate
group of users. Heald and Georgiou’s (2000) study for England presented that attempts to
improve private sector consolidation methods face hurdles when applied in a public sector
context due to the added complexity of reporting based on political accountability and
economic substance. Therefore, some studies have indicated that the efficacy of such rules is
limited:

In some countries, the application of numerical rules has led to creative accounting practices aimed at
circumventing the rules, including reclassification of expenditures, accumulation of arrears, and the
use of public entities off-budget to perform government operations (Ter-Minassian, 2007).

It is worth adding that in the private sector, the introduction of numerical rules allowing a
choice of reporting methods also leads to creative accounting. Comiskey and Mulford (1986),
Ketz (2003) and Psaros and Trotman (2004) proved that the emphasis on bright-line rules for
accounting for equity investments motivated companies to keep their ownership levels just
below certain thresholds (50%) to avoid consolidation accounting. It allowed managers to
create misleading financial statements where liabilities were kept off balance sheets
(Duchac, 2004). Although Walker and Mack (1998) ensure that the broader adoption of
consolidation accounting has been associated with changes in statutory and other forms of
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regulation, Nelson (2003) highlights that imprecise standards (regulations) allow aggressive
reporting. The use of unconsolidated MOCs, excluded from the public sector’s entities under
the legal definition, for off-budget financing is the subject of analysis in our paper.

Hiding the scale of indebtedness or local expenditure through off-budget activity has
been observed in many countries with various local financing systems and traditions. The
explanation for this phenomenon is the opportunistic behaviour of politicians who thus
avoid regulatory or economic limits and are free to pursue a policy of high spending and
debt. An important reason for that hiding noticed in many studies was fiscal or debt limits
and fiscal stress. For example, Bennett and Dilorenzo (1982) noted that:

[. . .] state limitations on LG taxing and spending powers have resulted in billions of dollars of
debt and expenditures placed off-budget—in various off-budget enterprises—and beyond the
direct control and scrutiny of taxpayers in the US during the 1970s.

Furthermore, upon comparing states where new regulations related to local fiscal autonomy
were imposed, they determined that MOCs’ debts (not consolidated in financial statements
and not subject to the budgetary debt limit) were more extensive and growing faster than
on-budget debt. Other studies confirm this correlation (i.e. Warner and Hebdon, 2001;
Marlow and Joulfaian, 1989; Bifulco et al., 2012). Further analyses in the US context suggest
that the popularity of revenue bonds or off-budget debts issued by MOCs are strictly related
to the limits imposed on general debt (Bifulco et al., 2012; Bunch, 1991).

Notably, recent studies’ findings for some European countries are very similar. For
example, in Spain, the number of regional public enterprises increased by over 70% between
2000 and 2008 – a “shift effect” caused by the stringent 2001 budgetary stability law (Llera
and Garcìa Valiñas, 2013). Likewise, a study in Portugal conducted by Cuadrado-Ballesteros
et al. (2016) noted that more indebted municipalities use more off-budget enterprises. Also,
for Spain, Brusca et al. (2012) and Lorenzo et al. (2009) noticed that LGs more indebted use
MOCs more likely. Furthermore, Andrews et al. (2020) found that in England, governments
with higher grant and debt dependence are more involved in creating and using MOCs. In
Italy, the growing share in the equity (ownership) and control of firms by municipalities has
been defined as “municipal capitalism” and said to help the municipalities elude the hard
budget constraints imposed by a law implemented in 1998 (Boggio, 2011, 2012). International
studies also confirm conclusions from analyzes of individual countries. Fiscal stress or high
local debt make the creation of MOCs more likely. Bel and Fageda (2017) noted that the
recession after 2008 had a substantial positive impact on different forms of contracting out in
Europe.

According to the above literature review, MOCs are used by LGs under fiscal stress and
budgetary debt limits. This is an expression of opportunistic behaviours – LGs try to limit
the negative impact of fiscal stress and fiscal limits on their expenses volume. As shown
above, such actions were undertaken by LGs in various countries. However, the research
conducted so far does not show whether and how these opportunistic behaviours of LGs
differ among various types of subnational government (Zambrano-Guti�errez and
Avellaneda, 2021). Meanwhile, in each country, there are sub-national governments of
various kinds – different tiers as well as at a given level with a diverse scope of tasks and
responsibilities. Fiscal targets are defined by fiscal rules that address government deficits
and debt as indicators of the sustainability of public finances. However, they raise
coordination problems among the different levels of government, necessitating the adoption
of domestic fiscal rules considering the trade-off between public finance consolidation and
economic growth fostering (Monacelli et al., 2016). Therefore, knowing whether and what
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the differences in LGs policy are in response to fiscal stress and fiscal limits is vital for
coordinating complex budgetary relationships.

There is discussion in the literature on fiscal decentralisation relating to the efficiency
and, more broadly, the budgetary activities of local governments according to their type
(Goodman, 2019; Narb�on-Perpiñ�a and de Witte, 2018; Oates, 2005). When analysing the
types of local governments, it is worth referring to their vertical and horizontal structures.
The former refers to the number of levels of sub-national governments and the latter to the
number and scope of tasks of local units at the same level. LGs at a given level may be
fragmented (when there are many units) or consolidated (when there are few units).
Governments at a given level may also differ in their degree of concentration – that is, in the
range of tasks and revenues for which they are responsible. There is a fairly obvious
correlation between the degree of horizontal fragmentation and the scope of tasks of local
governments – the more units there are, and the smaller they are, according to the Oates’
correspondence principle, they will carry out fewer tasks (Oates, 1972). Small municipalities
are traditionally considered more efficient due to a better allocation of public expenditure.
That is possible thanks to a closer authority–citizen relationship which generates
competition among municipalities (Tiebout, 1956) or active participation in local civic life
(Ostrom, 1972). At the same time, these LGs have a smaller (than bigger LGs) range of
revenues and expenditures at their disposal. They are more transfer-dependent, which
means their flexibility to act within existing incomes and spending is lower. That is why we
can expect that smaller municipalities and those with fewer tasks and revenues will reach
for MOC to a greater extent under conditions of reforms tightening their debt limits than
larger municipalities with a greater range of tasks and incomes. In contrast, economies of
scale and scope occur in large local governments responsible for many public tasks and
revenues (Dollery and Fleming, 2006). Their budgets are more elastic and less liable to
external changes. Moreover, the scale and range of activity of these local governments are
conducive using different forms and ways of performing tasks, including the use of MOCs.
MOCs are more present in these bigger units in their everyday activity, especially related to
technical services. (Cuadrado-Ballesteros et al., 2016; Foged, 2016; Petersen et al., 2015) Thus,
it can be expected that, compared with smaller and fewer responsibilities and revenues LGs,
the introduction of tighter debt limits will not translate into sharp changes in the off-budget
activity of bigger LGs.

2.2 Local government and fiscal rules on local indebtedness in Poland
The most important sub-sovereign governments in Poland are municipalities – gminas
(2,412 units) and cities with county status (66 units). These governments are responsible for
critical public services, including primary schools, social protection, primary health care,
culture preservation, local transport and roads, water and sewage services and waste
management. Moreover, the cities with county status are responsible for municipal and
county services (secondary schools, hospitals, etc.) – so their scope of obligations is much
bigger.

To finance their obligations, LGs impose local taxes (the same for municipalities and
cities); they also receive a fixed percentage of the central taxes (on personal and corporate
incomes) collected in their respective areas, whereas cities receive municipal and county
shares. The most crucial portion of local budgets is covered by central government
transfers.

There are three administrative types of municipalities in Poland. Urban municipalities
where only metropolitan areas are located. Rural municipalities, where areas are rural in
class, and urban–rural municipalities are mixed in the kind of regions. All these
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municipalities undertake, according to law, the same obligations and are subject to the same
revenue sources. But in practice, differences in the size of the population and type of local
economy make them different types of units. Notably, significant differences can be seen in
the revenue structure of these units. Urban municipalities are the most autonomous – they
have the most own revenues and taxes. Rural municipalities, on the other hand, are the most
dependent on grants and subsidies. As Table 1 shows, the most outstanding group are cities
with county status. Not only are they the units with the largest population, but they also
combine the city and county rights, autonomy and responsibilities, as has been said. As a
result, their budgets per capita are considerably larger, and at the same time, they are the
most revenue-independent sub-governments in Poland.

Studies on the effectiveness of fiscal rules related to LGs and their off-budget activity
typically use comparative analysis. Two dimensions of comparison have been used: the
spatial differentiation of these rules (between municipalities in one country or
internationally) (Johnson and Kriz, 2005; Feld and Kirchgässner, 2008; Foremny, 2014; Kotia
and Duarte Lled�o, 2016) and comparisons over time (i.e. in the periods before and after new
regulations are imposed) (Banaszewska, 2018; Grembi et al., 2012; Llera and Garcìa Valiñas,
2013). We contribute to this literature by analysing such a change in the fiscal rules
concerning LG’s debt and Poland’s recent deficit.

In Poland, LGs could legally borrow from 1990, when they were established. Until 2014,
the level of debt was limited by two simple indicators – the same for every local authority.
The first rule said that the planned repayment of debt (sum of instalments and interests)
could not exceed 15% of LG revenue, and the second stated that the total outstanding debt
could not exceed 60% of annual revenue. In addition, the law on public finance tied from
1998 LGs’ debt legal capacity (rights to go into debt) to the borrowing practices of the
national government once the consolidated public debt exceeded 50% of the gross domestic
product. It should be noted that the law on public finance has also regulated what is
precisely included in public debt. According to this law (Article 72), only liabilities of public
sector entities are included. Among these entities, local governments and their associations
are listed. However, an explicit provision (in Article 9 of public finance law) has been
introduced that commercial law companies are not considered public entities. It is worth
adding that such a definition of government debt is inconsistent with the rules for
calculating general government debt in European Union regulations. According to
European System of Accounts 2010 paragraph 2.111, the general government “consists of
institutional units which are non-market producers whose output is intended for individual

Table 1.
Comparison of
different types of
LGs in Poland (data
for 2018)

Characteristics
Municipalities Cities with

county statusUrban Urban–rural Rural

Average number of citizens 25 061.2 14 300.7 7 062.3 190 657.2

Structure of main revenue categories in LGs budgets (%)
Own local revenues (taxes, charges) 30.2 26.1 22.2 32
Share in taxes 23.4 18.3 14.9 29.3
General grants 16.7 22.5 27.4 18
Specific grants 29.7 33.1 35.5 20.7

LGs revenues per capita (in PLN)
4 540.3 4 621.1 4 857.5 6 790.9

Source: Own calculation based on Local Data Bank, Statistics Poland
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and collective consumption, and are financed by compulsory payments made by units
belonging to other sectors, and institutional units principally engaged in the redistribution
of national income andwealth” (EU, 2019).

As a part of the consolidation policy, the law on public finance was revised in 2009, and
new regulations related to local debt were established. Local budgets were eventually
divided into two parts: operational and capital. Since 2011, the debt issue has been limited to
the capital budget. LGs’ debt size limits were also cancelled, and a new rule was added.

The debt amount allowed legally has been limited since 2014 by the individual debt ratio
(IDR), which is equal to the borrower’s capacity to repay it. LG’s debt capacity is the
maximum amount an LG can borrow and repay. In Polish law on public finance, LG’s debt
capacity is measured proportionally to its total budgetary revenues by the maximum
possible annual debt repayment ratio that LG can incur. The latter is a sum of instalments
and interests to repay as a share of its total budgetary revenues (Białek-Jaworska, 2021).
This new rule relates to the possible extent of debt repayment for every local unit given by
the following formula (Art. 243 of the law on public finance of 27 August 2009):

RIn þ In
Rn

#
1
3

Rcn�1 þ Rsn�1 � Ecn�1

Rn�1
þ Rcn�2 þ Rsn�2 � Ecn�2

Rn�2
þ Rcn�3 þ Rsn�3 � Ecn�3

Rn�3

� �
(1)

where:
RI = the total amount of principal payments for loans, borrowings and bonds planned for

the financial year;
I = interest on loans, borrowings and bonds planned for the financial year;
R = total revenue of the budget for a given financial year;
Rc = current revenues;
Rs = revenue from the sale of property;
Ec = current expenditures; and
n = the financial year for which the relationship is established.

This change was related to criticism of the previous legislation, which similarly treated LGs
with different debt repayment capacities. The IDR is designed to calculate this capacity for
each entity. The idea of the IDR refers to the literature and international practice of the past
decades on assessing the creditworthiness of local governments (Iacuzzi, 2021). This literature
emphasises that LGs should incur debt in such a way that it does not prevent them from
fulfilling their obligations, especially the current ones (Rivenbark et al., 2010). The three years
average calculated in the IDR relates to this idea. It shows how much the LG could generate
funds in previous periods after meeting these obligations. Obviously, this figure will be
different for each entity. The previous limit, which stated that the debt repayment for each LG
unit should not exceed 15% of its revenue, did not make such a differentiation. LGs have been
given time to prepare for this limit, which has been obligatory since 2014. According to the
Regional Chamber of Accounts (RIO) calculations, at the end of the old rules (late 2013), for
95% of LGs, the new limits were more restrictive if they were already in force in 2013.
Furthermore, in the case of 18% of municipalities and 17% of cities with county status, the
calculated IDR was below 5% – which means, in practice, there is almost no possibility of
incurring new debt (RIO, 2014). The fact that the IDR is more restrictive provided the basis for
the research conducted in our study. The emergence of such a restrictive limit allows us to
expect that, in line with the presented literature review, LGs will seek a way to circumvent it,
including usingMOCs.

LGs in Poland can use various organisational forms to provide their services.
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� public – consolidated in the budget – direct delivery of services by a municipality
and municipal establishment or local budgetary establishment; or

� private – off budget – by MOCs and contract services out to private entities.

In 2000, after ten years of transformation, there were 2,292 local budgetary establishments in
operation and approximately 1,345 MOCs with a municipality as the sole or principal owner
(MSP, 2002). The popularity of MOCs increases yearly, and over 2,100 MOCs were operating in
2009. MostMOCswork in the sewage andwater sector (ca. 26%) and communal housing (21%)
(MSP, 2010). In Poland, as noted above, MOCs are not subject to consolidation under public
finance law because of exclusion from public sector entities, but the Commercial Companies
Code regulates them. Therefore, their debt is not included in the fiscal debt limit and the local
public debt, nor is it limited by fiscal debt constraints. Thus, the more indebted an LG is, the
more it feels to seek additional funds beyond the fiscal debt constraints. It is becauseMOCs can
borrow as much as they need and charge users (inhabitants) to cover local public utility costs
free of any fiscal restrictions imposed by the public finance law on LGs. Consequently, LGs
may consider MOCs as an opportunity to avoid fiscal debt constraints via off-balance sheet
financing or as a tool to diversify revenues due to the user charges collected by MOCs for local
public services provided to inhabitants. Notably, the limits on sub-national government debt
are expected to expand off-budget activity using MOCs. Still, taking the differences in types of
LGs in Poland, this expansion may differ for various kinds of units. Through the analysis, we
verify the following hypotheses:

H1. Introducing the fiscal debt rule increases the municipality’s off-budget activity
throughMOCs.

H1A. The resistance to introducing the fiscal debt rule varies for different types of
municipalities (including cities with county status, urban, rural and urban–rural
municipalities).

Considering the conclusions from the literature review, we expect that the use of MOCs will
be more intensive the more severe the new limits for local government’s budget – that is,
when their own debt is greater:

H2. There is a substitution between municipal budget debt and off-budget activity
(revenues gained byMOCs).

Finally, in our study, we want to investigate the relationship between off-budgetary activity
and the debt of theMOCs themselves:

H3. Off-budget activity (revenues gained by MOCs) complements off-budget debt
(measured byMOC debt share in total municipal debt).

3. Research design
We aimed to verify whether LGs use non-consolidated MOCs, excluded from public sector
entities and-consequently-sub-national debt to avoid fiscal debt limits. It can be done by off-
budget borrowing and raising off-budget revenues to cover urgent financial needs of serving
off-budgetary debt and their inhabitants’ needs. Therefore, we first compare local
authorities that have (treated) and do not have MOC (control group) to check whether they
respond differently to introducing the fiscal debt limit. Furthermore, we focus on a
subsample of LGs owning MOCs to determine how the fiscal debt limit affects subsidiaries’
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off-budget activity in different municipalities, including cities with county status, urban,
rural and urban–rural municipalities.

3.1 Data
To achieve the goal, we used data from the Ministry of Finance, the Orbis database for
Polish MOCs (the ownership structure and revenue volume) and population size retrieved
from the Local Data Bank for 2010–2018. The former data source offers municipal financial
reports – LG’s surplus/deficit report – statement of LG’s surplus/deficit, LG’s revenue report
– RB27 and LG’s consolidated balance sheet – B-Cons. Using this data, we observed MOCs’
revenues (that measure the off-budget activity size) before (2010–2013) and after (2014–2018)
new fiscal rules were implemented.We excluded health-careMOCs. Finally, our total sample
contains data for unique 2,050 enterprises owned by 1,028 municipalities; however, their
numbers and ability to gain revenues varied over time (Table 2).

Table 3 presents detailed definitions and data sources of the variables used, whereas
Table 4 provides their descriptive statistics and correlation matrix.

3.2 Econometric model
To check whether the structural change occurred because of the new regulation or, for
example, because of changes over time in one of the included control variables, we perform
Difference-in-Differences (DiD) analyses. They measure the cause–effect relationship by
considering the mediation role resulting from the time trend of the other variables entered as
controls. Municipalities owning MOCs are treated, whereas those with no MOC create
control groups. It allows testing if the structural change occurs because of the new
legislation or, for example, a trend also observed in the other municipalities with no MOC
included in the sample. The other municipalities with no MOC (not being shareholders of
any MOC) experience no enforcement to increase off-budget revenues and gain off-budget
debt. Therefore, they have a having MOC dummy of zero. This approach creates different
subsamples of enforcement from year to year.

Next, we estimated the following equation at the municipality level using the Blundell
and Bond (1998) system estimator of the GMM for linear dynamic panel-data analysis:

OFF_ONlessgrantsOFFit ¼ a0 þ
X3
k¼1

/kOFF_ONlessgrantsOFFit�k þ b1ON_ popit

þb2Grantsit þ b3Debt_ per_capitait þ b4Debt_ fiscal_limitit�1

þb5Growthit þ b6time_dummyit þ year þ vi þ «it (2)

where:
i = indicates themunicipality;
t = time, t= 2010, . . ., 2018;
a0, a1, a2, a3, b1, . . ., b6 = the parameters to be estimated;
time_dummy = binary time effects variables for the following years from 2010

to 2018;
year = discrete variable equals 2010, 2011, . . ., 2018;
«it = the independent idiosyncratic error; and
vi = the variance of the panel-level effects.

To verify H1, H1A and H2, the key test variables were Debt_fiscal_limit and
Debt_per_capita. Debt_fiscal_limit is a dummy variable that identifies years before and after
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Table 3.
Definitions of
variables

Variable Definition Data sources

Dependent variable
OFF_ONless
grantsOFF

Size of off-budget activities measured as the sum of
revenues of municipal companies (MOC) owned by the
municipality i scaled by a sum of the off-budget
activities and the size of the municipality’s budgetary
Activity less transfers (grants)

Orbis
Ministry of Finance RB-
NDS (statement of LG’s
surplus/ deficit)
Local Data Bank

Test variables
Debt_per
capita

Logarithm of municipal debt scaled by the total
population

Ministry of Finance RB-
NDS (statement of LG’s
surplus/ deficit)
B-Cons (LG’s consolidated
balance sheets)

Debt fiscal limit Dummy variable that equals 0 in the years before the
new limits came to force (2010–2013) and one after the
new limits were implemented (2014–2018)

MOC debt share MOC’s debt share in a sum of municipal debt and
MOC’s debt

Ministry of Finance RB-
NDS (statement of LG’s
surplus/ deficit), Orbis

Control variables
ON_pop Logarithm of the volume of budgetary activity size

measured as the sum of current expenditure and capital
expenditure scaled by the size of the population of the
municipality i

Ministry of Finance:
RB-27 (statement of LG’s
revenues)
B-Cons (LG’s consolidated
balance sheets)
Local Data Bank

Grants A share of grants from the central budget in municipal
revenues

Ministry of Finance
RB-27 (statement of LG’s
revenues)
Local Data Bank

Growth Growth in total revenue of municipality i over time =
total revenue for year t/total revenue for year t-1

Ministry of Finance:
RB-27 (statement of LG’s
revenues)

Dependent variables in difference-in-differences models
Debt_all_rev_all Total on-budget and off-budget debt to total on-budget

and off-budget revenues ratio
Ministry of Finance RB-
NDS (statement of LG’s
surplus/ deficit)
B-Cons (LG’s consolidated
balance sheets)

Debt_per
capita

Logarithm of municipal debt scaled by the total
population

Change Total on-budget and off-budget debt to total on-budget
and off-budget revenues ratio less on-budget debt to on-
budget revenues ratio

Change/Debt_rev Change variable scaled by on-budget debt to on-budget
revenues ratio

Debt_all_rev
lessgrants_all

Total on-budget and off-budget debt to total on-budget
and off-budget revenues less grants

Test variables in DiD
did Interaction of the having_MOC dummy and Debt fiscal

limit binary variable
Orbis

Control variables in DiD
Having MOC Dummy variable that equals one if municipality owns at

least one MOC and 0 otherwise
Orbis

Source:Authors’work
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a new law on local debt limits comes into force, and Debt_per_capita informs on the level of
municipality indebtedness in relation to the total local population.
We also use a MOC debt share ratio, replacing Debt per capita, to test H3 using the system
estimator of the GMM for linear dynamic panel-data analysis (Blundell and Bond, 1998). For
this purpose, we estimate the model with lagged explained variables aligned with the
following equation (3):

OFF_ONlessgrantsOFFit ¼ a0 þ
X3

k¼1
/kOFF_ONlessgrantsOFFit�k

þb1ON_popit þ b2Grantsit þ b3MOC debt shareit

þb4Debt_fiscal_limitit�1 þ b5Growthit þ b6timedummyit

þ year þ vi þ «it (3)

Control variables considered in the analysis (Table 2) refer to municipalities’ characteristics
(i.e. budgetary activity size, grants from the central budget share in municipal revenues and
revenue growth).

Since the functional forms of the estimated models have the structure described by
equations (2) and (3), we will use the significance and sign of the b coefficients standing by
the respective variables to verify the hypotheses. Table 5 presents the expected
relationships required to confirm the hypotheses.

4. Results
Table 6 provides the results of DiD analyses confirming the fiscal debt limit leads to an
increase in debt ratios in treatment. Although the fiscal debt rule seems efficient because it
reduces debt ratios calculated based not only on budgetary data (Debt_ per_capita) but also on
hypothetical consolidated data (Debt_all_rev_all, Debt_all_revlessgrants_all), including off-
budget debt and revenues gained by MOCs, it increases debt ratios in the treated group. Thus,
this proves an expected structural change exists only in the control group, contrary to a treated
group of municipalities owningMOCs. Significant positive coefficients at havingMOC andDiD
variables prove that the fiscal debt limit introduced in 2014 increases debt ratios based,
including also off-budget debt and revenues. Furthermore, positive coefficients atDiD variables
in models for differences between consolidated (a sum of on-budget and off-budget debt-to-
revenue ratios) and parent’s debt-to-revenue ratios (Change and Change/Debt_rev variables) are
also positive and significant. They confirm that this fiscal rule motivates municipalities’ boards
to extend their debt capacity by MOCs’ debt capacity, i.e. their off-budget revenues and debt.
As a result, the off-budget debt-to-revenue ratios growmore contrary to fiscal debt restrictions.

Table 7 presents the panel data analysis where the municipalities’ financial condition
characteristics explain themunicipal off-budget activity.We controlled for the years after the new

Table 5.
Expected signs at
coefficients used to
verify hypotheses

Hypothesis Test variable Expected sign

H1, H1A Debt fiscal limit þ
H2 Debt_per capita –
H3 MOC debt share þ
Source:Authors’work
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fiscal rules were implemented. Notably, the off-budget activity scaled by a sum of the off-budget
activities and the size of the municipality’s budgetary activity excluding transfers (grants)
(OFF_ONlessgrantsOFF) was statistically higher after 2012 (a year before the new fiscal debt
limit was in force) across all municipalities. This finding supports H1 with lagged effects. A
negative coefficient for Debt_per_capita confirms the substitution between municipal debt and
off-budget activity, supporting H2. The lower the municipal debt per capita, the higher the off-
budget municipal activity measured by a share of revenues from local public services provided
by MOCs to total municipal revenues, excluding transfers. This outcome implies that restrictive
fiscal debt constraints cause municipalities to seek funds out of the budget via revenues earned
byMOCs. This is possible becauseMOCs are not consolidatedwith LG’s budgetary revenues and
expenditures under Polish publicfinance law and are included in thefiscal debt limit.

It was shown that the magnitude of off-budgetary activity of local governments to total
municipal budgetary and off-budget activity excluding transfers ratio is positively related to
the MOC’s debt share in a sum of municipal budgetary and off-budget (MOC’s) debt. It
aligns with H3. So it confirms that off-budget revenues and debt are used complementarily.
The findings show a negative relationship between municipal budgetary and off-budget
revenues that reflect demand for local government activity. So it seems that on- and off-
budget activity is at least partly substitutive. The importance of off-budget activity
increases with a lower municipality’s operational budgetary revenue and debt. The latter
relation is explained by insufficient debt capacity under the restricted fiscal debt limit.

The following Tables 8–9 present the results for analysis separately for the off-budget
activity of urban, rural and urban–rural municipalities (LGs), non-county municipalities and
cities with county status. Our database covers 2,477 municipalities, including 66 cities with
county status, 236 towns, 642 urban–rural and 1,533 rural municipalities (Table 2). For
clarity of presentation, we show two-step system GMM estimation results and with
Windmeijer’s (2005) WC–robust estimator.

Table 8 suggests that decentralisation through MOCs increases off-budget municipal activity
in rural and urban–rural municipalities after 2012, especially with lower fiscal stress, i.e. lower
grants share in the municipality’s operational budgetary revenue (Grants). The former supports
H1A significantly for rural and urban–rural LGs, contrary to urban LGs where coefficients at the
lagged debt fiscal limit variable are insignificant at a 5% p-value level. A negative coefficient at the
Debt_per_capita variable supports the substitution between municipal debt and off-budget
activity only in rural municipalities, aligning with H2. However, at a deficient 10% significance
level. Results in Table 8 point out that themagnitude of off-budgetary activity of urban, rural and
urban–rural local governments negatively relates to the budget’s demand for local public services.
This adds to the substitution between budgetary and off-budget revenues. Only urban–rural
municipalities experiencing higher growth in total revenue have relatively less need to increase
the off-budget activity volume. Faster growth in total revenue is associated with lower use of
off-budget activity only in the case of urban–rural LGs, contrary to urban LGs. The latter are in
higher demand for off-budgetMOCs’ revenues to support an increase in budgetary expenditures.

The results shown in Table 9 align with the findings mentioned above. Moreover, Table 9
provides weak evidence that urban municipalities with higher fiscal stress, i.e. higher grants’
share in the municipality’s budgetary revenue (Grants), increase off-budget municipal
activitythrough MOCs. Positive coefficients at the MOC debt share variable confirm H3,
regardless of the type of municipality. It affirms that off-budget activity (revenues gained by
MOCs) complements off-budget debt (issued byMOCs).

Table 10 presents the analysis of determinants of off-budget activity provided by MOCs
in non-county municipalities and cities with county status. Again, the positive coefficient
sign at the Debt fiscal limit lagged dummy variable gives no basis to rejectH1A. Tightening
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fiscal rules related to sub-sovereign debt increases municipal off-budget activity. However,
results for cities with county status are primarily insignificant, except for the model in
Column (3) in Table 10. The negative coefficient sign at the Debt_per_capita variable for all
non-county municipalities and cities with county status confirmsH2, which states that there
is a substitution between municipal budget debt and off-budget activity (revenues gained by
MOCs). The results presented in Table 10 also confirm H3 based on positive coefficients at
the MOC debt share variable. Thus, off-budget activity complements off-budget debt
establishing the assumed mechanism of MOCs usage by LGs under restrictive fiscal debt
limits. Estimations’ outcomes suggest that cities’ volume of off-budgetary activity is
negatively related to the demand for local public services measured by budgetary
expenditure, whereas in cities with county status positively associated with fiscal stress
(grants share in revenues). Non-county municipalities experiencing higher revenue growth
have more need to expand off-budget activity. However, we should treat this finding with
caution, as it is of low significance.

5. Conclusions, limitations and discussion
We contribute to the literature of the two strands of theory – relating to the public and
private sectors – by addressing the issue of introducing new fiscal rules on municipal off-
budget activity using non-consolidated municipal companies, excluded from the public
sector entities and therefore also not included in the fiscal debt limit. The empirical evidence
provided in the present study confirms that the corporatisation of municipal services is
oriented towards overcoming indebtedness restrictions via off-budget activity. This adds to
the literature on financial accounting, the off-balance-sheet financing hypothesis and the
costs and benefits of consolidating accounts. This is also referred to by theories in public
finance and reflects the opportunistic behaviour of local politicians who, through MOC,
maintain spending (and debt) action despite introducing fiscal rules. The identified actions
of local politicians indicate that, as in other countries, the necessity of consolidating local
government and MOC debt and revenues should be introduced in Poland. Whether this
should be done by consolidating entire financial statements remains an open question. The
costs of such consolidation may outweigh the benefits since the local government and the
MOC have different activities. In addition, local governments and private firms in Poland
are bound by different accounting standards; the former are overridden by budgetary
principles. This makes the alignment of the accounts of local governments and MOCs
difficult and costly. We added to the discussion in the literature by verifying the off-balance-
sheet financing hypothesis and exploiting the costs and benefits of consolidating accounts’
theoretical framework in different types of LGs. Our study showed that this effect varies in
local authorities of various kinds. The increase in the activity of MOCs was clearly more
substantial in smaller units (rural and urban–rural municipalities) and weaker in larger with
bigger budgets (urban municipalities and cities with county status). That difference may be
explained by the result of less elastic budgets and the inappropriateness of the rules (fiscal
law) in disciplining the accountability tool of that smaller units. Bigger municipalities,
whose scope of revenues is more extensive, may look for other (also on-budget) solutions to
avoid indebtedness restrictions (Goodman, 2019; Dollery and Fleming, 2006). That means
our study contributes to an essential discussion on fragmentation vs consolidation of LGs,
andmakes a new argument for bigger andmore consolidated LGs.

Essentially, the revenues of MOCs have subsidised local public debt. Consequently,
tightening fiscal rules related to sub-sovereign indebtedness incentives local politicians to
opportunistic behaviour by increasing revenues shifted off-budget. These are earned by
MOCs that are not included in the fiscal debt limit and are not consolidated with municipal
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budgetary revenues and expenditures. However, the effects are lagged because
municipalities have been informed about law changes since 2010 and prepared for new fiscal
debt constraints. Moreover, it is policy-relevant because the local politicians’ incentives
drive the choices (opportunistic behaviour) to increase off-budget activity and extends
opportunities to avoid the fiscal limitations imposed on public bodies. But, on the other
hand, the shift of municipal activity off-budget could undermine regional – and national –
financial stability due to the inappropriateness of the rules (fiscal law) in disciplining the
accountability tool.

Our results are in line with the conclusions raised by Granof (1984), Lorenzo et al. (2009) and
Brusca et al. (2012), which suggest that the creation of corporations aims to transfer part of
municipalities’ activity to these independent companies to comply with the restrictions imposed
on their debt. However, our research represents the first analysis of Poland’s fiscal debt rules’
effects on the off-budget municipal activity by non-consolidated MOCs. Thus, our findings
contribute to the existing literature, including Bennett and Dilorenzo (1982), Boggio (2011, 2012),
Llera andGarcìa Valiñas (2013), Cuadrado-Ballesteros et al. (2016) andAndrews et al. (2020).

We provide evidence of budgetary indebtedness restrictions influencing the choice of
how to acquire funds rather than the decision of whether to issue public debt. Municipalities
circumvent fiscal debt restrictions by engaging in certain activities outside their budgets,
except for urban LGs and cities with county status. Thus, indirectly, we identify the factors
that contribute to generating the corporatisation process to facilitate the opportunistic
behaviour of local politicians. The motive of corporatisation to escape from the traditional
municipal budgeting system with its built-in inefficient mechanisms of spending and
redistribution of resources is confirmed for Spain (Bennett and Dilorenzo, 1982; Blewet,
1984; Bunch, 1991; Marlow and Joulfaian, 1989), Germany (Bremeier et al., 2006) and Italy
(Grossi andMussari, 2008).

AlthoughMOCs’ debt was included in the fiscal debt limit in Spain, LGs were still looking for
alternative ways to gain financing off-budget (Chan, 2003; Cuadrado-Ballesteros et al., 2013). It
was possible to set up foundations to carry out off-budget activities because their debt allowed
avoiding the fiscal debt constraints (Cuadrado-Ballesteros et al., 2013). By comparing the Polish
case to the Spanish situation, we notice that MOCs’ debt inclusion in the fiscal debt limit is
insufficient if consolidated accounts are only voluntary and not very extended. In Spain,
municipal companies wholly owned by municipalities have been subject to consolidation only by
larger LGs since 2022. Based on empirical evidence, Cuadrado-Ballesteros et al. (2013) highlight
the need for stricter regulation in Spain, as politicians are increasingly using public foundations
for the same purpose they have used MOCs for in the past: raising external funds (Tellier, 2006).
By distinguishing between direct and indirect taxes, they conclude that municipalities that collect
high taxes from construction activities are not as interested in creating municipal companies as
those that do not. Moreover, as they do not increase the public debt to implement their policies,
they do not need to develop off-budget activities to hide institutional debt.

Finally, although off-budget financing reduces municipal indebtedness, policymakers
and decision-makers should consider that the aggregation process required by consolidation
can hide the losses of weaker subsidiaries in the group and downplay the profits of the
stronger subsidiaries, which can mislead creditors. Therefore, we should remember that the
corporatisation of public administrations via MOCs can cause future bail-out problems.
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