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Abstract

Although the most important steps of the transition in Hungary have already been completed, the evolution of the municipalities cannot be regarded as fully accomplished. Local authorities have to face increasingly with the growing pressure of urbanization, decentralization, democratization and hereby a requirement of finding the possible and appropriate way of financing local investments. Issuing bonds against raising the level of local taxes may be a successful alternative, in case of financing capital projects and taking the equitable burden of cost and access to benefits and the stabilization function of borrowing into consideration. The issuance of bonds may be preferable to bank credits even in case of the fragmented Hungarian local government system being supported by the efforts of the central government to eliminate the bad memories of insolvency situations in the 90’s.

1. Key challenges and opportunities for sub-sovereign governments

While the particular situation differs for every sub-sovereign around the world, it is important to understand the trends that affect these governments on every continent. These trends include: (Freire, 1999)
· Growing pressure of urbanization

· Historic tendencies toward decentralization

· Expanding democratization

· A surge in privatization

· Globalization that has been propelled by the Information Revolution

The five tendencies mentioned above result in an increasing demand for local participation and services that first of all can be carried out by raising the level of local investments. Since the savings of local governments are less and less able to cover the investment needs, it may arise the question of whether financing them by increasing local taxes or taking external borrowing.
 The present study is making an attempt to examine the advantages and disadvantages and practice of a specific type of borrowing, of the issuance of municipal bonds.
2. Why issuing bonds by local authorities makes sense 

Borrowing – more exactly issuing bonds - represents one possible and important way to finance local capital projects. The most important arguments for the issuance of bonds by local governments and against another forms of financing
 are as follows: (Swianiewicz, 2004):

· Equitable burden of cost and access to benefits: Borrowing over time is an effective way to overcome the problem of inequitable burden of costs among tax payers. Financing through issuing of bonds, there is an assurance that the most users will pay for the benefits either through local taxes or directly through user charges and hereby an optimal allocation of resources can be achieved.

· Benefits from accelerated local development can overshadow the cost of borrowing. Carrying out the investment as quickly as possible, operational costs (related to the given service) can be reduced.

· Stabilization of required budget resources: The volume of capital spending in local government units fluctuates from one year to another. If capital projects are financed from current revenues, the demand for resources changes over time as well. In countries where a large proportion of local revenues is raised through local taxes, an irrational fluctuation of local taxes rates may result.

3. Issuing bonds for what?

There is a common agreement that borrowing to cover current expenditures is acceptable only in very rare, specific cases – usually for very short periods – to cover deficits arising from uneven cash inflows within a budgetary year. The most typical arguments for maintaining a balanced operating budget may be summarized as follows (Dafflon, 2002):

· Borrowing for operating spending would lead to an unmanageable debt burden. It would quickly lead to the rolling over of loans and to very serious indebtedness problems reflecting a structurally imbalanced financial situation.

· Covering current costs from current revenues prevents the local public sector from growing beyond its optimal size. Borrowing can create a fiscal illusion and cause the demand for public services artificially high, since it reflects the supply financed partially by credit or bonds rather than by local tax effort.

· An unbalanced current budget may result in negative macro- and microeconomic consequences, since private investments could be crowed out.

As Musgrave (1959) argued, to follow the “golden rule” that borrowing is allowed for capital projects but prohibited for current purposes requires a clear distinction between the current and capital budgets of local governments. This system increases the transparency of local financial management. The separation of current and capital budget is generally followed in Western Europe but it is rarely the case in Central and Eastern Europe.

4. Generic categories of municipal bonds

Municipal bonds – similarly to commercial bonds - can be grouped based on three important points of view:

1. Security pledged to repay the debt

2. Marketability of the bond 

3. Issuance techniques

1, There are three generic categories of long-term bonds based on the security pledged to repay the debt (Freire, 1999):

· General obligation bond: Repayment is guaranteed by the “full faith and credit” of the issuing government. This means that the full taxing authority of the issuer is pledged to pay back the bonds.

· Project revenue bond: They are secured only by the expected stream of revenue from the project being financed. The issuer may be a sub-sovereign or some sort of public authority, such as a water authority, which is independent of the government.

· Dedicated revenue bonds: Bond repayments are guaranteed by a particular revenue stream, which is unrelated to the project being financed. For example, a bond may be backed by the pledge of funds from intergovernmental transfers which the sub-sovereign is due to receive, or by specific tax revenues such as liquor, sales or gas tax.

Municipal Bonds issued in Hungary generally are a hybrid type, because several laws limit revenue streams and assets available for debt service (Makay, 2004). The securities issued by local governments have been of the general obligation type in that they offer the full faith and credit guarantee of legally available municipal assets and income streams, regardless of potential project revenues. These municipal bonds have been slightly less than general obligation in the sense that, ultimately no covenant calls for increases in local taxes and other fees to the extent required making debt service payments.

2, Concerning the marketability of the bond domestic or international issuances can be distinguished. In the last years in Hungary – because of the dominant role in the issuance of municipal bonds of capital city Budapest, internationally issued bonds prevail.

Table 1.The structure of bonds issued by local governments, in 2001 prices 
1998-2002 (billion HUF)
	
	1998
	1999
	2000
	2001
	2002

	Bonds at domestic investors
	0,8
	0,9
	3,4
	4,9
	7,1

	Bonds at foreign investors
	15,2
	16,6
	19
	19,3
	20,6

	Total amount of long-term borrowing
	61,4
	76,6
	94,0
	130,3
	151,9


Source: Hungarian National Bank
3, Based on the issuance techniques there are public and private placements. In case of a public issue the bonds are offered to the public, while in a private placement commercial banks, financial intermediaries, insurance companies, investment funds and pension funds are the buyers. The greater part of today’s Hungarian municipal bond issues are private, where the most important buyers are banks. Hence, these can essentially regarded as bank loans in disguise.

Table 2. Comparison of Various Techniques of issuing Bonds
	Techniques
	Time needed for getting the funds
	Term
	Advantages
	Disadvantages

	1. Bond issuance, open, domestic
	Immediately
	Max. 5 years
	The principal repayment and interest payment can be more flexible. There is no spread imposed by a bank. For good investment purposes, citizens can be involved in bond purchasing.
	There are limited funds that can be involved. It is relatively costly to organise the issuance; there is a lack of expertise; there is a bad image to it domestically.

	2. Bond issuance, private placement, domestic
	Immediately
	Max. 5 years
	More flexible than bank loans.
	There are limited funds that can be involved.

	3. International bond issuance


	Immediately


	May be over 5 years


	The principal repayment and interest payment can be more flexible. More funds can be involved.
	Exchange rate risk. The conditions depend on the country s credit rating. It is only worth when large amount of funds is involved.




Source: Vígvári (2003) pg. 251
5. Legal regulation of issuing municipal bonds

The Act on Local Self-Government (1990/LXV) allowed the free borrowing of municipalities – without the permission of Central Government- , however later in 1996 the following legal restrictions were formulated:

· Municipalities are not permitted to meet their debt service obligations from Personal Income Tax Revenues, Normative State Contribution, Central Subsidies or by selling Core Assets.

· Total debt (bank loans, municipal bonds, lease) can not exceed the Corrected Current Own Revenues (= 70 per cent of the positive difference between current own revenue and short term liabilities)

By the turn of 1994-95 the Hungarian municipal sector has began to go into debt, therefore a careful regulation of the money and capital markets relations of the municipalities and the procedural order to be followed in case of insolvency was inevitable. In 1996 a bankruptcy law for municipalities (Municipal Debt Adjustment Act, Law XXV) had been prepared and come into force.

Issuance and trading of local governments bonds are regulated by the Act on the Capital Market, whose first version came into effect in 1997. There are no significant differences in the issuance and trading of the municipal bonds and other securities that embody a loan. Public offerings require the publication of a prospectus and bond offer announcement, both of which are subject to approval by the Supervisory Commission.  In a public placement the minimum amount for a bond issue is HUF 10 million.

The Securities Act does not regulate private placement of municipal bonds, therefore the Supervisory Commission has introduced specific regulations:

· The minimum amount of a private issue must be HUF 5 million 

· Investors must be specified in advance (with a letter of intent)

· A brokerage firm must be employed in the transaction

Issuing bonds increases the administrative costs of borrowing. The local governments have to provide more detailed information for the investors than they would in the case of bank loans (e.g. preparing a prospectus, publishing a report every year to the Supervisory Commission, and publishing Extraordinary Information where important changes occurred in the project or in the local government).

6. Borrow from a bank or issue debt?

Even if borrowing appears to make the most sense, the type of borrowing that is most appropriate to finance capital projects needs to be considered. For example, the simplest way might be to borrow through a local or national bank. An alternative method would be to issue debt in either the domestic or international capital markets.

· Sub-sovereigns can get all the funds they need up-front through the bond offering and are not subject to partial payments based on a bank’s monitoring of the project construction progress.

· Bonds allow longer maturity debt than bank loans. 

· They may indeed provide a cheaper source of capital, especially when, the offering is backed up by a robust dedicated revenue source. There are lower prices, low interest rates available because of marketability

· There is a higher degree of freedom in using the funds

· Domestic bond markets can provide an added source of financing that can tap into the wealth of a wide range of players, from individual investors to pension and mutual funds.

· The distant nature of the relationship between bondholders and issuers can enhance both the efficiency and transparency of government operations.

The advocates of bond’s issuance, however, do not reckon with the fact, that the 

· Sub-sovereigns needs to work on necessary risk management (consider interest rate and foreign exchange rate risk), however the conditions related to staffing, experience and material resources required for a well-founded local management are still missing in many places.

· Auditing and other costs (procedural fee for supervision, trading cost, the fee for taking it to the stock exchange) make this instrument a great deal more expansive

· Money is all available at the same time, there is no way or possibility for scheduling it.

7. Conclusion

During the process of the transition to a market economy and with the increasing difficulties of the central budget, a greater share of public service provision has been transferred to the local level. The Act on Local Authorities assigns responsibility for providing public services in an extraordinary large range, even by international comparison. Partly owing to the insufficiency of funds for operation (the real value of normative subsidies declined drastically) and partly because of development policies more ambitious than what had been seen during the first period, there is an increasing demand for external sources.  

Bond issues –as a possible answer to the increasing demand of municipalities for credit- seems to be a favourable instrument for financing. The most important advantage of this financial asset is to gain local sources from several actors of the capital markets. Concerning costs, for municipalities more favourable conditions could be achieved if municipalities join forces. The marketability of the bonds can be enhanced if more information would be available for local governments to be familiar with the characteristics of this financial option.
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� Total investments undertaken by local governments amounted to roughly from 2 to 3% of the GDP of Hungary between 1997 and 2003, and on average only an amount of 0.8% of GDP could be financed by the savings of local authorities (World Bank SNDP report, 2003).


� First of all by raising the level of local taxes


� The enforcement of the law is a different question. In 2002 there were four cases of local governments obtaining loans in spite of the fact that they were above the limits (Balás-Hegedüs, 2004).
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