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INTRODUCTION

Municipa development funds are financid intermediaries that provide credit to loca governments
and to other inditutions investing in locd infrastructure. Around the world, more than 60 countries have
established financid intermediaries of thiskind. In larger, federd nations such as Brazil and India, individud
gates often have established their own municipa development funds. Both the World Bank and the Asian
Deveopment Bank have announced that they intend to rely more heavily on municipa development funds
asakey part of their strategy to help finance loca investment needsin Asa

The development of municipa credit systems has assumed speciad importance because these
systems stand at the crossroads of three of the most fundamenta devel opment trendsin the region. Rapid
rates of urbanization have escdated the scale of infrastructure investment requirements. It has been
estimated that an annua average of US$280 hillion will have to be invested in Asian urban infrastructure
over the next 25 years, and that somewhere between 29,000 crore and 44,000 crore will be needed in
India adone over the next five years! At the same time tha invesment needs are mounting,
decentralization initiatives are transferring greeter responsibility for investment choices and investment
financing from centrd government to locd and tate governments. Fiscal adjustments are impdling dl
levels of government to try to reduce their budget deficits; one of the favorite instruments of deficit reduction
has been to replace government subsdies with market-rate lending in the financing of infrastructure projects.

All of these factors have raised the stakes involved in finding effective ways to provide locd
authorities with loans to finance capitd investment. The god is not merely to give municipalities access
to credit, but to do so in amanner that increases the efficiency of locd invesment and reinforcesfinancid

! These estimates are from Asian Development Bank, Urban Infrastructure Finance, A New Vision: Devolution and
Market-Based Mechanisms (April 1996) for Asia, and the Zakaria Committee and Planning Commission for India. See Ldlita
D. Gupta, Financing Urban Infrastructure: the I ssues (February 1996, IDF-Infrastructure Services Review).




sector reforms in the rest of the economy. Municipa development funds are typicaly envisoned as
trangtiond ingrumentsin this effort. They are intended to prepare the way for salf-sustaining municipd
credit systems that can tap domestic and internationd capitd markets for financing. Meanwhile, they
are adminidratively convenient inditutions for donor agencies and centrd governments to channe funds
through. They tend to replicate on adomestic scale the operations of multi-lateral development banks.

MDFs dlocate loan capitd to loca government investment projects following procedures very smilar
to those that the World Bank and regiond development banks employ in internationd lending, while
reeching far more loca authorities and smadler investment projects than it would be efficient for
internationa inditutions to try to finance directly.

Unfortunately, however, few developing-country MDFs have either evolved into market-
oriented suppliers of credit capable of mobilizing private sector savings, or have smoothed the way for
private sector participation in the municipal credit market. Most have remained specidized and isolated
channdsfor internationa donor or Government funding. Paragtatd indtitutions that draw only on public
sector funds cannot finance the magnitude of urban investment needs that have been identified.
Moreover, they run againgt the policy trend of liberdizing financia markets. In effect, they subgtitute
government loans for government grants. This Stretches the public sector budget, but leaves largdy
unchanged the process of mobilizing and alocating capitd.

As India prepares to degpen its use of municipa development funds, it may be helpful to take
stock of internationa experience with these indtitutions, and to assess why some have succeeded but
many have failed in preparing the way for broader, market-oriented municipa credit systems.



. INTERNATIONAL EXPERIENCE WITH MUNICIPAL DEVELOPMENT FUNDS:
THE KEY ISSUES

Municipd development funds display a great ded of variation in their ingtitutiond structure.
However, dl must perform certain functions. They must:

* Raise capita

* On-lend capital to municipdities or other inditutions inveding in loca  infrastructure

projects

* Collect debt service payments
The way in which an MDF performs these functions will determine whether it helps or hinders the
development of an overal municipd credit sysem.

This section reviews internationd experience with MDFs, emphasizing the fundamentd functions
described above. It isbased upon examination of 25 separate devel oping-country MDFs, as well as
the systems that support credit financing of loca investment projectsin Western Europe, Japan, and the
United States. The MDFs from developing countries and the restructuring nations of Eastern Europe
that were examined are listed in Annex A. To avoid excessively complex tables, 10 of the MDFs have
been sdected for summary descriptions in the text tables. These MDFs are representative of the
geographica and financia digtribution of the entire sample,

In andyzing issues of MDF design, it is convenient to gart with the loan repayment process and

work backward to theraising of capita. Borrower creditworthiness lies at the heart of al credit systems.

Unlessthereis ahigh probaility that municipa loanswill be repaid, private savings inditutions will not
voluntarily commit capitd to the municipa sector.



L oan Repayments and Municipal Creditworthiness

Table 1 summarizes the loan repayment experience of a representative group of developing-
country MDFs. Repayment rates can be seen to vary grestly across funds® On balance, however,
municipa lending by MDFs carries agood ded of financid risk. Most of the municipa development
funds enjoying high repayment rates benefit from specid types of loan guarantees. Loans backed only
by municipdities “full faith and credit” pledge to repay debt from loca revenues have proved risky.
Non-performance rates run well above levels that would be commercidly viable, unless lenders were

compensated by steep risk premiums added on to interest rates.

2 An attempt has been made in Table 1 to standardize the measurement of non-performing loans, by counting as non-
performing the total principal and past-due interest amounts on all loans that are 60 days or more behind originally
scheduled payment. However, reporting on loan delinquencies varies greatly across countries and across funds.
Moreover, non-performing loan trends, as reported, can fluctuate significantly, both in response to actual payment
experience and as the result of forgiveness of outstanding loans or rescheduling of payment dates.



Indeed, MDFs often introduce new, politica risks into the municipa credit system, making it
more difficult for market-based lending to begin. In some of the MDF systems, non-payment of debt
sarvice carries no Sgnificant pendty. Municipditiesin default can continue to receive grants from centrd
government and frequently continue to receive new loans from the MDF, even though outstanding loans
are not being repaid. Municipdlities faced with tight budgets may fdl into the habit of negotiating with
centra authorities over debt-service waivers or debt rescheduling. A new loca adminigtration may argue
that a previous adminigration, controlled by a different party, undertook the origina borrowing, and thet
the current administration should not be obliged to repay debt incurred for aproject it did not favor.
Repayment becomes particularly problematic on projects where local authorities fed they were not
involved in the investment decison. Centrd authorities may have desgned and built a project, after
minimal consultation with loca government, then financed the project asa*“loan” to the loca authority
through the municipa development fund, rather than as a capita contribution to the locd infrastructure

base.

® Anillustration of the use of MDFsto substitute loan finance for grant finance can befound in Indonesia’ s Regional
Development Authority. The RDA is operated by the Ministry of Finance. Its primary function now is to finance
investment in local water supply and distribution projects. Formerly, these projects were devel oped and constructed by
the central Ministry of Public Works, using Government funds. Then, it was decided that the projects should be put on
afinancially self-sustaining basis, with capital costs covered by Government |oans made through the RDA, which were
to berepaid from tariff income. Although the Government of Indonesia has made stridesin increasing local participation
in project design, initially water projects continued to be designed, built, and paid for by central authorities. However,
the cost was entered as aloan to be repaid by the local water authority.



Tablel

L oan Repayment Experience
Selected Municipal Development Funds

L oan Non- Automatic

Country Performance | Intercept Remarks

and MDF Rate Guarantee

Brazil 2% Yes Loans are collateralized by value-added transfers from state to local

PrAM/PIMES government. The state bank deducts debt service payments directly
from municipalities accounts.

Colombia 2% Voluntary in | Municipalities open specia account to deposit inter-governmenta tax-

FINDETER loan contract | sharing transfers. Bank has right to access account. Municipal loans
are made and payments collected by private commercia banks.

Czech Republic 0 No Municipa property commonly used as collateral. Loans are made

MUFIS and payments collected by private commercial banks.

Ecuador 2% Yes Loca government loans are collateralized by local government

BEDE accounts at central bank. These receive all government transfers as
well as all local government own-source revenues. Repayment of
BEDE loans has first claim.

Honduras 50%+ No No collateraization. BANMA does have the right to intervene in local

BANMA tax collections if loans are delinquent. 1t can establish alocal office
and use incremental tax receipts to repay itsloans. BANMA
continued to make loans to local authorities in arrears. Performance
now improving.

Indonesia 30% No No collateralization

RDA

Jordan 30% Yes Collateralized by government transfers. However, bad loans joined

CvDB with afalling economy that reduced transfers produced a situation
where delinquent loan payments for many municipalities exceeded
central government transfers and the quarter system broke down.
Performance now improving.

Kenya 80%+ No LGLA continues to make new loans to municipalities in arrears.

LGLA Forms part of an interlocking bad-debt situation, where state also
fails to pay amounts legally due to municipalities.

Morocco 20% No Local budgets must provide for loan repayments before they will be

FEC approved by central government. Central government implicitly
guarantees commune loans through official approva of municipal
budgets and control of transfers. Municipal enterprises (regies) have
not participated in central government budget review and implicit
guarantee. Rising aerugos led to requirements that regie loans be
guaranteed by local municipality.

Philippines 20% No MDF has the legal right to impose intercepts, but has not exercised

MDF this right.




The resulting controversies throw loca debt servicing into the politica redm. The fact that MDFs
typicaly are owned and operated by governmenta ingtitutions makesit amost impossible for them to dedl
with municpditiesin acommerdd manner. Mos MDFs have control over discretionary subsdy funds thet
they can use to match municipdities market-rate borrowing or to write down interes rates. Their
combined control over subsidies and credit invites borrowers to try to obtain alarger subsidy mix, either
before the fact by negotiating more favorable financing terms or after the fact by pleading poverty and not
meaking full loan repayment. The politica risks that emerge tend to discourage other entities from entering
the municipd credit market. In Honduras and the Philippines, as well as in some other countries,
commercid banks reported that they higtoricaly had lent smal amounts of fundsto loca governments or
to neighborhood associaions for water ingdlation or other neighborhood improvement projects, with good
repayment results, but that they had withdrawn from such lending because of the increesingly erratic
repayment record of municipaities to the MDF and the high-profile controversies that had erupted over
municipa debt servicing.

Two of the MDFs with the best repayment records--MUFIS of the Czech Republic and
FINDETER of Colombia--are second-tier financing inditutions which lend to municipdities through private
commercid banks. The private banks assess municipd creditworthiness, assume dl credit risk, and collect
loan payments usng standard commercia methods. (See Section IV for further discussion of these
ingtitutions.) These practices have produced very good loan repayment records. However, private-sector
banks willingnessto lend to the municipal sector a their own risk requires that severa pre-conditions be
met. Municipdities must have dable sources of revenue. Financid sector liberdization must have
proceeded to the point where private lenders can made their own decisions about credit alocation, based
upon ther analyss of risks and returns, without government steering of capitd. Inflation must have
moderated to the point that intermediate-term lending isfeasible. If these conditions have not been met, a
country cannot "jump ahead" to private-sector municipa lending, merely by establishing an MDF that
supplies banks with a sectora line of credit.



Attempts to Reduce Credit Risk: Loan Ceailings

The poor repayment record of municipa development funds has led governments and externa
donorsto look for structural festures that can enhance the creditworthiness of municipa lending.

One common gpproach has been to establish numerica guiddines that would automaticaly identify
prudent borrowing ceilings, based on amunicipdity’s capacity for debt repayment. The guideines are often
transferred from municipa credit analyss sandards applied in developed countries. For example, severd
municipal development fundsin Latin America, including the Urban Development Fund of the State of Rio
Grande do Sul, Brazil, and the Municipd Development Program administered by the Ecuadorian
Development Bank, limit total debt service (including debt service on MDF loans) to 15 percent of a
municipdity’s revenues, usudly defined to exclude one-time or discretionary grants from the State. The 15
percent threshold for debt service traditiondly has been abasic guiddine for determining prudent levels of
municipa indebtedness in the U.S. municipal bond market. The Cities and Villages Development Bank
(CVDB) of Jordan and the Communal Infrastructure Fund of Morocco (FEC) have adopted the basic
credit assessment procedures used in France. These project amunicipdity’s budget surplus from existing
operations, or its“management surplus,” then limit new municipa debt to levels that can be serviced within
thissurplus*  In Colombia, fear of excessive loca borrowing led the Central Bank during part of 1995 and
1996 to impose athree-tier municipa borrowing celling, based on theratio of loca debt to tota municipa

income and theratio of debt service to “free” or uncommitted municipa revenues.

* For example, Jordan’s Cities and Villages Development Bank cal cul ates the capacity to service additional debt by
projecting amunicipality’s current revenues from transfers, taxes and fees, then subtracting projected expenditures on
recurrent operating costs, service on existing debt and capital investment financed from recurrent revenues. The
difference isthe management surplus. Local authorities are permitted to borrow up to the point that would absorb 75%
of this management surplus.



Numericd ceilings on borrowing can help MDFsresst municipa entreaties for unredigticaly large
loans. However, ceilings of this kind have been only moderately effective in improving overdl debt
payment. The rules of thumb that make sense in assessng municipa borrowing capacity in developed
country markets often have less rdevance in assessng credit risk in developing countries.  Loca
governmentsin developing nations typicaly have far less control over the revenue Sde of their budgets than
istruein the United States. Mogt of their revenue consists of revenue sharing and grants from centra or
date government. At the same time, tax-sharing arrangements between centra government and local
authorities tend to be less stable and less predictable than in Western Europe, where intergovernmental
flows dso figure very importantly in local budgets. For example, in 1992 centraly collected persond income
taxes in Hungary and Sovakia were alocated 100 percent to locd governments. By 1995, centrd
government, confronted with its own budget deficits, had dashed the share of persona income tax receipts
alocated to loca governments to 30 and 25 percent, respectively. Comparably abrupt changes in
intergovernmentd financing can be found in other regions. In this environment, traditiona debt ratios are

not very reliable indicators of loca governments' future capacity to service debt obligations.

Eagerness to dishurse loan funds, especidly in projects financed by internationa donor agencies,
can further erode the utility of credit limits or advance credit analyss. Jordan's CVDB, for example,
adopted credit limits based on future, projected income, after aWorld Bank report found that the previous
system of establishing credit ceilings resulted in dow disbursement of donor funds. However, CVDB'’s
projections of municipdities future revenue growth and income from new municipa investment projects
were highly optimigtic, leading to overstated projections of future operating revenues and hence
overstatements of municipa capacity to service debt. The CVDB eventudly had to waive debt service
payments for two years for dl municipdities and restructure most of its outstanding loans.



Guarantees

Theinability to fully protect debt repayment through borrowing ceilings or advance credit analysis
has prompted lenders, including municipa development fund lenders, to look for guarantees that would

protect their loans.

Thefirg preference of lendersis a centrd government guarantee. Occasiondly, an explicit, open-
ended government guarantee has been provided. The first municipa bonds issued in Hungary &fter the
collgpse of the Communist government, for example, were supported by an explicit nationd government
guarantee. More often, the government guarantee isimplicit. Under the French municipd finance sysem
in effect until the mid-1980s, the central government reviewed and approved municipa budgets, including
plans for municipal borrowing. It was thought that this systlem carried with it a government commitment to
guarantee municipa debt repayments, through specid funding assstance and management intervention in
the event of threatened default, as had been the practice for many years. However, with the fisca
decentraization of the 1980s, the central government guarantee disappeared. A large volume of
outstanding municipa loans had to be restructured when municipalities encountered difficulty in repayment.
This experience has raised questions in some North African countries, whose MDFs are modeled after the
origind verson of the French municipa credit sysem, as to whether the implicit sate guarantee for
municipa borrowing, based on smilar dae review and approva of locd budgets, will survive
decentrdization initiatives

Perhaps the mogt effective form of municipa |oan guarantee has been the intercept provison.
Thee give thelender first dam on intergovernmentd transfers otherwise due to the municipdity. Intercepts
of thiskind can be found in anumber of Western countries. The mgority of Satesin the United States now
have intercept laws, which dlow distressed centrd city governments or distressed school didrictsto assign
to lendersfirg claim on gate aid to the borrowing jurisdiction, if the municipdity or school didrict is not
current in its debt payments. This form of guarantee has opened the credit market to jurisdictions that

would not otherwise have access to it, and has lowered their interest costs. 1n the Netherlands, municipa
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borrowing through the Municipad Bank of the Netherlands is secured by the common Municipa Fund,
through which central government ad is distributed to loca authorities. The Municipd Fund in effect
guarantees each municipdity’ s debt repayment, reducing the amount of funding available for digtribution to
al municipdities as grant assstance in the event that aloan guarantee has to be utilized.

In developing countries, intercept provisons have been generaly successful in reducing municipd
arears. Table 1 shows that most of the countries with intercept arrangements have arrearage rates of
2 percent or less. Loan repayment rates remain high even when lenders, asin Colombia, cannot access

centrd grant funds directly, but must enter into voluntary contractud arrangements with municipa
borrowers to have grant transfers deposited into a specia loca account which can be drawn upon by the
lender in the event that debt service payments are not made in full and on schedule. The importance of
intercepts in securing loan repayment has led severd M DFsto incorporate coverage requirementsinto their
loan authorization procedures. The state MDFsin Brazil, for example, where municipd loans are secured
by intercepts of state-collected VAT revenues, contain provisions requiring that amunicipality must have
aufficient VAT trander entitlementsto collateradize al debt service.

Although intercepts have been effective in reducing municipd loan arrears, they are not without
problems. An intercept arrangement does not overcome the risk that a state or centrd government will
dragticaly reduce the intergovernmenta transfer that serves asloan guarantee. Theloans made by Jordan's
CVDB were secured by intercept authority. However, when the economy turned down and
intergovernmentd transfers were cut, these proved insufficient to fully cover debt service obligations. The
risk that centra authorities will reduce locd tax-sharing receipts or grant transfers can be protected againgt
only by other types of messures, such as a congtitutional provision stipulating local transfer entitlements,
or atrack record of stable transfer policy.

® |n Brazil and Colombia, aswell as several other Latin American countries, local entitlements to specific
shares of national tax collections are now spelled out in the Constitution.

11



A more fundamenta shortcoming of intercept provisons is that they frequently fly in the face of
decentrdization initiatives intended to place more responsbility for budget choices on loca governments.
Intercept arrangements can become mere book transfers at the centrdl level. Thisis especidly true when,
as often is the case, the same Municipd Development Fund that makes loans to loca authorities is
responsible for alocating grants and handling loca authorities financia accounts, or is linked to these
agencies. Inthese cases, the MDF may merdly credit itself with the loan payment due, subtract the amount
from the revenue sharing or grant payment to a municipdity, and send the municipdity a check for the
difference. Locd authorities may not even be aware that this process has taken place. Bookkeeping
arrangements of this kind, though effective in preserving the MDF s financia position, defeat the purpose
of making local governments aware of the costs of investment and having them take into account these
costs in deciding the magnitude and type of investment they will finance.

Other kinds of guarantees have been offered to protect municipal loans. In Central and Eastern
Europe, it is customary to collaterdize municipa loans with red property owned by the municipa
government. This practice reflects both the extent of commercid property holdings by local governments
and the reliance on red property as collaterd throughout the banking syssem. Lendersin the Centrad and
Eagtern Europe region as well as elsewhere recently have moved toward more liquid forms of collaterd.

Lenders may require that municipa borrowers maintain their ordinary business accounts with the lending
authority and grant the agency the right to autométicaly dehit any loan payments due. These practices most
commonly are found among commercia banks or municipad development funds that operate through
commercid banks. Liquid collatera of thiskind has proved extremely effective in reducing loan defaults

and isconsgtent with the principle of fiscd decentrdization, snce it requires a ddiberate choice on the part
of amunicipdity to assgnto alender theright to debit its current account. The“pricg’ of loan repayments
isimmediately vigble in the municipd baance.

12



MDF Lending: Intermediation and Development Bank Functions

In the theory of financid intermediation, banks perform the role of “delegated monitoring.”®
Municipalities and other borrowers could, in principle, tap the capitd market directly by issuing bonds or
by sructuring individud loanswith large finencid ingtitutions such as penson funds and insurance companies

However, unless the loan a dake is large, it is inegfficient for each saver to try to monitor the financid
condition of each borrower. A bank performs this intermediation and monitoring function. It gathers
savings from numerous sources, assambles specidized professonds cgpable of 1oan oversight, and monitors
thousands of different loans. Because the financid and risk characteridtics of municipdities differ from those
of other borrowers, one or more banks that specidize in municipa lending may fill a market need.

The role of intermediation becomes more complex and more ambitious in the case of a
development bank. Most MDFs are ether literdly development banks or are indtitutions charged with
amilar functions. Their gods extend beyond credit supply to increasing the efficiency of locd investment,
promoting the development of service pricing and cost recovery in locd investment projects, upgrading
municipa financia management generaly, and ensuring thet critica investment projects get built even when
full financid cogt recovery isnot feesble. MDFsfor the most part have addressed this range of goals by
trying to bring ahogt of different developmentd functions under their own roofs. Table 2 shows that the
typicd MDF, in addition to lending funds to loca authorities, performs project appraisa from both a
financia and economic perspective, blends loan funds with capital grants or subsidies for high-priority
projects, oversees local project preparation and construction, provides technical assistance in financia
management, and collects loan repayments, among many other responsibilities.

The raionde for bundling together these different functionsis draightforward. In principle, it dlows
an MDF to coordinate dl of the activities critical to the success of an investment project. Without

® See, for example, Douglas W. Diamond, "Financial | ntermediation and Delegated Monitoring, " Review of Economic
Studies (1984), L1, 393-414; Diamond, "Monitoring and Reputation: The Choice between Bank Loans and Directly Placed
Debt," Journal of Political Economy (1991), vol. 99, no. 41, 689-721.
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coordingtion, loca authorities may never make use of |oan funds because they are hoping to become digible
for a capital grant instead, or a project may get financed but never be completed because of inadequate
loca implementation capacity or poor technica design. As the pre-eminent indtitution dealing with loca
government investment, an MDF can assemble the critical mass of technical expertise necessary both to

improve locd investment practices and serve as a comprehendve counterpart for international funding.

Nonetheless, there are dangersin interndizing al of the functions associated with local government
investment financing in asingle inditution. One danger isbureaucratic dday. In performing the variousroles
assgned to it, an MDF may become a cumbersome bottleneck that dows down the investment process.

In the early 1990s, for example, the average dapsed time between initid project identification and
municipa loan approvd at the Ecuadorian municipa development fund was more than 32 months.
FINDETER in Colombia has been able to reduce the period between initid loan application and loan
goprovd to alittle more than eight months, but municipdities nonethel ess have been shifting loan demand
to commercid banks, citing the ddlay in FINDETER project review as the principd shortcoming of its

lending process.

A second danger is that a development bank empowered to perform the full range of functions
illustrated in Table 2 will act as amonopolist, squeezing out competition and retarding development both
of aprivate credit market and of local governments capacity to plan and execute projects on their own.

If the municipal development bank, for example, has the ability to blend subsidy funds with its loans; it will
tend to underprice pure commercid lenders, forcing them out of the market. If municipd authorities must
utilize MDF loans in order to gain access to technicd assstance, other inditutions will find it difficult to
compete for loan busness. A strong MDF can likewise stand in the way of decentrdization initiatives.
MDFs often have proved reluctant to let local governments prepare investment projects on their own or
et their own priorities for capita spending.

14



Table?2

Functions Performed by MDFs

Economic & Credit

Financial Financial Capital Assessment &
Country and Appraisal of | Construction | Technical Subsidy Payment Post-Pr oj ect
MDF Projects Oversight Assistance | Allocation | Collections Monitoring
Brazil No, for Little Yes Yes Yes No
PrAM/PIMES small

projects
Colombia Yes Yes Yes No No No
FINDETER currently.

Yes, in past.

Czech Republic No No No No No No
MUFIS
Ecuador Yes Yes Yes Yes Yes No
BEDE
Honduras Yes Yes Some Loan Yes No
BANMA Forgiveness
Indonesia Yes No Yes Some Yes No
RDA
Jordan Yes Yes Yes Yes Yes No
CvDB
Kenya Yes Yes Yes Yes Yes No
LGLA
M or occo Yes Yes Yes Yes Yes No
FEC
Philippines Yes Yes Yes Yes Yes No
MDF
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Unbundling Options

The development functions that an MDF performs are critical to improving the quality and cost-
efficdency of locd invesment. Whether these functions should be centralized in aSngle indtitution, however,
isan open question. An dternative path is to unbundle the functions as much as possible, so that some of
them can be assumed by the private sector, once it becomes equipped to do so, and others can be
performed by municipdities themsaves. This srategy introduces competition into loca investment design
and financing, while keeping the MDF in a pivota coordingting role.

Assigning Responsibility for Credit Analysis, Credit Risk, and Payment Collections to
Commercial Banks or Other Specialized Private-Sector Firms. Commercia banks and other
commercid lending indtitutions routingly conduct credit analysis and perform loan operations. In countries
where private-sector banks areaedy are functioning, such responghilities may be more efficiently carried out
by commercid banks than by the MDF directly. Not only iscommercid bank participation likely to boost
municipal |oan repayment rates and reduce MDF risk exposure, as in the Czech Republic and Colombia,
but commercia banks participation in municipa lending as an MDF partner can hasten their independent
entry into the market and clear the way for other private-sector inditutions to lend to the municipa sector.

Commercid lenders will be willing to assume municipd credit risk only if the risks can be well
defined and limited. The same array of guarantees that have been effective in reducing MDF payment
problems should be availadle to the commercid sector. At present, intercept provisons often are available
only to state lending inditutions. In Brazil, the Philippines and other countries, the law does not permit
private lenders to intercept Sate tax-sharing payments, even if a borrowing municipality voluntarily seeks
to enter into such an agreement. Limitations of this kind impede the spread of municipa lending beyond a
gate-gponsored MDF.  One of the principal reasons for the success of FINDETER in spreading its
municipa lending modd into the commercid sector has been the ability of banks and municipditiesto enter
into exactly the same type of voluntary intercept agreements that have been included in FINDETER loan

contracts.
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In anumber of countries with active capitd markets, induding India, independent credit rating firms
adso exig. Thesefirms can be introduced to the municipd credit market by MDFs. Experience reveds that
credit assessment is a function that MDFs generdly perform poorly. They do not have highly trained
technica gaffsand often are redtricted by paliticd factorsin awarding loans. M DF reliance on independent
credit rating of municipa loan risk can both improve repayment experience and introduce to the municipa
credit market firmsthat will play acrucid rolein dlocating credit in afully developed, private market.

Separating subsidies from loans. Linking Sate capitd subsdies excdlusvely to MDF loansis one
of the surest waysto deter expansion of the credit market. Unbundling these functions need not reduce the
magnitude of subsidies. Rather, the subsidy decison can be made by a different government agency or
agencies, based on the characterigtics of the project (e.g., its externd benefits or importance to nationa
priorities) or the characteridtics of the local government seeking financid assgtance (e.g., its revenue-rasing
cgpacity). In an unbundled system, the subsidy decision is made independently of how a municipdity
choaoses to finance the unsubsidized portion of project costs. Subsidies are not tied exclusvely to MDF

loans.

A contragt between Poland and the Czech Republic in the financing of loca environmentd projects
isingructivein thisregard. In Poland, most municipa environmenta projects have been financed in their
entirety through the Environmental Bank a highly subsidized interest rates.  This policy ddayed the
introduction of acommercid credit market. Municipdities preferred to queue for subsdized loans from the
Environmental Bank, rather than borrow at market rates from private lenders. In the Czech Republic,
municipa environmenta investments aso have been heavily subsdized, initidly through grants and later
through zero-cost loans. However, the subsidized funding covered only part of aproject’s costs. Local
authorities were obligated to finance the rest of a project’s costs through own-source savings or by
borrowing on the commercid market. A large number of municipa environmenta projects have been co-

financed by the Environmental Fund and commercia banks, leading to very rgpid growth in the private
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municipa credit market, as banks became quickly exposed to the specid characteristics of municipa
lending.

In most countries, the share of subsidy fundsin overdl MDF financing has falen in recent years.
However, MDFS exclusve ahility to match capitd subsdies with MDF loans continues to impair market

entry by other lenders.”

Decentralizing responsibility for small-scale project preparation. Small-scae projects can be
aproving ground for decentralized project preparation by loca governments. The technica benefits gained
by having MDF gaff review and approve smdl-scae individua projects like neighborhood water
digribution projects or road surfacing are likely to be outweighed by the time savings gained from alowing
loca authorities to move ahead on their own., The experience of taking full respongbility for project
preparation is an important ingredient of loca capacity building. It dso furthers the conditions for a
competitive credit market. Municipalities that have prepared their own project specifications can “shop
around” for the best financing terms. If the project design must be prepared, or reviewed and approved,
by aprofessond team associated with the MDF, it becomes difficult to seek financing from any source but
the MDF, reinforcing its monopoly role in the field. At some project size, of course, centraized review
becomes criticdl, at least until local authorities have compiled atrack record of efficient project preparation.

" In Western Europe and the United States there is experience both with unbundled subsidies and with bundled
systems that tie together subsidies and loan financing. Many of the Western European MDFs, until the 1980s, raised
capital non-competitively and supplied it at below-market rates to municipalities. The Environmental Revolving Loan
Funds operated by states in the United States blend market-rate capital with subsidiesto on-lend at below-market interest
rates. Thesefundsgenerally do not have the other developmental responsibility of devel oping-country MDFs, however.
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Monitoring. Evenif some of the devdopmentd functions are unbundled and performed by others,
the MDF will remain respongible for awide range of activities. One of theironies of the multiplicity of roles
performed by MDFsis that the critical banking role of monitoring outstanding loans has been neglected.
Few MDFs perform post-congtruction monitoring to determine if tariff covenants are being implemented,
or even as=ss the ongoing capacity (and willingness) of the municipdity to service its debt obligations.
World Bank follow-up studies have found that loca water distribution projects, for example, rardly generate
the revenues forecast a the time of project gppraisa; athough this Situation jeopardizes loan repayment
capacity, it is rarely monitored by the MDF financing the project.? Other post-construction conditions that
would provide early warning Sgnds of amunicipdity's difficulty in repaying debt are aso ignored.

Raising Capital

Tables 3 and 4 summarize how deve oping-country MDFs have raised loan funds. As can be seen,
MDF experience in tapping the overal capita market is quite limited. This contrasts with the experience
of MDFsin Western Europe (see Section 1V) and of Environmental Revolving Loan Fundsin the United
States, both of which have become efficient vehides for mobilizing funds from the private capital market for
urban and locd environmenta investment.

8 World Bank, Review of Urban Sector Investment Program (1988); Michagl Garn, "Comparison of Projected and
Actual Performance of Local Water Distribution Investment Projects,” World Bank, 1988.
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Table3

MDF Accessto Capital Markets:

Sour ces of Funds
Public or
Gover nment Regulated Competitive | Supports Parallel
and/or Donor | Municipal | Institutional Capital Private Municipal
Country and MDF Funds Deposits Savings Market | Credit Market
Brazil Yes No No No No
PrAM/PIMES
Colombia Yes No Yes Yes (smal) Yes
FINDETER
Czech Republic Yes No No No Yes
MUFIS
Ecuador Yes Yes No No
BEDE
Honduras BANMA Yes Yes Yes No No
Indonesia Yes No No No No
RDA
Jordan Yes Yes Yes Partia No
CcvDB (see text)
Kenya Yes Yes No No No
LGLA
M or occo Yes Yes Yes Partia No
FEC (see text)
Philippines Yes Yes No No No
MDF
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All deveoping-country MDFs reviewed for this report received funds from government budgetary
contributions and multi-laterdl development bank loans. Some devel oping-country MDFs dso function as
atype of municipad credit union. Municipaities maintain depodts a the MDF a below-market interest
rates, these depogits are then used to finance beow-market loans to other municipdities. Such
arangements generdly are successful only in financing short-term loans, and are subject to the same kind
of pressures as other credit unions. Better-off municipalities may prefer to invest their savings el sewhere,
rather than subsidize the borrowing costs of poorer municipaities. To restrain the withdrawa of richer
municipaities from the sysem the law may make it mandatory for municipdities to maintain dl of their
savingsinthe MDF. Thistype of dosed-circuit financing can survive as part of aregulated capitd market,
but once savings deposits are opened to competition, it is difficult to sugtain.

Devedoping-country MDFs efforts to tap the broader capita market dmost always have involved
public savings or savings subject to public regulation. Experience with this kind of resource mobilization
has been mixed, but includes some prominent failures. The Nationd Housing Fund of Brazil, which & one
point financed alarge part of the infrastructure investment associated with housing congtruction in Brazil,
borrowed heavily from the sate penson fund, then went bankrupt when it was unable to collect on itsloans.

At the time, this was the largest bankruptcy of a public financid inditution in the developing world.
BANMA of Honduras sold bonds to the nationa teachers public pension fund, which purchased them at
government ingruction. 1t became ddinquent in repayment. BANOBRAS, theloca public works financing
ingtitution of Mexico, sold its bonds to state banks, which purchased them at government ingtruction. In
Colombia, the MDF sold a specid class of bonds to banks (largely public banks) that participated in its
municipa on-lending program; the bonds were preferentialy treated by the Central Bank, which alowed
them to count againg reserve requirements. All of these precedents involve government steering fundsinto

municipa credit intermediaries.

Of the indtitutions examined in this report, few have sought to raise funds in the competitive capita
market, and then only under specid conditions. FINDETER attempted to sell $50 million of bondsin the
competitive market--a very smdl share of itsloan funds. However, it succeeded in placing only $10 million,
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or 20 percent, of theissue. The commercid banks to which the bonds were marketed saw FINDETER
as a competition in the municipd credit market, and preferred to lend directly to loca governments rather
than finance a paragtatd intermediary. The Country and Villages Development Bank of Jordan competes
with other financid inditutions for savings depodts from liquid governmentd inditutions, like the Socid
Security Inditute. FEC of Morocco follows the pre-reform mode of loca government financing in France.

It belongs to the government-owned Caisse de Depbts et Gestion, which now raises a substantia part of
its funds through market-rate bond issues, which are shared with FEC at the cost of capital.

Table 4 provides additiond detail on the sources of loan funds for selected MDFs.
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Table4
Sources of Funds, Selected MDFs

Country and MDF

Brazil:
PRAM (1991)

World Bank Loan: 48%
State of Parana Capital Contribution: 52%

Initially, State funds were used for complementary matching grants, not loan
financing. Later, the State contribution was used to help capitalize the loan fund.

Colombia: FINDETER
(1994)

Donor Loans and Grants: 37%
Domestic Loans and Bonds; 8%
Government Capital Contribution: 49%
Retained Earnings. 5%

Ecuador: World Bank & Inter-American Development Bank loans. 73%
BEDE (projected 1993) Government of Ecuador: 27%

Municipalities. 0.2%

Government funds used for complementary grants
Honduras: Municipal equity: 14%

BANMA (1991)

Municipa deposits: 17%

Donor loans: 55%

Government capital contribution: 12%
Other: 2%

Jordan:
CVDB (1991)

Loca government deposits. 20%
Central bank advances: 21%
Retained earnings. 15%

Government capital contribution: 13%
Donor loans: 12%

Time deposits, govt. ingtitutions: 11%
Other: 8%

Kenya
LGLA (1990)

Donor grants and loans: 78%
Retained earnings. 17%
Other, including local deposits. 5%

Morocco:
FEC

Up to 1988, capital came primarily from concessional lending from the state-
owned Caisse de Depbts et de Gestion (CDG) and Central Bank rediscounting of
FEC loans. Later, CDG issued market-rate bonds and on-lent funds to FEC at its
cost of capital.
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Obstacles to Capitd Raising

Why hasit proved difficult for MDFs to mobilize private sector funds?

Where municipa repayment histories are poor, the underlying income stream is too week to dlow
MDFs to raise capital on their own. They lack a stable, predictable income stream to collaterdize their
borrowing. A government guarantee is then needed to make MDF borrowing creditworthy. Governments
willing to provide such guarantees on behaf of an MDF have found it more convenient to borrow from the
multi-laterd devel opment banks or through donor agency programs than to go directly to the capitd market.

In cases where the municipa repayment record is stronger, another problem has arisen. MDFs as
inditutions generdly are thinly capitdized and not designed structurdly to atract outsde financing. Financid
intermediaries that are able to raise private-sector funds for municipa on-lending normaly combine three

characteritics®

B They have sgnificant equity (in the form of a government capital contribution, for example)
which can be used to augment municipa loan repayments, if necessary, to ensure that the MDF's externa

debt servicing obligations are met.

B They have a Debt Service Reserve Fund, or its equivaent, whose Sze is dictated by the
anticipated payments of future debt service. In the United States, a Debt Service Reserve Fund equd to

two years debt service obligations is common.

B There is amord obligaions pledge on the part of the State to replenish the Debt Service

Reserve Fund from its own revenues, if the Fund is drawn down to meet debt servicing obligations. This

® Standard & Poor's, " Criteria for Rating State Revolving Funds," Credit Week (January 1991).
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pledge can take a variety of legd forms, but its purpose is to assure the market that the state will use its
budget as alast layer of security in meeting MDF debt obligations.

Funds structured in this way enjoy excellent access to domestic and international credit markets.
Credit Loca de France and the Municipa Bank of the Netherlands, for example, enjoy AAA bond ratings

and are among the mogt active issuers of bonds on worldwide capitd markets. Mogt states in the United
States sponsor bond banks or Environmental Revolving Loan Funds, or both, which operate on smilar
principles and are very active borrowersin the U.S. capital market.

None of the devel oping-country MDFs examined in this study has been designed with access to
the private capita market in mind. They rarely have more than nomind reserve funds or more than ad hoc
guarantees from government. Surprisingly, multi-laterdl lenders seem not to have placed a high priority on
having MDFs develop into salf-sustaining financid inditutions, and therefore have not urged the structura
changes that would facilitate capital market access.

A find phenomenon has stood in theway of MDFs raising capita for their on-lending activities.
Domedtic private capitd marketsin many deveoping countries are dominated by commercid banks MDF
bonds, if sold on the private market, would have to be sold largely to banks. However, once municipa
debt repayments become a sufficiently predictable and low-risk income stream to collaterdize MDF bond
issues, commercid banks are likely to want to lend directly to municipdities. In Colombia, commercid
banks declined to buy FINDETER bonds largely because they preferred to place the same funds directly
with municipa borrowers, without the development bank's intermediation.

Rasing funds for MDF on-lending is only one (indirect) way to mobilize capitd for locd investment.
Commercid banks, penson funds and insurance companies can lend funds directly to loca governments,
or can lend to private firms that invest in basic urban facilities like water digtribution systems or toll roads
subject to municipd regulaion. In fact, capitd mobilization is likely to be easer and more efficient in a
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competitive environment which uses each of these channds to raise capitd for locd investment rather then

in one where asingle MDF enjoys quasi-monopoligtic control over sectord funding.
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[11. INDIA'SEXPERIENCE WITH MUNICIPAL FINANCIAL INTERMEDIARIES

Indias experience with MDFs and other types of municipd financid intermediaries fits broadly into
the international pattern.

Creditworthiness

The municipa repayment record has improved over time, opening the possibility of accessing the
compstitive capitd market. The third Cacutta Urban Development Project, launched in the early 1980s,
was the firg World Bank attempt to use a municipa development loan fund to finance loca investment
projects. The program had some marked successes. It simulated a remarkable flowering of innovative
sub-projects in poor urban areas of the Calcutta metropolitan region. Project choice was effectively
delegated to the locd levd, asgnificant change in investment procedures & the time.

However, as a loan program the Cdcutta Urban Development Fund embodied many of the
characterigtics that deter private sector participation in urban infrastructure financing. The World Bank
estimates that less than 10 percent of municipa debt payments due actudly were pad off in any other form
than after-the-fact book adjustments. The Government of the State of West Benga, managers of the Fund,
treated it as a amdl grant program, and did not actively attempt to collect debt service from municipa

borrowers.®®

10 See Bishwapriya Sanyal and Meenu Tewari, Politics and Institutions in Urban Development: the Story of the
Calcutta Metropolitan Development Authority, a case study prepared for the Economic Development Institute of the
World Bank (March 1990); also conversations with project managersV.S. Joganatham, Brad Menezes, and Evan Rotner.
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The Tamil Nadu Urban Development Fund (TNUDF) represents a second generation financia
intermediary. Other states, such as Karnakata and Karaa, have aso introduced funds to assigt in loca
infragtructure finance. Under the TNUDF, loans to municipalities have been made a rates gpproximating
market rates of interest. Repayment experience has been better. It is estimated that municipalities are
current on about 90 percent of their debt servicing obligations™ The State of Tamil Nadu has proposed
to build on this experience by reducing rdiance on externd funding of the TNUDF and injecting private
capitd and private management into the Fund.

A careful comparison of loan repayment rates under dl of the recent MDF programs would help

the Government of India and the states take stock of their options in further developing these indtitutions.
In addition to the forma municipa development funds, HUDCO, the Municipa Corporation of Bombay,
and other organizations have experience with municipa lending for infragiructure invesment. Animpressve
aray of payers has been prepared assessing these ingditutions lending experience and future plans, asthe
domestic counterpart of the international experts background papers. However, detailed information on
loan repayment rates does not gppear to be available. An assessment of the variations in repayment rates,
and the gtructurd explanations for these differences, both between municipal borrowers and between
different types of lenders, would hdp in designing the next generation of municipa infrastructure

intermediaries.

Devdopment Banking Functions

The MDFsin India bundle together numerous functions. Both the Ca cutta Urban Development
Fund and the Tamil Nadu Urban Development Fund dlocated grants aswell asloans. Under the TNUDF,
however, the grant portion of financing has declined to roughly 10 percent. The Funds aso provide
technicad assstance in project preparation and technica design, and advise loca authorities on service
pricing and financid management. The fundsin effect are ingruments of the State governments responsible

" K. Allaudin and P. V. Pajaraman, “ Urban Infrastructure Financing, India, Tamilnadu New Financial Intermediary:
The Evolution,” paper prepared for The Times Research Foundation (March 1996).
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for implementing sate invesment policy in collaboration with locd authorities. Conggtent with thisrole, the
TNUDF has been operated out of the Ministry of Municipa Affairs of the ate.

Accessing Capital Markets

To date, capitd has been raised mostly from government budgetary contributions and multi-laterd
development bank loans. HUDCO has perhaps the most extensive experience in tapping the broader
capital market. It has received directed dlocations of savings from public financid inditutions like the
Insurance Company. Following financid sector reform and the reduction in directed credit policy, HUDCO
has aso begun to try to raise capita on the compstitive private market through bond issues. Indeed,
HUDCO probably has gone as far as any other developing country financid intermediary in mobilizing

resources from the generd capital market.

Financid sector liberdization suggests that Indian MDFsin the future will be more fully integrated
into the capitd market. They will be under pressure to raise funds competitively in the open market and on-
lend & rates thet reflect their true cogt of capitd. Other kinds of municipa lending are likely to develop Sde
by ddewith MDF ectivity. The trangtion to afuller market orientation undoubtedly will place strain on the
MDFs and cause some restructuring of the next generation of financia intermediaries. In Section 1V, we
examine how inditutions of thistypein other parts of the world have coped with smilar Srains and made
the trangtion to operating within a competitive market.
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V. THE TRANSITION TO A MARKET BASED SYSTEM OF MUNICIPAL CREDIT

Two types of modds have been pursued in expanding municipa development funds into self-
sugtaining, market-based systems of municipa credit. In one modd, the MDF gradudly sheds its date-
protected status, becoming an instrument for gathering capitd competitively on the open market while
continuing to onHlend to municipdities. Thisisthe modd that has been followed in mogt of Western Europe.
Specidized municipa credit indtitutions have lost their historical monopoalies, but have built on their close
relations with local governments to continue to be the dominant suppliers of municipa credit, now within
a comptitive environment. Today, these intermediaries finance loca credit needs by raising capita on

worldwide markets.

In the second modd, most of the growth in municipa credit supply occurs outsde the MDF,
through the entry of private sector indtitutionsinto the municipa credit market. The MDF may be designed
to phase out as the private sector gains capacity to service municipal credit needs. Or the MDF may
continue to play an important but limited role, by meeting the credit needs of certain types of locd
governments (eg., smdler municipdities) and by serving as abenchmark for private-sector competition with
respect to interest rates and municipa loan maurities.

This section illustrates the process of trangition to competitive municipa credit supply through the
experience of threeingtitutions. Several |essons gppear to stand out:

(1) The loss of monopoly status need not shrink the scale of MDF financing activity. In
Western Europe, some municipd credit intermediaries have grown fagter in a competitive environment than
they did as monopolists. State budget reforms have reduced the volume of capital grants for local
investment, driving up municipdities overal demand for credit. MDFsthat have compiled strong records
of municipa |oan repayment have had no difficulty in accessing worldwide capitd markets for fundsto on-
lend to loca governments. In 1994, for example, Credit Locd de France raised 43.6 billion French francs
through 55 international bond issuesin 12 currencies, and 7.9 hillion francs from domestic bonds and notes.
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(2) No municipal development fund can be expected to voluntarily surrender its monopoly
status or to surrender the preferential treatment it receives from government. Even those sysems
that have made the trangtion to open, competitive municipa credit markets have had to overcome the
resstance of traditiona intermediaries which sought to preserve their preferentid role.  The impetus for
competition needs to come from a state policy decison that markets should play a greater role in capital
alocation throughout the economy. Rules need to be defined that gradudly wean parastatal MDFs from

their dependence on government capita and their exclusive ability to blend sate capita subsidieswith loan
funds
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Box 1
Municipal Bank of the Netherlands:
The Western European Approach to Municipal Credit I ntermediation

Brief History

TheMunicipa Bank of the Netherlands (BNG) was founded in 1914 at the initiative of the Dutch
Asociation of Municipdities, with the motive of improving individua municipaities access to the credit
market. However, only afew cities subscribed to the new indtitution. 1n 1922, the bank was extengvely
reorganized and the Dutch government became the mgjor shareholder. The bank has grown to the point
whereit now has more than $60 billion of assets, about 90% of which consst of loansto municipdities and
other kinds of local government units, such as housing authorities. The bank presently is owned 50% by
the nationa government and 50% by municipdities.

Creditworthiness

In recent decades, the bank has experienced negligible problems with loan repayments. In addition
to the bank’s gppraisa of individua loans, municipa credits are secured by the Municipa Fund which
disburses gate grant assstance to municipdities and is administered by BNG. Specia provisons alow
Municipad Fund monies to be used to support municipdities in financid difficulty and to guarantee loan
repayments. Municipaities drawing on the Fund in thisway are subject to limitations on further borrowing
and must follow designated stepsin restoring fiscal hedlth and prudent financid management. Asaresult
of the excdlent loan repayment record, municipa loans in the Netherlands carry no additiond risk weighting
for reserve purposes (i.e., they are classified as carrying the same risk as centrd government debt). BNG
itsdf enjoys an AAA rding from dl of the internationd rating agencies, dlowing it to raise financing
worldwide.

Devdopment Bank Functions

The Dutch system relies on decentraized project preparation. BNG does not participate in loca
project development. It gppraises loan gpplications primarily from afinancia point of view, though part
of itsmisson isto hep implement nationd policy decisons (eg., in providing credit to hep municipdities
Soin off service functions to independent local authorities, or in financing the recapitaization of the
municipaly owned housing stock).

The bank does handle awide array of financid transactions for local governments. It isrespongible
for 90% of financid transactions between centrd government and loca government units, including the
monthly payment of grants and shared taxes. The mgority of municipdities maintain their accounts with
BNG.
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Box 1 (cont.)

Some of the other Western European municipal credit inditutions play amore active rolein local
technicad assstance. Credit Loca de France, for example, seeks to establish a permanent financia
consulting relationship with its municipd dients; thisincudes advisng municipdities on budget preparation
and capita planning.

Raisng Loan Funds

For along period BNG, like other municipa credit intermediaries in Western Europe, enjoyed
regulated access to specia saving deposits as well as substantid government capital contributions.
However, in recent years it has moved into the competitive capita market to raise dl of itsfunds. Through
the 1980s and into the early 1990s, most of this capital was raised in the form of direct, privately tailored
loans from large domedtic financid indtitutions, principaly pension funds and insurance companies. These
ingruments alowed BNG to maich its long-term liabilities with long-term assets in the form of municipd
loans, while dso sarving the finandid inditutions needs for safe, long-term fixed income investment
opportunities. In recent years, however, pensgon funds and insurance companies have invested increesingly
in the equity market and red estate, reducing the volume of funds available for private lending. BNG has
turned to international markets for most of itsincremental funds. About two-thirds of new funds are now
raised through internationa bond issues. BNG's AAA rating dlows it to raise funds a a low cost of
capital. Because BNG is exempt from income taxation and earns stable fees on the financid transactions
it manages on behdf of government, it is able to on-lend funds to municipdities a modest margins over its
cost of capital.

The other municipd financid intermediaries of Western Europe have gone through smilar
evolutions. The predecessor of Credit Local de France (CLF) historically enjoyed monopoly accessto
small-saver deposits collected through the postd savings system. These deposits paid low, bel ow-market
interest rates, which CLF passed on to municipa borrowers. The financid sector liberdization of the
1980s changed this rdaionship. Today, CLF raises more than 80% of its funds through internationa bond
issues. Credit Communa Belgique, in contragt, retainsits monopoly access to individua savings accounts
and savings bonds, athough this monopoly position is expected to be iminated in the future.

Compstitive Position and Overall Market | mpact

Between 1965 and 1975, BNG enjoyed aforma monopoly in the Dutch municipa credit market.
Government policy then removed the monopoly. BNG's cost of funds and historica relationships with
municipal borrowers, however, makes it difficult for commercid banks to compete with it. The most
subgtantial competition occurs in the form of direct lending by pension funds and insurance companies to
larger municipdities, without passing through the intermediation of BNG, and in the form of other direct
access by municipalities to the capita market.
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Box 1 (cont.)

Compstition has reduced the dominance of some of the traditiond MDFs in municipa lending.

Credit Loca de France, for example, in 1995 accounted for 42%of local authority lending in the French
market. CLF itsdf was privatized in 1993, and now enjoys no tax advantages over other banks. The
formerly state-owned Banco de Credito of Spain likewise has been brought under the mgority ownership
and management of a private financid group. It now raisesits capital on the competitive private market,
and competes with other municipa lenders. During the trangition period, Banco de Credito raised funds
for municipa on-lending for a time through government-backed domestic bond issues. In dl of these
systems, the aggregate supply of funds to the municipa credit market has grown subgtantidly. No
creditworthy municipaity has difficulty in obtaining credit a market rates.

(3) The experience of these ingtitutions suggests a gradual strategy for accessing the private
capital market for municipal lending. Thefirst step beyond direct government provision of capital or
internationa donor financing involves government assistance to MDFsin tgpping the private savings market.

This assstance may take the form of having government partialy guarantee MDF bond issues, ether on
domestic or international markets. Alternatively, in syssems which sill have regulated savings and capitd
markets, certain sources of private savings may be steered into the municipd credit market. If thistrangtion
period is used to build up arecord of reliable municipa debt repayment, graduation to the competitive
capita market isrelatively easy.

(4) 1t isimportant to introduce the principles of collaboration between MDFs and private
credit suppliersat an early stage of municipal credit market development. Early on, there may belittle
interest on the part of commercid banks or other private-sector entitiesto enter the municipa credit market.

One or more MDFs serving as specidized lenders to the sector may provide the best opportunity to
establish astandard municipa |oan system. Nonetheless, even a this early sage, M DFs can cooperate with
commercid banks and other private financing inditutions. Both FINDETER in Colombia (Box 2) and
MUFIS in the Czech Republic (Box 3) use commercia banks to perform credit analyses, assume credit
risk, and collect loan repayments. This experience has introduced banks to the municipa credit market and
accelerated their independent entry into it.



Box 2
Territorial Financing Ingtitution of Colombia (FINDETER)

Brief Higtory

FINDETER origindly was established as a municipd financing window within the Nationdl
Mortgage Bank of Colombia. In 198-, it was spun off as an independent financid intermediary. From
itsinception, FINDETER has functioned as a second-tier, refinancing facility for municipa loans made
by commercid banks, and as a development indtitution that supports capitd investment in the sub-nationd
sector. In practice, municipdities gpply to FINDETER for loans to finance particular capital projects
or aloca capita invesment program. FINDETER then works with the local government to develop the
project’ s technica specifications, oversee the condtruction process, estimate the tariff structure necessary
for project cost recovery, and prepare budget analyses of the impact on loca finances of projects that
must be paid in part or full from generd revenues. Once a project has been defined in terms of technical
specifications, costs, and financiad feasibility, FINDETER agpproves the project and assds the
municipdity in locating acommercid bank thet iswilling to finance the project through amunicipd loan.

The commercia bank performsits own credit andysis and assumes dl credit risk. FINDETER in turn
agressto refinance up to 85% of the loan through its refinancing facility. Commercid banks participating
in the FINDETER program must make loans & a maximum margin of 2.5 percentage points over
Colombia' s standardized index of the competitive cost of capitdl.

Creditworthiness

Commercid bank loans under the FINDETER program have had good repayment history. As
of the beginning of 1996, non-performing loans represented less than 2% of totd loans outstanding. In
addition to the banks' credit appraisds for individua loans, loans are secured by voluntary intercept
agreements. The lending bank and borrowing municipdity enter into a contractua agreement under
which intergovernmenta tax sharing payments are deposited in a pecid account, which the bank hasthe
right to access if loan repayments are not made in afull and timely manner. Under the 1992 condtitution,
locd governments annud entitlements under nationa tax sharing are gpelled out in detall and guaranteed.

Deve opment Bank Functions

FINDETER is heavily involved in al aspects of locad project development for the loans it
refinances. Because FINDETER peformsdl of the development functions, commercid banks are free
to appraise only the financid aspects of loans. Commercid banksview FINDETER's approval of the
loan application and investment project as security thet the project is technicaly and financidly feasble
and that congtruction will be completed. FINDETER's regiona offices actively oversee congruction
progress until the project is completed and operationd; it dso monitors implementation of tariff
commitments.
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Box 2 (cont.)

At varioustimesin the past, INDETER has been responsble for administering alarge share of
government capital grants to municipaities aswel as municipa credit. Grants and |oans were blended
by FINDETER to promoteits views of the priority invesment needs of sub-nationd governments. Most
recently, however, the grant and loan functions have been unbundled. From FINDETER' s perspective,
this has made coordination of loca invesment programs more difficult and has produced some technicaly
inefficient project designs. From the perspective of loca and nationd government, the unbundling of
capital subsidies has promoted decentrdization of local capital planning and budgeting.

Raisng Loan Funds

To date, FINDETER has raised loan funds primarily from government capita contributions and
international donor funding. The government has forgiven FINDETER's obligation to repay the
internationd loans usad in itsfinancing, creeting a subgtantid capital contribution as past loans are repaid.

This capita contribution is used primarily to pay for FINDETER's development functions, though
increasngly FINDETER is attempting to recover the cogts by including them in gpproved loan amounts.

FINDETER has had modest success in tapping the private capital market. For atime, it sold specia
bonds to banks that participated in the FINDETER system. Because the bonds were alowed by the
centra bank to count againg commercia banks' reserve requirements, there was subgtantial demand for
them. The only attempt to sell bonds directly into the domestic market, however, succeeded in placing
just over 20 percent of asmal-sized issue. The issue was marketed primarily to banks, which now see
FINDETER largely as acompetitor. They would prefer to lend directly to municipalities.

Compstitive Position and Overall Market | mpact

Commercid banks favorable experience with municipa lending has led them to vigoroudy
develop the municipa credit market. The same intercept provisions developed by FINDETER are used
by banks when lending on their own. When dedling with larger municipaities with well defined sources
of income, both municipdities and banks often prefer to bypass the intermediary functions of
FINDETER. From amunicipality’s perspective, it can obtain aloan faster and on smilar teemsfrom a
bank. Although it foregoes the technica assistance and developmentd aid

available from FINDETER, this often isjudged less critica than the time needed for INDETER asa
public inditution to carry out itsinvestigations. An average period of eght months has been required for
FINDETER loan review and gpprova.

The success of commercid bank lending, in turn, has led to development of a municipa bond
market, which larger cities use to raise funds directly from the capital market.
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Box 2 (cont.)

This process has produced athree-tier credit market which has proved very effective in meeting
locd credit needs. The largest cities tend to finance their credit requirements primarily from bond issues
(Bogota at the end of 1995 issued its eighth series of bond issues). Intermediate-Sized cities and
departments raise funds primarily through commercia bank loans, without FINDETER participation.

Smdll cities and towns heavily utilize FINDETER. Together, this syslem has provided ample credit
growth to the sub-national sector at market rates of interest. The whole system is underpinned by
municipalities ability to pledge future tax-sharing entitlements as loan security. However, the biggest
cities now have moved to project financing in paying for road and water projects.

The overdl growth of Colombia sloca and departmentd credit market is summarized below.
FINDETER's shrinking market share is aconcern to the ingdtitution, but from a broader perspective it
isameasure of FINDETER' s success in developing the overal credit market.

Municipal and Departmental Debt
(Billions of Pesos)

Sour ce of Credit 1991 1992 1993 1994
FINDETER 115 142 280 278
Commercid Banks 193 231 459 924
Municipal Bonds 36 74 166 247

(5) In designing municipal credit systems and the MDF structures that support them, it must
be kept in mind that the objective is overall growth of municipal credit supply and overall
improvement in local investment efficiency. It istempting, especidly in internationdly financed projects,
to gauge progress in terms of the specific indtitution that is being financed with donor or government funds.
Thisistoo narrow afocus. A parastatd MDF may expand its activities by squeezing out private sector
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competition, or by usng stronger doses of government fundsto subsdizeitslending. An MDF that issable
in 9ze or loang market share may be fully serving its purpose, aslong asit is operaing Sde by sdewith a
private sector credit market that is becoming capable of meeting alarger proportion of local credit needs
onitsown. An MDF dways should be judged by itsimpact on development of the aggregate municipa

credit system.
Box 3
The Municipal Finance Company of the Czech Republic (MUFIS)
Brief Higtory

MUFIS was established in 1994. Unlike the other MDFs described in this paper, its
development did not precede development of the commercial municipa credit market, but occurred
smultaneoudy with it. MUFIS was designed specificdly to accderate commerciad bank lending to
municipdities as a regular part of bank business. The company is owned 49% by the Minigtry of
Finance, 49% by the Czech and Moravian Guaranty and Development Bank (which in turn is jointly
owned by the Czech government and private commercia banks), and 2% by the Union of Towns and
Cities.

MUFIS borrows long-term funds in the externd market, then lends the funds to participating
commercid banks for on-lending to municipdities. Commercia banks accept al of the credit risk
attached to municipd loans. Nine commercia banks have signed contracts to participate in MUHS
lending (including the four largest banks); four banks have actudly made loans under the program.

Creditworthiness

Commercid lending to municipdities in the Czech Republic did not begin until 1991 following
its dimination during the Communist era. Since then, more than 1,100 municipa loans have been made,
with a non-performance rate of lessthan 0.5 percent. All loans under the MUHS program are current.

In addition to individua loan appraisas, commercia banks typicaly collaterdize ther loans with
municipally-owned property and/or contractual accessto municipal deposit accounts. Specific income
streams increasingly are being pledged as collatera, even though the Czech law regarding foreclosure
on the income-generating activities of municipditiesis not completely clear.
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Box 3 (cont.)
Deveopment Bank Functions

MUFIS performs no development banking functions, and does not perform its own credit or
financid analyss. Municipdities develop projects on their own. Commercia banks conduct credit
andyses and assume al repayment risk. MUFIS function isto support this sysem with long-term funds.

It lends funds at fixed-rate teremsfor periods of 8 to 15 years MUHS limited functions engble it to act
rapidly. The average €apsed time between the Sgning of aloan contract between municipdity and bank
and the first drawdown of funds has been 17 days. This period includes MUFIS legd review and
gpprova of the loan, money transfer from MUFIS to the commercid bank, aswell as bank payment to
the municipdlity.

Raisng Loan Funds

MUFIS to date has raised funds only through long-term, fixed-rate borrowing in the U.S.
market, utilizing a Czech government guarantee aswell asa U.S. agency guarantee. Foreign exchange
risk is covered in part by aloan fee included in the on-lending rate and in part by Minisiry of Finance
agreement to reimburse MUFISfor larger-than-projected foreign exchange losses. (The Czech Koruna,
however, has maintained a stable exchange rate with the dollar.)

Compstitive Postion and Overall Market | mpact

MUFIS occupies a rdatively smdl niche in the Czech Municipa credit market. In 1995, it
financed just over 15% of net municipa lending. Its role has been to promote competition in municipd
lending and to increase the average maturity of municipa loans through competition. The former state
savings bank had dominated the municipa credit market. The MUHS program in 1995 financed roughly
45% of tota lending by dl other banks, helping to consolidate their presence in the market. It financed
well over hdf of dl municipa loans of eght-year maturity or longer.

The overdl development of the Czech municipd credit market can be seen from Tables 5 and 6.
A two-tier market has emerged Smilar to that in Colombia. The largest cities have financed their credit
needs primarily through bond issues, including a $250 million bond issue by the City of Prague in the
international market. Intermediate-Szed and smdler cities meet their credit needs through commercia
bank lending, either directly or with the support of MUFIS for longer-term loans. A third, important
eement in themunicipa credit market is zero interest rate lending for environmentally sengitive municipd
projects from the state Environmental Fund. Attempts are being made to use the commercid banks as
the lending agents for the Environmental Fund, in order to overcome the potentialy corrosive impact on
the market of much higher non-performance rates on Environmental Fund loans.

The rapid increase in the average maturity of municipa loans can be seen from Table 6.
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Table5
The Structure of Municipal Outstanding Debt
(Millions of Kc.)

1993 1994 1995
Kc(mill.) % Kc(mill.) % Kc(mill.) %
Commercia bank 1,983.4 705| 42224 28.1| 7,330.2 32.7
credits
Bonds 28.5 1.0| 7,897.8 52.6| 8,557.8 38.2
Zero-interest, 800.0 28,5 2,900.0 19.3| 6,500.0 29.0
environmentd loans
Total 2,811.9 100.0| 15,020.2 100.0| 22,388.0 100.0
Table 6
Volume and Term Structure of Municipal Commercial
Bank Credits Outstanding
(Millions of Kc.)
Type of December 31, December 31, December 31, 1995
Credit 1993 1994
Kc % Kc % Kc %
Short terma 632.9 31.8 769.2 18.2 1,802.4 24.6
Medium 818.7 41.3 1,663.1 39.4 1,916.6 26.1
termp
Long terme 532.7 26.9 1,790.1 42.4 3,611.2 49.3
Total 1,983.3 100.0 | 4,222.4 | 100.0 7,330.2 100.0

a. Lessthan one year.

b. 1-3years.
C. 4+ years.
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V. POTENTIAL LESSONS FOR INDIA

International experience does not point to a single model as to how municipal
development funds "ought” to be designed. It does, however, help identify critical choices
that must be made in MDF design and the implications of these choices.

Is the MDF Intended to Support Decentralization or to Retain State Control of

Local Investment while Reducing State Budget Costs?

Many MDFs maintain or even strengthen state control of local investment by
establishing a powerful new technical and financing authority. The loan function serves to
perpetuate the institution by creating a long-term reflow of loan payments, and reduces the
cost of local investment to the state, by partially substituting loans for grants in local capital
financing. An MDF which coordinates all local investment financing inevitably exerts great

control over local investment choices.

This paper has not sought to take sides in the decentralization debate. However, if
the Indian 74th Constitutional Amendment is taken at face value, a political choice in favor
of decentralization has been made. The task then is to design an MDF which supports
decentralization of investment responsibilities to local authorities, while recognizing the
current lack of technical skills and financing capacity on the part of many local governments.

Such an MDF would:

° Establish clear criteria for when a local government can “graduate” from MDF
project review. A number of larger cities and metropolitan regions already have adequate
capital planning and priority-setting procedures. Other cities are building that capacity.
Once a satisfactory standard is reached, the MDF would relinquish responsibility for
technical control of local projects. Local governments that graduate to this level would be

responsible for their own investment choices and use the MDF only to obtain financing.
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° Not rely on automatic state intercepts as the principal form of municipal loan
security. Instead, local governments would be encouraged to set up special reserve
accounts or voluntary intercept agreements as ways of demonstrating creditworthiness.
The modestly higher financial risks to the MDF would be justified by the benefits of having
local governments face directly the costs of their borrowing decisions. These voluntary risk-
reducing mechanisms also can be transferred more easily to the private sector credit
market.

° Take financial discipline seriously, by not lending new funds to municipalities that
are in arrears on past debt payments and by not awarding political bail-outs to local
borrowers. Not all local governments are in position to finance their capital investment
through borrowing. Grants and state subsidies should continue to be targeted to localities
that require them. Loans should not be made unless it is reasonable to expect local
authorities to repay them; assessing local creditworthiness is the key task of credit analysis.

Once a loan is made, however, repayment should be demanded. It only perpetuates
dependence on higher authorities to continually hold out special arrangements for local

governments that profess to be unable to meet their debt obligations.

Is the MDF Intended to Pave the Way for a Self-Sustaining Municipal Credit
Market?

This paper has assumed that public authorities want to develop a self-sustaining
municipal credit market. If so, it will be efficient to incorporate certain basic characteristics
into the MDF design. All of these measures are intended to accelerate private sector entry
into the municipal credit market. Ironically, the surest measure of MDF success will be that
its presence in the market place is limited. It will not be the sole, or necessarily the
principal, source of local capital financing. Rather, standardized financing for creditworthy
borrowers will be turned over to the private sector, with the MDF serving specialized

segments of the municipal sector not reached by private lenders.
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Specific steps that can facilitate private-sector entry into the municipal credit market
alongside an MDF include:

° Ensuring that features of MDF municipal lending that successfully reduce credit

risk (like voluntary intercept mechanisms) are equally available to all lenders, not available
only to the MDF.

° Unbundling government grants and other subsidies for local infrastructure

investment from MDF loans. In this way, the credit market becomes open to market-based

competition.

¢ Unbundling other MDF responsibilities to encourage market competition. One
opportunity for unbundling involves municipal credit analysis. This is a pronounced
weakness of most MDFs worldwide. India can build on the experience of private-sector
credit rating firms in other sectors of the economy to both strengthen the technical quality

of credit rating and reduce political pressures on lending decisions.

° Requiring that MDF loans be made at market rates of interest, or with a positive

spread over the institution's market cost of capital, so as to permit entry by cost-efficient
competitors. Subsidies should be delivered in the form of matching grants, not hidden as

interest-rate subsidies tied to MDF loans.

° Tolerating, even encouraging, competition in municipal credit supply. For
example, private commercial bank lending and municipal bond issuance should be
encouraged. The market will sort out which forms of municipal borrowing are most cost
efficient under different conditions. The government should not limit borrowing methods

by regulation.

° Extending credit financing to private firms building local infrastructure projects

under local government contracts on the same terms that credit is available to
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municipalities. Credit access should not drive the choice between public and private

investment in infrastructure.

° Requiring at an early stage that an MDF raise part of its capital in the private
market. Initial efforts may not succeed, or succeed only in part. However, the attempt to
raise market financing will help both the MDF and potential private sector competitors
assess the strengths and weaknesses of municipal lending, and make clear the issues that
need to be addressed in order to attract private capital. This kind of continuing "report
card” on the state of the municipal credit market is essential in moving toward a self-
sustaining municipal credit system. Without injections of private capital, attracted on
market terms, an MDF is likely to remain a sheltered, parastatal financing institution that
operates outside the rest of the financial sector.



ANNEX A

SAMPLE OF MUNICIPAL DEVELOPMENT FUNDS
EXAMINED FOR STUDY

Country

Brazil--State of Rio Grande do Sul
Brazil--State of Parana
Brazil--State of Santa Catarina
Colombia

Czech Republic

Czech Republic

Ecuador

Guatemala

Honduras

India--State of West Bengal
India--State of Tamil Nadu
India--

Bombay

Indonesia

Jordan

Kenya

Mexico

Morocco

Nigeria

Poland
Poland
Authority
Romania

South Africa
Thailand

Turkey
Zimbabwe
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PIMES
PRAM
Municipal Fund
FINDETER
MUFIS
State Environmental Fund
BEDE
INFOM
BANMA
Calcutta MDP
TNUDF
Municipal Corp. of Greater

RDA
CvDB
LGLA
BANOBRAS
FEC
Infrastructure Development Fund
(proposed)
Environmental Bank
Metropolitan Development

Municipal Credit Facility
(proposed)

MDF

Municipal Guaranty Facility
(proposed)

lller Bank

GDLF



