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Background

Local governments have been borrowing on the international capital markets for many years. The most prominent local government borrowers have been the Canadian provincial governments, which are now well known in the U.S. dollar-denominated Yankee market and in several other foreign markets. All of the provinces have investment grade ratings and have developed a solid reputation among investors that has been cultivated over several years. In the mid-1990’s, some of the better-known local municipalities and regional governments in Europe began to issue foreign bonds. There are now a number of Italian and Spanish regional and local governments and German states that are becoming more frequent bond market issuers. 

While the evolution of a high-grade bond market for local governments has been underway for many years, global bond issuance by local governments in the emerging  markets was less expected. Capitalizing on a booming market in 1997, several of these  governments found that the global capital markets provided them with access to capital at lower interest rates for longer periods of time than were available from their local banks. Local governments as disparate as the Provinces of Mendoza and Tucuman in Argentina and the Cities of St. Petersburg and Moscow in Russia were just a few of the regional and local governments to successfully access the capital markets during that time. 
In hindsight, it is now obvious that many bond issuers were unprepared for the challenges that confronted them. Major shortcomings arose from poor underlying credit fundamentals, including low tax collections, weak cash flows, inadequate budgetary controls and the lack of sound accounting practices and standards. These were compounded by the inability to  adequately assess both foreign currency risk and debt refinancing risk. In less than two years, financial crises in Russia and Brazil created severe difficulties for many local government issuers that resulted in significant declines in credit quality and subsequent rating downgrades. This recent experience raises critical questions regarding the future of local government borrowing in the global capital markets.

Interdependence Between Local Governments and the Sovereign 

As far as investors are concerned, there is an inexorable link between local governments and the sovereign. First, the investment climate is established by the sovereign. If the investment trend for the sovereign is negative, the market for bonds of subsovereigns will also be negative, despite an assessment that the underlying credit fundamentals for the subsovereign may be superior to that of the sovereign. Second, there is a belief among bond rating agencies and market participants that the subsovereign ratings cannot exceed the rating of the sovereign, the so-called “sovereign ceiling.” This is due to the fact that the sovereign has preferential access to foreign currency during fiscal crises and possesses greater resources with which to continue meeting its debt service obligations. Third, in the case of a global financial crisis, there is ultimately a flight to quality among the bonds issued within an individual country to the sovereign. This is due to the greater financial flexibility that the sovereign possesses as well as the increased liquidity that sovereign bonds possess during a market crisis. Therefore, investors must be concerned that local governments bonds may have a diminished ability to repay their debt during such a crisis and will also experience poor liquidity.  

Shortcomings of the Current Local Government Bond Market

Clearly, some of the early examples of global debt market issuance by local governments have not built a very solid foundation for the development of an international municipal debt market. Information presented in prospectuses is often superficial, with financial reporting lacking any real consistency and transparency. Contingent liabilities, which may have a large impact on credit quality, are rarely discussed in any detail. Furthermore, the provision of secondary market disclosure to both rating agencies and investors, following the initial bond issuance, has been generally poor for both high grade and emerging markets borrowers. This has a major impact on liquidity for the bonds, which, at times, have tended to trade poorly in the secondary market, significantly underperforming sovereign benchmark issues. If local government borrowers do not address these problems in the future, it is unlikely that a large global market in municipal debt issuance will develop.

Ten Key Concerns For Global Municipal Bond Investors

For an efficient global municipal bond market to develop, investors will require significant improvements in the volume and quality of information presented by issuers in the offering prospectus and thereafter in the secondary market. The following areas form the crux of the fundamental credit quality of a borrower that will be analyzed by investors.

1.  The Evolving Process of Fiscal Federalism

In many countries throughout the world, the financial and political relationship between the central and regional/local governments is in a state of transition. Taxing and expenditure responsibilities are constantly being redefined and new tax systems are being adopted without any previous administrative history. Many local governments are in the process of moving from a dependency on central government tax receipts to a system under which they directly raise a higher percentage of revenues in their budgets while assuming greater responsibility for developing their own spending programs. Italian regional governments will become almost totally dependent on a new business excise tax, which will phase out most central government funding over the next five years. Yet, certain regional governments have provided little information about the medium and long-term impact on their budget. Local governments must do a better job discussing how these changes have already affected them and what role the new taxes will play in their financial systems going forward.  

2. Constantly Changing Political Landscapes

The use of the capital markets is a new initiative for many regional and local governments. Faced with a myriad of problems, ranging from economic development to improving transportation systems, forward-looking governments may be willing to adopt innovative policies and programs to meet these needs. However, these policies are also a reflection of an ideology that favors private-sector ownership and encourages foreign investment. Successor governments may not share these same values and may not honor contractual agreements with either bondholders or private consortiums that won long-term concessions to operate newly privatized initiatives. This occurred in the Province of Tucuman in northern Argentina. In 1997, the newly elected local government refused to implement water rate increases required to finance capital improvements being undertaken by the private concessionaire. After considerable legal dispute, a settlement was reached that terminated the concession and returned the water utility to public ownership. It is critical that foreign investors understand the political and social underpinnings of new privatization programs before they enter into long-term financial commitments. 

3. New Legal Frameworks

As governments begin privatization programs in order to finance new public improvements, they will need to create transparent legal structures that afford bondholders the same high quality protection found in more mature capital markets. This will be a challenge in countries where the rule of law does not have strong historic roots and where political issues can often override legal concerns, particularly where foreign investors may be involved. The temptation is to bring in foreign capital to finance the construction of large infrastructure programs for toll roads and airports that are paid for by user fees. However, if the projects are unsuccessful, governments may prevent bondholders from enforcing their legal remedies, such as raising tolls, which may be both socially and politically unpopular. This has been the case in the Mexican toll road program, where the central government intervened on at least one occasion to deny further toll increases because of the adverse social and political implications that were perceived by the government.  Investors need to be convinced that the rule of law will prevail before investing in countries where the legal systems may not offer much protection to foreign investors.  

4. Poor Financial Transparency

The entrance into the global markets will make new demands on local and regional governments that may not have previously been required by the local banks. Local government financial reports produced in bond prospectuses are often incomprehensible. Frequent use of separate funds, off balance-sheet liabilities and the use of government guarantees often mask the true financial condition of the bond issuer. High rates of annual inflation and shifting foreign currency exchange rates often compound matters, making year-to-year comparisons nearly impossible. The presentation of the financial statements in the bond prospectus is often done by a third party that no longer has any relationship to the municipality once the bonds have been issued.  Therefore, it is imperative that the local governments take responsibility for providing clear, inclusive financial statements in the prospectus that can be easily updated and move toward adoption of a standardized accounting system. In this regard, first time bond issuers in the global capital markets should obtain comprehensive financial services that includes not only advice on the bond issuance process but a thorough examination of all information relevant to investors both at the time of issuance and also on an ongoing basis. These financial experts should be able to provide advice on the structuring of the bond issue, prepare a comprehensive bond prospectus, guide the issuer through the rating agency process, sell the bonds and maintain an active secondary market for the bonds. 

5. Lack of a Proven Track Record of Financial Reforms

The quality of financial management is often hard to judge for first time bond issuers, due to the lack of a proven track record. In many instances, new reform-minded fiscal administrations have recently come into power and are inheriting a history of persistent operating budget deficits and poor tax collections. Many local governments have historically been faced with a culture of tax evasion, corruption and cronyism in the awarding of contracts for goods and services. Prior to the reorganization of local government in Italy starting in 1996, there was little central administration of budgets. As a result, nearly one-quarter of local governments were in “dissesto,” a system similar to bankruptcy reorganization, but one which recognizes the obligation to make continuing  payments of all debt obligations. While Italian local governments have generally been successful in implementing structural and financial reforms, local governments in other countries may be precluded from achieving these reforms, due to unforeseen political or economic changes. This is often an element of risk that an investor must carefully consider in the analytical process.

6. Debt Authorization and Limitations

Central governments in Argentina and Brazil must approve all foreign currency debt issuances of local governments and restrict such purpose to the refinancing of existing debt. These governments, among others, have also placed a limit of the operating budget allocation that can be used for debt service, generally no more than 25%. The supervision of local government borrowers by a central government is important for two reasons; it  places needed restraints on local government borrowing in foreign currencies and it will reduce the need for local governments to require a bailout by the central government. These controls are needed to keep local governments from becoming overextended in future years when economic and political circumstances may have changed significantly. In the absence of central government controls, it would be prudent for regional and local governments to adopt formal debt policies and procedures, preferably embodied in a local charter or constitution. These policies should restrict bond issuance to finance only capital projects, require annual debt amortization and limit total debt issuance by measures of economic wealth and as a percentage of budgetary revenues.  

7. Foreign Currency Exposure and Refinancing Risk

Although the lure of the global capital markets may prove irresistible in a low interest rate environment, it may ultimately prove to be a high-risk venture. This is particularly true for countries whose currencies are not effectively linked to the U.S. dollar or other global currencies. Local governments perceive the short-term benefits of global bond market issuance to be the ability to finance at lower interest rates for longer periods of time. The long-term hazards of currency devaluation and the subsequent closure of capital markets that follows an economic crisis are rarely considered. Yet, in the short period of time that local governments and private concessionaires have been using the global capital markets, economic crises in Indonesia, Russia and Brazil have already created havoc for bond issuers and have resulted in severe credit deterioration and  financial distress. In Russia, a currency devaluation of nearly 80% since November 1998 has required local governments to pay debt service costs more than 450% higher than originally scheduled. Unhedged foreign currency risk is dangerous and should, at most, be limited to a small portion of a debt portfolio. 

8. The Reliance on  External Support For Local Government Debt Repayment

Local government borrowers need to learn to develop strong credit profiles so that they can borrow based on the strength of their own credit fundamentals. The “moral hazard” argument, that central governments will rescue local governments if they get in financial trouble, is a dangerous concept for investors to rely upon. In many instances, the central governments have not intervened in local financial crises, forcing the local governments to default on their debt. Despite any assurances to the contrary, investors should not expect a sovereign government to bail out its subsovereign governments if it is not legally required to do so. In a related issue, investors should also not completely rely on legal structures that segregate certain revenues with a trustee bank and pledge those revenues only to bondholders. Bonds issued by Italian regional governments and Argentine provinces frequently have these security features. During a period of crisis, political considerations will most likely dictate that tax revenues be allocated first to the payment of   wages for government workers, social benefits and pensions, prior to the payment of debt service to bondholders.  

9. Secondary Market Disclosure 

An issuer’s contact with the global capital markets is usually managed through a financial adviser or underwriter and often involves a relationship with one or more rating agencies. While these are important relationships, bond issuers must understand that bondholders are lenders, in the same manner as local banks. Once the bonds are issued, the local government has a responsibility to provide ongoing disclosure in the secondary market so that investors can monitor their investments and also have the ability to trade these securities in the secondary market. The establishment of a web site to provide current information on an issuer’s budget, financial performance, debt profile and economic outlook is the preferred method of providing updated information to investors. This information should be provided in a local language and in English, for the global investment community. 

10. Market Liquidity

The absence of continuing financial disclosure is a key factor that affects the liquidity of bonds in the secondary market. In addition, the smaller size of bond issues and their lack of frequency in the market adversely affect market liquidity, both for European high-grade issuers and Latin American emerging markets issuers. The resultant effect has been that local and regional government bonds have underperformed the sovereign bonds issued by their central governments in the global capital markets. This may act as a strong incentive for investors to avoid bonds issued by subsovereign governments, if they perceive them as inferior investments to sovereign issues. One solution for smaller governmental entities may be to issue bonds in a collective manner, either through an overcollateralized bond structure or a credit pooling arrangement. 

Recommendations

The global bond markets are not appropriate for all local governments. Many of the smaller, less frequent bond issuers, will discover that there are less risky sources of capital offered in their own countries, despite higher interest rates and shorter debt maturities. However, for larger, more frequent bond issuers, it is possible that they will be able to successfully access the global capital markets. For those governments, it is imperative that they develop a long-term capital markets strategy, which includes the adoption of balanced budgets, standardized accounting systems, transparent financial reports, and debt policies and procedures. Bond ratings should be secured from at least two internationally recognized bond rating agencies. Long-term relationships with bond rating agencies, trustees and investors should become a high priority. They should be fostered by continuing communications, include the development of a web site on the internet that can international investors with ongoing information about the state of the economy, financial condition and borrowing activities of the issuer, in English. The global bond markets have considerable potential for many local and regional governments if they develop a long-term strategy that emphasizes fiscal prudence, transparency and continuing disclosure with bond market participants.

