Current situation and prospects of municipal borrowings
 in the Russian Federation

In Russia, the subnational bonds market value shows the fast growth in last few years. It grown up from $400mio in 2001 to $3.3 bio at September 1 of the current year. However, the data available show that municipalities and regions still have difficulties accessing long-term credit resources at reasonable cost. 


At this time, the volumes of municipal borrowings are considerably lower than the volumes of funds used for capital expenses. If we assume that all borrowed funds, including budgetary loans from budgets of other levels, are used for capital construction, even then only 9.5% of capital expenses would be covered by borrowed funds. All remaining investments are financed by municipalities as current expenses, at the expense of own funds.
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As of September, 2004, the volume of municipal and regional bond loans amounted to over $3.3 billion. The lion’s share was captured by three main borrowers – Moscow, Moscow oblast and Saint Petersburg. Only 3% of the market fall on the share of other municipalities. 
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The municipal bonds of only fore cities  are present  on the market. In the coming months, new reginal bond loans are planned for the amount of $1 billion, as well as distribution of securities of seven cities for the amount of over $50 billion
. Some of the cities and regions are entering the market for the first time. 


Although the number of municipalities on the public borrowing market can be increased three times in the next year, the volume of municipal borrowings market remains rather insignificant, compared to the regional one. This is illustrated with the data, shown in Table 1.

Table 1. Municipal and regional public borrowings in the Russian Federation

	
	RF Subjects
	Municipalities

	Volume of bonds in circulation (RUR, billion)
	88.6 (36.4)*
	3.2

	Volume of budget expenditures in 2003 (RUR, billion)
	1445 (1012)
	863

	Total number of issuers
	24 (22)
	4

	Total number
	89
	11500**


Data source: Cbonds Information Agency, www.minfin.ru
*) Data in brackets does not include Moscow and St. Petersburg

**) As a result of local self-governance reform, the number of municipalities will increase to 30 thousand.


Whereas the difference between the volume of budget expenditures of RF Subjects and that of municipalities is not more than 15%, the difference between the volume of bond loans of RF Subjects and that of municipalities is more than tenfold. 

There are a number of reasons why municipalities are not able to get access to the bond market.

The first factor is the discrepancy between the capacities of municipalities and requirements of the market. Development of municipal public borrowing market is hindered by the difference between market loan volume and the legislative limitations of borrowing value. It is difficult to distribute on a market emission of value less then 500 RUR mio ($17 mio). Legislation imposes limits on the value of the bond emission. Value of annual borrowing hasn’t to exceed 15% of buget revenue. Because of this legislative restriction not more then 30 cities would be able to issue bond loans of over RUR 200 mio ($7 mio), while not more than 15 would be able to issue bond loans exceeding RUR 500 mio ($17 mio). The majority of municipalities are ready to issue a loan of about $3 mio. Therefore, most municipalities cannot borrow on the open market.  

Alternative way is borrowing in form of bank loans. The need of municipal administrations for borrowed funds is satisfied by 3-5 local banks in each region. National-level banks are unable to assess credit risks properly, if they do not have branch offices in the region. Therefore, competition on this market is very weak and interest rates are, most likely, overpriced. 

The following arguments support our hypothesis about small municipalities paying too much for the use of borrowed funds.

As evident from the charts shown on Figures 2 and 3, the level of expenses for servicing internal debt of the Subject of the Russian Federation has not changed considerably in the period between 2000 and 2003, while the level of debt expenses of municipalities has grown more than 2.5 times. 

Figure 1. Absolute debt expenses
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Source: Ministry of Finance of the Russian Federation (www.minfin.ru)

Figure 2. Relative debt expenses
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Source: Ministry of Finance of the Russian Federation (www.minfin.ru)

Increase in debt service expenses should probably be accompanied by a proportional increase in the volume of accumulated debt
. However, Figure 3 shows exactly the opposite – total debt of the Subjects of the Russian Federation is growing more rapidly than municipal debt. 

Figure 3. Accumulation of debt in the form of credits and bond loans 
(progressive total)
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Today, the interest rate on commercial loans issued to regional and municipal administrations by banks comes to 18-20%. At the same time, weighted average interest rates across the country amounts to 14-15%. The chart on Figure 4 demonstrates that municipalities, unlike regions, increase their debt in the form of bank loans every year – starting from 2000, annual volume of bank loans has grown 22 times. In our opinion, this can explain considerable growth of municipal debt expenses. 

Figure 4

Volume of accumulated debt in the form of loans (progressive total)
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The second factor is insufficient qualification of the municipal administration and unacceptable financial management.
The third factor is instability of local budget revenues, as well as their high dependency on the budgets of higher levels. Financial plan, which includes repayment of debts, can only be developed when local budget revenues for the medium-term period are estimated. This is rather difficult to do when revenue sharing standards for the medium-term period are unknown. Amendments to the Budget Code, introduced in connection with local self-governance reform, give hope for the improvement of this situation.

There is one more reason that limits an access of municipalities to the bond market in Russia. This reason is more fundamental. 

Potentialities of various ways of borrowing, in particular the proportion between bank loans and bond loans, depend on fiscal autonomy of a borrower municipality or a borrower region.

OECD developed a classification of tax autonomy regarding own taxes of subnational government (SNG).

Taxes of subnational governments are, here, subdivided into categories of decreasing tax autonomy and then ranked by decreasing order of control that the SNG’s can exercise over this revenue source:

(a)

SNG sets tax rate and tax base

(b)

SNG sets tax rate only

(c)

SNG sets tax base only

(d.1)

SNG determines revenue-split

(d.2)

revenue-split can only be changed with consent of SNG

(d.3)

revenue-split fixed in legislation, may unilaterally be changed by the central government

(d.4)

revenue-split determined annually by the central government as part of the budget

(e)

the central government sets rate and base of SNG tax.

In cases (a) – (c), the subnational government has total or significant control over its taxes. In the remaining cases, involving tax‑sharing arrangements, its tax autonomy is very limited or non-existent.

Now, let us see how the fiscal autonomy of subnational governments affects the quality of regional and municipal bonds. 

As is known, in the USA municipal bonds are highly reliable. This is a result of very strong fiscal autonomy of american municipalities. 70 percent of their revenues are generated by local taxes the rates and base of which are regulated by local governments themselves. Under the OECD criteria, these taxes may be referred to the (a) – (c) group. 

Turning back to our topic, it is possible to say that in this situation the issuer can take advantage of its privilege to raise tax rates and thus obtain the needed amount of revenues to repay interest and principal on bonds. If current revenue sources are inadequate a local government should exercise its powers to increase the inflow of revenues. The law provides a standard procedure for the financial recovery of municipalities. According to it, a local government may be obliged in court to raise tax rates to the level enough to fulfil its obligations to investors. All this contributes to the quality of municipal bonds.
Quite another situation is when revenues are generated from taxes of (d.1) and (d.2) type. However, regular federal and regional tax-sharing rates still permit making very reliable mid-term outlook of the financial standing of the issuer. Accordingly, it makes possible the reasonable assignment of resources for future years so that municipalities have enough funds to service and repay debts. Although in event of unforeseen consequences they all the same will not be able to discharge their debts without upper-level governmental aid. So, this level of fiscal autonomy appears to be inadequate for issuing high-quality bonds without the state support provided either in the form of state guarantees or other burden-sharing arrangements. 

With revenues of (d.3) – (e) type only a governmental issuer appears just to be unable to enter the debt market to raise a loan. In this event the financial strength of subnational governments is fully controlled by the central government. Tax sharing and financial support rates may change early without taking into account investment needs and debt obligations of municipalities. 

There is a certain correlation between the fiscal autonomy of subnational governments and their debt capacity:

(a – c) when borrowings can be made on the open market, and the quality of issued securities is very high;

(d.1 – d.2) when it is necessary to negotiate the size and purpose of borrowings with upper level financial authorities, and securities should be backed by the state guarantees;

(d.3 – e) when loans can be borrowed only from the state, and borrowings on the open market are impossible.

Today Russian municipalities are all in the third group. Only the biggest of them may risk issuing bonds. 
Upon completion of the administrative and fiscal reforms Russian municipalities are expected to become more autonomous under the OECD criteria. But they will be still unable to secure the quality of their securities at the level set for holders of long-term money. In other words, Russian municipalities except the biggest and economically strong ones, will be yet for many years unable to obtain investments on the open market. The question is loans for 15-20 years and even more. 

The situation can be remedied by creation of a financial infrastructure that will facilitate the access to the debt market for subnational governments. One of the ways to provide this access and increase the volume of private investments in municipal economy is to create a specialized economically sustainable financial agency that will raise long-term loans on the capital market to invest them into most important projects of municipal infrastructure development.

These agencies may link local governments with the capital market and in this way help them to get an access to the low-cost debt market and to turn their loan debts into public ones. 
Structure of local budget  revenues. The Russian Federation1999‑2003 гг. ( %)
	Revenues
	1999
	2000
	2001
	2002
	2003
	2006

	Tax revenues, including
	69,7
	68,2
	61,5
	53,5
	51,6
	38,9

	      VAT
	6,8
	5,3
	0
	0
	0
	0

	      Revenue tax
	14,6
	13,5
	16,7
	10,9
	9,6
	0

	      Income tax
	16,6
	16,8
	21,1
	23,3
	23,8
	28,5

	      Property tax 
	7,8
	6,2
	6,7
	7,1
	6,5
	0

	      Sale tax
	2,8
	2,9
	2,8
	2,5
	2,4
	0

	      SMB tax
	1,3
	1,5
	2
	3,5
	0,9
	2,2

	      Local taxes 
	13,4
	14,9
	5,1
	3,1
	4,1
	8

	Non-tax revenues
	3,6
	3,5
	4,3
	6
	6,4
	6,9

	Grants 
	26,7
	28,3
	34,2
	40,5
	37,8
	53,9


Tax autonomy at the subnational level:  degrees of control given as percentages out of all tax categories
	Category 
	Subnation

government taxes as % of total tax revenue
	a
	b
	c
	d.1
	d.2
	d.3
	d.4
	e

	Czech Republic 
	11.1
	2.7
	5.6
	-
	-
	-
	91.7
	-
	-

	Hungary 
	10.4
	 
	49.2
	-
	-
	-
	-
	-
	50.8

	Poland 
	8.3
	-
	41.9
	0.6
	-
	-
	57.6
	-
	-

	Estonia     
	16.2
	-
	9.2
	-
	-
	-
	90.8
	-
	-

	Latvia       
	17.1
	-
	-
	-
	-
	-
	-
	-
	100

	Lithuania      
	22.0
	-
	-
	-
	-
	-
	-
	-
	100

	USA
	20.0
	 
	95
	 
	5
	 
	 
	 
	 

	Russia          2003
	12.8
	 
	8.9
	 
	6.9
	 
	 
	84.2
	 

	Russia          2006
	8.7
	 
	21
	 
	79
	 
	 
	 
	 


	Local governments. Summary of profiles of current revenue
1999 год
	% of financing 

	 
	Czech Republic
	Hungary
	Poland
	Estonia
	Latvia
	Россия

сегодня
	Россия

завтра

	I  Own revenues:

own taxes, category a - c

non-tax revenue 
	40.2
(3.9)
(36.3)
	33.3
(16.3)
(17.0)
	35.2
(10.6)
(24.6)
	15.4
(6.3)
(9.1)
	20.4
(0.0)
(20.4)
	10.5

(4.1)

(6.4)
	14.9
(8)

(6.9)

	II  Other free revenues:

tax sharing, category d – e 
	43.8
(43.8)
	18.5
(16.8) 
	44.9
(14.4)
	75.5
(62.1)
	58.4
(56.0)
	77.6

(56.3)
	50.4 

(31)

	general grants 
	(-)
	(1.7)
	(30.5)
	(13.4)
	(2.4)
	(27.8)
	(19.4)

	Tied revenues
	16.0
	48.2
	19.9
	9.1
	21.2
	5.4
	34.7

	Total
	100
	100
	100
	100
	100
	100
	100








� Data source: CBonds Information Agency


� For the purpose of our research, we considered borrowings in the form of bond loans and credits. A considerable portion of borrowed funds in the form of budgetary loans was disregarded as budgetary loans are provided on a grant basis. 
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		35		2		Московская область		500		17.1115654141
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		74		3		Уфа		24

		6		3		Волгоград		10

								110
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		№		кат		Эмитент		Объем в обращении

						Москва		46,000,000,000

		35		2		Московская область		14,600,000,000

						Санкт-Петербург		8,637,951,700

		77		2		ХМАО		4,000,000,000

		81		2		Якутия		2,600,000,000

		84		2		ЯНАО		1,800,000,000

		15		2		Республика Коми		1,600,000,000

		19		2		Красноярский Край		1,500,000,000

		41		2		Новосибирская область		1,500,000,000

		85		2		Ярославская область		1,500,000,000

		21		2		Ленинградская область		1,200,000,000

		42		2		Самарская область		1,185,000,000

		3		2		Волгоградская область		1,100,000,000

		70		2		Тверская область		1,000,000,000

		71		2		Томская область		960,000,000

		9		2		Иркутская область		900,000,000

		79		2		Чувашия		785,000,000

		1		2		Белгородская область		620,000,000

		12		2		Республика Карелия		500,000,000

		38		2		Мурманская область		450,000,000

		20		2		Костромская область		300,000,000

		76		2		Хабаровский край		300,000,000

		8		2		Вологодская область		200,000,000

		40		3		Новосибирск		1,500,000,000

		18		3		Красноярск		700,000,000

		74		3		Уфа		700,000,000

		6		3		Волгоград		300,000,000

								96,437,951,700
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		38		2		Мурманская область		450,000,000

		20		2		Костромская область		300,000,000

		76		2		Хабаровский край		300,000,000

		8		2		Вологодская область		200,000,000

		40		3		Новосибирск		1,500,000,000

		18		3		Красноярск		700,000,000

		74		3		Уфа		700,000,000

		6		3		Волгоград		300,000,000

								96,437,951,700
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