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Abstract 

South African municipalities today face enormous challenges. They are faced with severe inhstructure backlogs, 

increased service provision and deteriorating municipal finance. These services, which include water, sanitation, 

electricity and waste disposal are essential to the basic needs of all citizens in South Africa, and contribute greatly 

to local economic development. Municipalities lack the necessary revenue to supply these essential services, or the 

necessary infrastructure to support these services. Because of this, and in order not to cause further deterioration of 

municipal service provision, additional infrastructure investment for municipalities in South Africa is needed, and 

fast. 

Additional investment can come from various sources, but government's ultimate goal is to see private finance or 

private capital, flow to the municipal sector. This can be achieved either through issuing municipal bonds, or by 

providing bank loans to municipalities. Previously (before 1994), South Africa still had a municipal bond market, 

and both of these instruments traded, but currently the composition of debt is changing. Securities debt remains to 

decrease, while loan debt increases continuously - a principle, which is inconsistent with that which government 

wishes to achieve at this stage. The residual credit market in South Africa is largely an intermediate one, with 

banks and other financial intermediaries holding most loans. Government wishes to see this market supplemented 

by the development and expansion of a securities market, or a "bond model" that lowers the cost of capital to the 

municipal sector. 

This market will imply that municipalities (usually the larger ones) issue debt in the form of bonds, which will then 

trade in the secondary market. To encourage this, government in South Africa designed the main elements of a 

municipal debt market necessary to support such a framework. This framework supports the direct access of 

municipalities to the municipal bond market, rather than the indirect access by intermediaries, which is currently 

the case. The two intermediaries currently operating in South Africa is INCA - a private sector intermediary, and 

the DBSA - a public sector intermediary. Together these two market players hold more than half of all municipal 

debt in South Africa. 

In supporting a market where direct capital market access is achievable, or where municipalities issue municipal 

bonds, a few essential things have to be in place first. This becomes obvious when one considers the underlying 

strengths of the United States municipal bond market, which makes use of the direct access method or municipal 

bond issuance. One of the most important market strengths of the United States is the fact that U.S. municipalities,. 

unlike most municipalities in South Africa, are creditworthy. This creditworthiness can mainly be ascribed to three 

things, (i) adequate revenue that supports borrowing, (ii) reliable financial information, which is necessary for 

public disclosure, and (iii) proper credit ratings. All three these elements are important to ensure municipal 

credrtworthiness. South Africa faces enormous constraints on all three these elements. Firstly, South African 
... ... 



municipalities do not have adequate revenue to support borrowing, mainly due to debt outstanding, and revenue 

collection problems. Secondly, the financial information of most municipalities in South Africa - which is 

imperative for public disclosure - is usually absent, late or unreliable, and thirdly, only five municipalities in South 

Africa currently reported having credit. The creditworthiness of most municipalities in South Africa seems to be 

the greatest obstacle in the way of municipal bond market development. 

If South Africa wishes to achieve successful and efficient ways to aid the re-emergence of the municipal bond 

market, it would have to reduce the credit risk of most municipalities. Municipalities can reduce credit risk by 

making use of certain credit enhancement mechanisms that will also provide additional investment. There are 

various forms of credit enhancement mechanisms available, which include government lending, government grants, 

government subsidies, and government guarantees, interception of intergovernmental transfers, municipal bond 

insurance, bank letters of creda, and making use of special purpose intermediaries. Many special purpose 

intermediaries do exist in the world today, which include anything from municipal development banks to bond 

banks. The United States successfully uses bond banks that give access to smaller, poorly rated municipalities via a 

process known as ''bond pooling." Bond pooling involves a concept where a number of small municipalities pool 

their issues together to create one large bond pool with numerous advantageous. 

Although larger municipalities in South Africa would have no problem accessing the municipal bond market 

directly via bond issuance, smaller un-creditworthy municipalities would find it much more difficult to access the 

municipal bond market via bond issuance. One solution to the problem could be if the smaller poorly rated 

municipalities, makes use of a municipal bond bank similar to the municipal bond banks in the United States. The 

proposed bond bank, besides providing access assistance to smaller municipalities could also provide certain 

technical assistance and training concerning the municipal bond market, bond issuance, the role of municipalities in 

this market, all the requirements necessary for municipalities to access this market effectively, and municipal 

creditworthiness. 

Since the majority of municipalities in South Africa do not have the necessary requirements to access the capital 

market directly, and secondly, since this direct access method would solve the problem of only a few exceptional 

municipalities in South Africa, the government proposed framework seems ineffective. One solution could be if the 

South African government instead of making use of municipal bond issuance uses an intermediary like the bond 

bank to access additional finance. Although this would be indirect contrast with that, which government wishes to 

achieve it could be the only solution in reactivating or stimulating the municipal bond market. 



Opsomming 

Munisipaliteite in Suid-Afrika het verskeie nuwe uitdagings. Hulle word gekohonteer met infmtdtuur  

agerstande en die regering verwag van munisipaliteite om 'n groter hoeveelheid munisipale dienste te verskaf. 

Tesame met dit alles, ervaar die meeste munisipaliteite in om land vandag groot finansiele druk, en hulle sukkel om 

kop bo water te hou. Munisipale diensverslcaffing sluit in water-, sanitasie-, en elekhisiteitsvoorsiening, asook 

rommel v q d e r i n g .  A1 hierdie dienste dra by tot die ontwikkeling van die plaaslike ekonomie, en alle Suid 

Afrikaners is a&anklik van hierdie basies dienste vir wrlewing. 

Een soot probleem rakende die bogenoemde situasie is dat munisipaliteite vandag glad nie in staat daartoe is om 

hierdie basiese dienste, en die infr;lstruktuur wat hierdie dienste ondersteun te verskaf nie. Die rede hiervoor is 

a.g.v. 'n tekort aan 6nansiering. Dit is uiters noodsaaklik vir S u i d - m e  munisipaliteite om so spoedig 

moontlik addisionele finansiering vir infrastruktuur doeleindes te verkry. 

Alhoewel addisionele finansiering vir infmhktuur doeleindes vanaf verskeie bronne verkry kan word, is dit die 

regering se uiteindelike doelwit om te verseker en toe te sien dat private kapitaal na die munisipale sektor sal vloei. 

Dit kan op twee maniere geskied, (i) munisipaliteite kan of munisipale effekte uitreik, of (ii) munisipaliteite kan 

banklenings aangaan. Voor 1994 het Suid-Afrikaanse munisipaliteite gehmik gemaak van beide hierdie metodes en 

daar het 'n suksesvolle munisipale mark vir munisipale effekte bestaan. 

Tans verander die munisipale krediet verhouding. Die verhandeling van sekuriteite soos munisipale e&kte is 

konstant besig om af the neem, tenvyl lenings bly toeneem - 'n beginsel wat heeltemal teenstrydig is met dit wat 

die Suid-Afrikaanse regering beoog. Dit het tot gevolg dat die huidige krediet mark in Suid Afrika grootliks 'n 

indirekte mark is waar banke en ander hmsiele  instansies meeste lenings besit. Die regering hoop om hierdie 

mark vervang te sien met die ontwikkeling en uitbreiding van 'n sekuritiete mark, of 'n munisipale effekte mark, 

wat bestaan uit die uitgifte van munisipale effekte deur munisipaliteite - hoofsaaklik die groteres. Dit sal tot gevolg 

h2 dat hierdie sogenaamde munisipale &eke ook clan later in die sekondire mark sal verhandel. 

Om hierdie mark te ondersteun het die Suid-Afrikaanse regering 'n raamwerk saamgestel wat al hierdie elemente 

bevat. Hierdie raamwerk ondersteun die direkte toegangsmetode van munisipaliteite tot die munisipale effekte 

mark eerder as die indirekte toegangsmetode deur hmsi&le tussengangers 500s INCA en die DBSA wat tans die 

geval is, en verantwoordelik is vir die besit van meer as die heme van munisipale krediet in Suid Afrika. 

Voordat direkte mark toegang verkry kan word, of voordat munisipaliteite we1 munisipale effekte uitreik, moet 

daar e m  'n paar vereistes in plek wees. Dit word duidelik wanneer daar gekyk word na die onderliggende sterktes 

wat bydra tot die sukses van die Amerikaanse munisipale effekte mark wat gebmik maak van die direkte toegangs 



metode of die "munisipale effekte uitgifte beginsel. Een van die belangrikste eienskappe van die Amerikaanse mark 

is die feit dat die meerderheid Amerikaanse munisipaliteite - anders as die meeste Suid Afrikaanse munisipaliteite - 
krediewaardig is. Hierdie kredietwaardigheid kan toegeskryf word aan drie dinge nl. (i) munisipaliteite moet oor 

genoegsame inkomste beskik, (ii) munisipaliteite moet die nodige finansiele inligting verskaf, en (iii) 

munisipaliteite moet gegradeer wees in terme van kredietwaardigheid. A1 drie hierdie elemente is nodig om te 

verseker dat munisipaliteite krediehvaardig is. 

Dit is hier waar Suid-Afrikaanse munisipaliteite probleme ondervind. Eerstens beskik Suid-Afrikaanse 

munisipaliteite nie oor genoegsame inkomste om die lenings te ondersteun nie. Dit kan toegeskryf word aan die 

probleme wat Suid Afrikaanse munisipaliteite ondervind met die invordering van inkomstes, en die groot 

hoeveelheid skuld uitstaande. Tweedens die finansiele inligting van Suid-Afrikaanse munisipaliteite, wat nodig is 

vir publieke openbarmaking is gewoonlik afwesig, laat of nie betroubaar nie, en derdens is daar slegs vyf 

munisipaliteite in die hele Suid Afrika wat tans oor krediet graderings beskik. Suid-Afrikaanse munisipaliteite 

skied te kort aan al drie hierdie vereistes en die lae kredietwaardigheid van munisipaliteite wat voortspruit as 

gevolg hiervan blyk om die grootste beperking te wees tot die ontwikkeling van 'n munisipale effekte mark. Indien 

Suid-Afrika emstig is om hierdie munisipale effekte mark tot stand te bring, is dit uiters noodsaaklik om eers 

hierdie probleem aan te spreek. 

Hierdie problem kan opgelos word met behulp van die verlaging van munisipale krediet risiko's. Die krediet risiko 

van munisipaliteite kan verlaag word deur gebruik te maak van sekere krediet verbeterings metodes, wat ook 

addisionele finansiering sal meebring. Verskeie vorme van krediet verbeterings meganismes kom voor, en sluit in, 

lenings vanaf die staat, staat subsidies, staats waarborge, versekering van munisipale effekte, die gebruikmaking 

van tussengangers, en vele ander. Baie sulke tussengangers kom vandag voor in verskeie plekke regoor die wereld, 

maar die belangrikste tussenganger vir die doeleindes van hierdie studie is die sogenaamde "bond bank." Amerika 

gebruik hierdie tussenganger al vir 'n geruime tyd met p o t  sukses. Die "bond bank" verskaf toegang aan kleiner, 

swak gradeerde munisipaliteite via a proses wat bekend staan as "bond pooling". 

Alhoewel groter munisipaliteite in Suid-Afrika makliker toegang tot die munisipale effekte mark via die direkte 

voorgestelde metode of via die ui@fte van munisipale d e k t e  kan verkry, skep dit steeds 'n problem vir kleiner 

munisipaliteite wat nie kredietwaardig is nie. Hierdie munisipaliteite sal dit uiters moeilik vind om die munisipale 

effekte mark te betree op die regering se voorgestelde manier van direkte toegang. Een manier om hierdie problem 

op te 10s kan wees deur gebruik te maak van 'n tussenganger soos 'n "municipal bond bank". Hierdie voorgestelde 

"bond bank", buiten om bystand te verleen aan kleiner munisipaliteite tot die toegang van die mark, kan ook sekere 

tegniese ondersteuning en onderig rakende die munisipale effekte mark, die uitgifte van hierdie betrokke 

sekuriteite, die rol van munisipaliteite in hierdie mark, kredietwaardigheid, en alle ander vereistes wat 

munisipaliteite benodig verskai? 



Aangesien die meerderheid munisipaliteite in Suid-Afrika nie oor die nodige vereistes beskik om direkte toegang 

M die munisipale effekte mark te verkry nie, en aangesien hierdie metode slegs die problem van slegs 'n pax  

munisipaliteite in Suid Afiika oplo, nie effektief genoeg is nie. Die regering sal dalk noodgedwonge moet kyk na 'n 

ander oplossing. Dit sal behels, die stimulering van 'n munisipale effete mark w a x  munisipaliteite, instede daarvan 

om gebruik te maak van uitgifte die mark sal betree via 'n tussenganger soortgelyk aan die "bond bank." Alhoewel 

die voorstel van hierdie studie op die oog af teenstrydig is met dit wat die regering beoog, blyk dit dat hierdie 

voorstel Suid-Afrika se enigste hoop mag wees in die stimulering en reaktivering van die munisipale effekte mark. 
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Chapter 1 

Introduction and Problem Statement 

Economic development is critically depended on infrasbucture. According to the World Bank: "Infrastrucfure, 

represents ifnot the engine, then the 'wheels' ofeconomic activi ty... Users demand infmstruchrre services not only for 

direct consumption, but also for raising their prohctivity by, for instance, reducing the time and effort needed to 

secure safe water, to bring crops to market, or to commute to work. Much research in recentyears has been devoied to 

estimating the productivity of infrastructure investments, and studies attempting to link aggregate lnfiastruchrre 

spending to growth of gross domestic product show very high returns. What is evident, is that a strong association 

exists between the availability of certain infmsmtcture telecommunications (in particular) power, paved mads and 

access to safe water andper capita gross domestic product" (IDC, 1997:14). 

Investment in infrastructure also has important implications for economic growth, income distribution, and poverty 

alleviation, and mu~cipalities can employ this investment as an important local economic development tool. 

According to a study that was done by the (1997:14) the direct consequence of investing in infrastructure is the 

generation of jobs, income, and business opportunities, which can be targeted in favour of emerging enterprises and 

labour-intensive methods. The same study also indicated that the most relevant affect of sustainable growth - which has 

the longest lasting results seem to be the productivity enhancing impact. The following example will illustrate this 

productivity enhancing sect. A household that obtains an adequate supply of water will benefit from a sharp reduction 

in ill health, which in turn may lead to better school attendance, fewer days off work, and eventually a greater 

productivity at work. Lastly, this study indicated that through infrastructure investmenf a municipality could influence 

where growth occurs, and thereby it could solve the infrastructure backlogs and inequalities in South A k a ' s  cities and 

towns. If invested wisely, in6astructure can benefit the local economy, but more importantly the economy of the 

country as a whole. 

According to the Municipal Infrastructure Investment Framework (South Africa, 1996:6), there are tbree types of 

economic effects that result because of inf?ashueture provision. These effects, can be distinguished as direct, indirect 

andor productivity improving effects. 



The d-t effects result because of the immediate employment and income-generating effects obtained through the 

pmvision of inhstructure. These effects are the greatest during the construction phase, but continue afterwards to 

some degree due to the need for operating and ongoing maintenance activities (South Afiica, 1996:6). 

The indirect effects arise due to the conventional multiplier effect of increased economic activity, whereby more 

employment, higher levels of income, and more demand within the construction sector lead to greater demand for other 

goods and services, thus stimulating economic growth. This effect will be. strongest during the construction phase and 

will diminish as construction activq winds down. The magnitude of the effect is reduced to the extent where the 

additional demand is satisfied by imports, and that public-sector investment crowds out private investment (South 

Africa, 1996:6). 

The productivity-improving effects are potentially the longest lasting, and are the most relevant to sustainable growth. 

Suitable in6astructure brings with it economic opportunities and lowers production m t s ,  thereby Endering activities 

economically viable that were previously not so. For instance, the provision of a rural road may lower transport costs 

sul3iciently to make production for sale a viable option, or the pmvision of electricity in an d a n  township may open 

up opportunities for home-based industries that had previously not existed. In addition, reducing the time it takes to 

fulfil basic household needs such as water, can release people, especially women, to perform other productive tasks, 

whether paid or unpaid (South Aiiica, 1996:6). 

Different infrastructure has different productivity-improving effects. A common distinction made is that between 

economic and social inhstructure, where the former provides idfadmcture directly for income generating activities, 

and the latter pmvides services for household use. The White Paper on Local Government (South Africa, 1998:149) 

refers to the social inhstrucure as basic household inkastructure that includes essential municipal services such as 

water, sanitation, electricity, mads, storm water drainage, and street lighting needed to sustain a healthy and safe 

standard of living. This social infrastructure have important externalities, such as direct poverty alleviation, and some 

redistribution effects that can help provide the stable social and political environment required for rapid, much needed 

economic growth (South &ca, 19%). 

The South Afiican constitution has assigned the responsibiity and pmvision of these basic household and suburban 

services, together with the municipal inkastructure necessary to support these services, to the local government sphere 

(South Africa, 19%). 

This is a very large responsibility. For the 200212003 municipal budget, an enormous 82 percent of the total capital 

budget of R13.1 billion was set aside just for municipal infrast~cture. Figure 1.1 below demonstrates the total 
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budgeted expenditure on municipal inhshucture. What becomes clear is that government assigns the largest 

proportion of general municipal infkashucture expenditure for housing (R250 million). The other municipal 

infkastructure expenditure items, includes water reservoirs and reticulation, roads, bridges, pavements, and electricity 

distribution (National Treasury, 2003:34). 

Figure 1.1: Total Budgeted Expenditure on Infrastructure 

I 

(Source: National Treasury, 2003:34). 

Under apartheid, municipalities traditionally provided these municipal services to formerly advantaged communities, 

while they neglected formerly black townships and homelands. Where municipalities did provide municipal services, 

national public entities like Eskom rather than municipalities provided these services. This resulted in South A6ica's 

post-apartheid government inheriting wnsiderable in6astructure backlogs, especially in the previously abandoned 

areas, and today's municipalities are expected to make up for thii by expanding their delivery of services to all 

residents, and by subsidizing such services to poor households. 

These service backlogs and the collapsed or deteriorating in£rastructure, together with the amalgamation of the 

previously divided jurisdictions - that massively increased the population, which municipalities had to serve - all left 

municipalities without a wrresponding increase in the tax base. The demand for the expansion of municipal 

infkastructure also wntinues to outsirip supply. This has been especially prevalent in education, health, housing, clean 

water, mads and electricity, where provincial and local governments have major responsibilities. All of this, combined 

with the fact that most municipalities experience deteriorating creditworthiness, borrowing capacity and financial 

distress caused great uncertainty within the municipal sector (South Atiica, 1998). 



To worsen the situation, the decentralization initiatives, as envisioned in the White Paper and the Constitution, have 

also transferred greater responsibility for investment choices and investment hancing fiom central govemment to 

local and state governments (South A k a ,  1998). All of this put even more pressure on local government, and 

municipalities need to address these infiilstructure backlogs first, in order to ensure the provision of their basic services 

(National Treasury, 200 1: 174). 

Rapid rates of urbanization escalated the scale of inhstructure investment requirements. Within the next 20 years, 75 

percent of the South A6ican population will live in urban areas - mainly within large cities. This trend will not only 

add to the demands on large cities, already overburdened with social infrastruct~~es, but will also contribute to the 

more than two million existing poverty stricken urban residents (Scott, 2002:l). 

All of the above factors place immense pressure on municipal 6nance. According to the Intergovernmental Fiscal 

Review of 2001, the capital municipalies could use can come from one of the following sources, namely: 

The national government, in the form of intergovernmental transfers. 

O Municipal taxes, such as property rates or Regional Service Council levies. 

'' User charges, such as taritrs and connection fees. 

Borrowing through loans or bond issues. 

Government policy during the past five years has repeatedly emphasized the importance of leveraging private sector 

capital in support of municipal infrastructure investment. If correctly conceptualized, government stated that national 

government spending on municipal diashucture could complement private sector investment by focusing on those 

municipalities unable to access private capital (National Treasury, 200 1: 175). 

Attracting this private capital back to the municipal sector, and increasing historic levels of private sector lending for 

municipal in6ashucture, would be desirable for the following reasons, according to Glasser et al. (1998:8): 

O National and local governments have limited resources. By borrowing private money, it allows municipalities 

(and the nation as a whole) to leverage the revenues they do have, building more infrastructures, and more 

quickly, than could be done on a pay-as-you-go basis 

.:. Municipal borrowing h m  the private sector is consistent with the decentralization decision-making 

envisioned in the White Paper on Local Government and the Constitution. Local communities will set their 

own priorities, and apply to private capital markets for funding. 



*:* Market economics will cause private investors to allocate funding to those municipalities and projects that are 

most creditworthy. This promotes healthy management and finance practices at the local level and minimizes 

the necessity for supervision by national or provincial government. 

The importance of gearing in private investment, and of using capital markets to do so, is twofold. Firstly, private 

sector lenders and investors are important because, unlike public sector lenders, they bring additional funding to the 

national table, they have better expertise for evaluating project and credit risks, and they manage outstanding loans 

more effectively. Secondly, active capital markets with a variety of buyers and sellers, and a variety of financial 

products, can offer more efficiency than direct lending. Competition for municipal debt instnunents tend to keep 

borrowing costs down, and it creates structural options for every need. An active market, also implies liquidity for an 

investor who may wish to sell. Liquidity reduces risk, increases the pool of potential investors, and thus improves 

efficiency (South Afiica, 1998). 

According to Glasser, et al. (1998:19) private investment, in the form of municipal bonds or bank loans, to build, 

operate, and maintain publicly owned and operated facilities is the most common method for private sector 

involvement around the world, and it involves the issuance of debt by municipalities or other public sector entities. In 

the past, South Afiican municipalities have borrowed extensively from the private sector by using both these methods. 

They issued municipal bonds and they made use of loans fivm certain fuulncial institutions (South Africa, 1996:12). 

Although private lending has continued throughout the transitional phase from 1994 to 2000, there has been no new 

private lending to local government in South Afiica recently. Studies conducted by the National Treasury (2000:2) 

indicated that between March 1998 and March 1999 direct private sector lending to municipalities grew by only R1.84 

billion. Of this, almost R.500 million was accounted for by one institution alone. Over 80 percent of this growth took 

the form of short-term lending, and a better primary market exists for municipal short-term debt (such as overdrafts or 

more formal loans - of short fixed maturity). The long-term debt market, which is especially critical for providing 

fmancial resources for municipalities for investment in infi-astructure that is critical to both economic and social 

development (water, electricity, roads and waste), has stagnated. 

There have been only a limited number of new municipal bond issues recently, and only a few of the previously issued 

municipal bonds do trade. Although the private sector continues to be an attractive option for financing infrastructure, 

it remains untapped. Latest data from the National Treasury (2003:42) shows that the municipal market in South Afiica 

today, only concentrates on a few lenders and larger urban municipalities. The majority of the private investment 

community still draws back fiom the municipal sector, and access by municipalities to private capital is becoming 

harder. 
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1.2. fioblem Statement 

The residual credit market in South Aiiica is largely an intermediate one, with banks and other fnancial intermediaries 

holding most loans. Government wishes to see this market supplemented by the development and expansion of a 

securities market, or a "bond model" that lowers the cost of capital to the municipal sector. This market will imply that 

municipalities (usually the larger ones) issue debt in the form of bonds, which they then trade in the secondary market. 

To encourage this, govemment in South Aliica designed the main elements of a municipal debt market necessary to 

support such a flamework. Not only does this framework promote the emergence of a vibrant and innovative primruy 

and secondaty market for short and long-term debt, but it could also support the growth of a market for other forms of 

debt i.e. bank lending (this fiamewotk will be discussed in detail later in chapter four). 

The question that needs to be asked is whether this flamework will be effective in stimulating bond issuance by 

municipalities, or whether the framework lacks certain aspects that consIrain the functioning of a vibrant municipal 

bond market in South Aliica. 

1.3. Objedives of Research 

The main aim of this study is to investigate the effectiveness of the direct access flamework via municipal bond 

issuance, given the most recent fiscal and fioaocial constraints that most South A6ican municipalities face. In order to 

achieve this, the following objectives were set, to: 

O Investigate the function and operation of municipal bonds, and the municipal bond market of the US. and to 

examine the underlying requirements and strengths of this market in order to use it as a background, and 

comparison to the South AGican municipal bond market situation. 

*:* Create an understanding regarding the municipal credit market, the two models it consists oS the remaining 

municipal credit market in South AGica, its function and structure, and the relevance thereof to the primary 

problem of this study. 

Investigate why the previous municipal market collapsed, and to determine the current ability of municipalities 

to access the municipal bond market. 

'3 Identify and propose certain critical requirements that need to be in place fust, before the municipal bond 

market could reemerge successfully, given all the factors prevalent in today's market. 

Identfy the greatest limitation currently in the way of municipal bond market development in South Aliica, 

and to introduce certain solutions govemment could use to decrease the effect of this limitation. 



.:. Compare all the possible solutions in order to pmpse the most effective solution government could use to 

overcome this obstacles, given all the information that was obtain during the course of this study. 

1.4. Importance of the Research 

In the introduction, this study described the importance of inhshucture for growth and development. But the severity 

of the need for infrastructure pmvision in South Africa only starts to become a reality, when one is coni?onted with the 

appalling infrastructure situation in South Afiica - especially in rural areas - and when one take certain information 

regarding infhstructure provision in South Africa into account. That is why this study will briefly mention the 

following facts about the inhsiructure situation in South Afiica. 

Firstly, since 61 percent of 11 million households in South Aliica still did not have running water inside their dwelling 

by 1999, and since a very large group of South Africa's citizens still rely on water h m  flowing water seeams, wells, 

and s p ~ g s  to fulfil their most important basic need, since people have to travel great distances and spend hours each 

day fetching water, it is obvious that water provision remains one of the largest inhstructure backlogs in South Afiica. 

The same situation applies to sanitation pmvision. A great number of South Afiica's households do not even have flush 

toilets or pit latrines. Access to flush or chemical toilets are declining and the number of households using rivers, 

streams, and bushes for sanitation in South Afiica is increasing. The South Afiican Institute of Race Relations reported 

that South Afiica stdl has 18-million, mainly rural people (or 3 million households) that do not have adequate 

sanitation, and 7 million people still do not have access to both clean water and sanitation (SAIRR, 2001:38-354). 

Electricity pmvision is also an area of great concern. Although government and Escom have eleceitied a large number 

of houses in the past eight to ten years, there is still much government needs to do about this matter. According to the 

South African Institute of Race Relations (2001) in April 2001,20 percent of urban households and 54 percent of all 

rural households were still not electrified. Most people in rural areas in South Afiica still rely on costly, unhealthy, and 

environmentally unsustainable fuewood for energy and food preparation ( S m  2001:38-354). 

Lastly, some 566 million tons of municipal waste is generated every year, but according to the minister of 

environmental a i r s  and tourism, (as quoted by the South Afiican Institute of Race Relations, 2001 :353) this waste is 

poorly managed. He also stated that only a '*ctionn of the waste is recycled or reclaimed and nearly half of the 

country's 710 IandGlls are illegal and do not conform to standards set in environmental legislation. Some 40 percent of 

South Africans do not have a proper domestic refuse removal system at all (SAIRR, 2001:38-354). 



In order for municipalities in South Aliica to meet their developmental mandate and in order for them to ensure that 

they deliver all these services, and pmvide the necessary iafrastructure to support them to solve the pmblems within 

the municipal environment, municipalities need a large amount of capital investment for municipal hhstructure. 

According to National Treasury (2001a:183) the municipal capital investment that will be used for these &?astructure 

purposes would most pmbably include items such as water and wastewater treatment plants and reticulation networks, 

solid waste disposal facilities, streets and sidewalks, clinics, parks, sports fields and other municipal facilities. The four 

main reasons why municipalities need to have access to capital for investment purposes are: 

*:+ To extend services to all citizens, so that South Atlicans everywhere have access to basic services. 

To provide services above the basic level, at users' wst, to those who want and can afford more than the basic 

services. 

To provide strategic infrastructure that will attiact direct investment, as part of economic development efforts. 

O To upgrade and update infrashucture that has reached the end of its useful life. 

Without the necessary capital, which wmes from the most appropriate means, such as municipal bond issuance, 

municipalities would fail in achieving all of the abovementioned objectives. Additional investment for municipalities 

is of great importance to South A6ica, and this must be pmperly obtained. If South A6ica wuld succeed in this, it 

could have an enormous affect on the whole of South A h a ' s  economy. 

This study consists and relies mainly on a literature, and no empirical analysis was made. The research relies on 

literature fiom various sources, such as books, journals, newspaper reports and the internet. Most of the research relies 

on certain relevant research reports, completed by various international and national institutions, which include: 

-3 The World Bank. 

O The South A6ican government. 

*' The National Treasury of South Africa. 

Private Institutions like the Development Bank of South A6ica (DBSA), The InJhstructure Finance 

Corporation (INCA), and various Bond Banks in the United States, the Research Triangle Institute @TI), and 

the United States Agency for International Development (USAD), and lastly the Urban Institute of the United 

States. 



1.6. Chapter .%position 

Chapter one only in!mduces and discusses the main problem to be addressed in this study. What becomes evident is 

that South Afiican municipalities need additional investment for infrastructure purposes. Government wishes to see 

this done via bond issuance, but the framework which govemment proposed to support this system, seems dubious. 

This study investigates the effectiveness of the government proposed £ramework. 

The main aim of chapter two is to introduce bonds, the way in which they operate and function, municipal bonds, and 

the municipal bond market. The whole of this chapter uses municipal bonds and the municipal bond market of the 

United States as a comparison. The reason for this is that South A6ica can use some of the United States market 

strengths to accelerate the development of its own municipal bond market by comparing it to the United States' model. 

Since the United States' model uses direct access via bond, issuance (that which the South A6ican government wishes 

to achieve) the main aim of this chapter is to identify the most important market strengths contributing to the success of 

the U.S. model. 

Chapter three explains the two methods whereby municipalities can attain municipal aedit. These two methods include 

making use of a municipal bond model, via bond issuance, or by using the municipal lending model. The two methods 

are explained because against this background it is easier to understand the current municipal aedit situation in South 

Africa. Chapter three also discusses the bond market in South Afiica. The reason for this is the enormous role it would 

play in the upcoming municipal bond market environment. 

The main aim of chapter four is to discuss the local government fmance and borrowing situation, in order to establish 

the ability of South African municipalities to access the bond market via bond issuance. The greatest limitation in the 

way of municipal bond market development is also discussed, and chapter four makes certain recommendations to 

eliminate or to reduce this problem. 

Chapter five gives a short summary of this study and describes how the initial problem of this study, was solved. It 

concludes by making certain recommendations and proposing certain areas of further study. 

Most of the information, especially data or information that was obtained from municipalities, dated from before the 

collapse of the bond market, thus prior to 1994, rendering the information as old, and irrelevant. The collapse of the 

previous municipal bond market, also contributed to the fact that most market players, such as investors, 

municipalities, financial iostituti011~ etc. feel sceptical about the remaining market, it remains unfamiliar territory, and 

most people do not know what to expect, which also impedes research. Most resources are based on assumptions on 
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the new market, or that which government wishes to achieve, not on substantial evidence. Such examples include all 

the information within the Policy Framewok for Municipal Borrowing and Financial Emergencies and the Municipal 

Finance Management Bill. It is always ditr~cult to refer to such sources, because the relevance thereof and liability may 

be questioned. 

This study obtained much international information; especially information regarding bonds, municipal bonds and the 

municipal bond market in the United States. Although this contributed greatly to the study, and although it gives a 

proper idea as to how the municipal bond market function and operates, the South A6ican municipal bond market 

cannot be fully compared to that of the U.S. and other countries, since the fmancial and bond markets of each country 

functions on a unique manner. This can be ascribed to various factors. Critics may oppose this comparison and argue 

that South f i c a ' s  municipal bond market, under no circumstances may be compared to that of the United States' 

market. Regardless of this, this study still compared the United States' municipal bond market with that of South 

Afiica because of various reasons that will become apparent during the course of this study. 

1.8. Imporant Dginitions 

Certain important concepts are used in this study and are briefly explained 

Bonds - a bond is a debt security, similar to an I.O.U. When an investor purchases a bond, he lends money to a 

govemment, municipality, corporation, federal agency, or other entity known as the issuer. In return for the loan, the 

issuer promises to pay the lender a specific rate of interest during the life of the bond and to repay the face value of the 

bond (the principal), (or the original amount borrowed) when it mature$ or falls due (The Bond Market Association, 

2002a: 1). 

Bond Bank - agencies created by some states to buy entire issues of bonds of municipalities. The purchases are 

financed by the issuance of bonds by the bond bank. The purpose is to provide betta market access for small, lesser- 

known issuers (Public Securities Association, 1990: 189). 

Credit Enhancement - implies the enhancement of credit or the ability of municipalities to amact loans or to issue 

securities, at good rates. It can be improved by, e.g. municipal bond insurance, bond banking etc. (South A6ica, 

1998:154). 

Creditworthiness - a municipality is creditworthy when it meets the risk standards of the lender. Institutional lenders, 

like mutual funds, pension funds, or insurance funds, generally will establish a minimum level of credit quality that an 

issue must have. Unless a municipal lending institution sets clear and prudent rules for lending, it is likely to have a 

hard time raising capital on the private market (Peterson, 19985). 



Znfmstnrcture - refers to the foundation or underlying framework of basic services, facilities and institutions upon 

which the growth and development of an area, community, or a system depend (Verhcef, 2002: 1). 

Loml C;ovanment - local government is a state entity with the necessary constitutional and statutory governmental 

authority within a specific demarcated area in the Republic of South k c a ,  which consists of a democratically chosen 

council and local administration, where the most important goal is the provision of services to and the development and 

shuchuing of the local wmmuntty (Scheepers, 2001 :l1). 

Municipulib'es - a municipality when referred to as an entity, is an organ of state within the local sphere of 

govemment exercising legislative and executive authority within a specific demarcated area of jurisdiction which: 

O Consists of a) the political shuetures and administration of the municipaltty, and 

b) the community. 

-:. Functions in its area in acwrdance with the political, statutory, and other relationship between its political 

structures, political office bearers, and its administration. 

9 Has a separate legal personality, which excludes liability on the part of its community for actions of the 

municipality (Section 2, Local Government Municipal Systems Act, 32 of 2000). 

A municipality, when referred to as a geographic area, means a municipal area determined in tams of the Local 

Government Demarcation Act 27 of 1998. 

Municipul Bonds - a municipal bond is a debt instrument that can be traded. An undenvriter may purchase an entire 

bond issue, and then sell it at retail to institutions and individuals. Each bondholder buys only a small piece of the total 

debt, so smaller investors can participate (National Treasury, 2001 :193). 

Munic* Debt - a monetary liability or obligation created by a hancing agreement, note, debenture, bond, or 

overdraft, or by the issuance of municipal debt instruments (South Africa, 2002:7). 

Municipul C ~ d i t  M& - is the market through which credit is provided to local government authorities either 

through municipal loans or through municipal bonds. These instruments then trade on either the primary market (if 

investors decide to hold the instruments until maturity) or the sewndary market (where the instruments are traded, and 

need not be held to maturity) (Peterson, 2002). 

Ph'vafe Sector Investnmt - involves the participation of private investors in the capital market, where they provide 

capital for new investments in infrastructure, thereby reducing the demand for public funds, and providing fiscal space 

for other public investments, such as in education or health (South A6ica, 1998:150). 



Special Financinl Intermedimis - entities that operate as a channel for municipal credit, or that act as a bridge to 

private credit markets in bomowing on domestic or foreign markets and on lending to local governments, either directly 

or through domestic banks. This can consist of entities operating like a bank, like municipal development banks that 

are found in countries such as the Netherlands, specialized financial institutions, like the local government financial 

intermediaries that are found in Spain and France, provincial agencies that operates at the provincial level such as 

municipal finance corporations in Canada, or state instrumentalities operating at the state level, such as bond banks in 

the United States (El Daher, 2000:l-2). 

1.9. An Additional Note on Terminology of This Study 

Municipal loans and municipal bonds are two ways of providing credit to local govemment authorities. Although these 

ins!nunents and the market, which supports them, have si&~cant differences, the assessment of credit risk in both 

cases involves essentially the same procedures. This study refers to (i) municipal loans and municipal bonds as to 

municipal credit, and (ii) to the municipal bond market and the municipal lending market, as to the municipal credit 

market. To explain this, because the municipal bond market was active in South Aftica prior to 1994, this study will 

refer to the market during this period as to the municipal bond market. However, since the market wUapsed after 1994, 

and since bank lending started to predominate municipal bond trading in the South Atiican market today, this study 

will refer to the market after 1994 as to the municipal credit market as a whole (which consists of both bank loans and 

municipal bonds). 

This study also sometimes refers to the municipal credit market as to the municipal debt market, which also consists of 

both municipal bonds and bank loans. Similarly, except where noted otherwise, this study refers interchangeably to 

different terms for local government authorities, such as "municipality," "local authority" and "local government." 



Chapter 2 

Bonds, Municipal Bonds and the Municipal Bond Market of the United States 

Before this study attempts to explain anything else, it is important to provide the reader with insight regarding 

municipal bonds and the municipal bond market. It is also important to understand the basic principles underlying 

bonds, the way in which they operate, and their function. The aim of this chapter therefore is to focus on bonds, 

specitically municipal bonds as a type of bond, bond inveslments, and f i d y  the municipal bond market in the United 

States, and this market's most important market strengths. 

The reason why this study uses information concerning municipal bonds and the municipal bond market in the United 

States is because the municipal bond market of the United States has been operating for several years and it is the 

largest and most effective of its kind in the world. Against this background, it is easy to identlfy certain market 

strengths and weaknesses, and South Africa can accelerate the development of its own municipal bond market by 

comparing it to the United States' model. 

Although some critics may oppose this comparison by arguing that South Afiica is an emerging economy, and because 

of this reason might state that South Africa cannot be compared to any of the existing United States market$ this 

statement can be defended by the following three reasons. Firstly, South Africa, unlike any other emerging economies 

where municipal bond markets are totally absent, have an advantage above these countries because South Aiiica's 

municipal bond market only need to reemerged or be reactivated. It need not be developed entirely. The operational 

structure necessary to support the municipal bond market, will easily fall into place once all the obstacles currently in 

the way of municipal bond market development gets solved. Secondly, it was inevitable for the municipal bend market 

to collapse, because of the uncertain political situation in South Africa h m  1990 onwards Prior to this, the market 

was rather successful. With the new local government, the transition period being fmalized, and the political structure 

already in place, the market today might just wer-bridge this uncertainty. Thirdly, South African financial markets 

especially the bond market is highly sophisticated and compare favourably to the rest of the world. Much of the needed 

requirements necessary for reestabtislung such a market today are already in place and a new municipal bond market 

might fit perfectly into this system. 



2.2. Bonds 

2.2.1. Bond Definition 

A bond, according to the Bond Market Association of New York (2002a:l), is defined as "an interest-bearing 

cerii$cate sold by corporations, governments and local governments, to raise money for expomion, or capital in the 

capital market. " An investor who purchases a bond is essentially lending money to the bond's issuer in return for 

interest and the investor can either hold the bond until maturity and collect interest payments, or sell the bond to a third 

Party. 

In South Africa, bonds according to Van Zyl (2003:247) is capital market instruments with an expiry date, which 

promise that the issuer (borrower) will pay the holder interest and will repay the capital amount back over a certain 

period. 

A bond contract in the United States and South &ca, according to Van Zyl (2003:258) usually consists of the 

followiog: 

Principal: The issuer will repay this amount to the bondholder when the bond expires. It is sanetimes called the face 

value, par value, or nominal value of a bond. 

Coupon mte: The issuer will pay this interest to the bondholder during the life span of the bond. It is normally 

expressed as a percentage per annum and it may be a fixed or a variable interest rate. There is also an indication of the 

rates at which interest will be paid, usually semi-annually or sometimes, annually. This is referred to as the coupon 

hquency. 

M o b r e  date: Since the bond expires, the issuer will repay the principal to the bondholder at this date 

Bond issuers can sell bonds directly through an auction process or use invesment banking services. The investment 

banker buys the bonds t h m  the issuer and then sells them to the public (The Bond Market Association, 2002a: 1). 



2.2.3. Types of Bonds in the U n M  Stotes 

Government bonds, corporate bonds, municipal bonds, mortgage and asset-backed securities, federal agency securities 

and foreign government bonds are among the types of bonds investors can choose 6om in the United States. This study 

will only discuss the most important bonds namely; government bonds, corporate bonds, and municipal bonds, since 

the others are of little relevance to this study. 

2.2.3.1. Government Seurilier 

The US. government issues bonds through the Treaslny Department. These bonds, known as government securities, 

are backed by the unlimited taxing power of the federal government. Federal agencies and government-sponsored 

enterprises also issue bonds of their own. Generally, all of these federal bonds are considered to be among the safest 

inveslments in the United States (Fabozzi, 2001:175-1%). 

2.2.3.2. Corporate Bonds 

Private utilities, transportation companies, industrial enterprises, or banks and linance companies issue corporate 

bonds. These corporate bonds can be divided into two additional categories: mortgage bonds, which are secured by the 

issuer's assets, and debenhues, which are backed only by the issuer's credit Most companies try to establish a 

financial structure based on a combmation of stocks,  presenting distributed ownership, and bonds, representing debt 

obligations. A company that raises funds by issuing bonds is said to be leveraged. Because bondholders are paid at a 

set rate regardless of profits, this approach increases the potential for profit to stockholders but also increases the level 

of fmancial risk (Fabozzi, 2001 :253-281). 

2.2.3.3. Municipal Bonds 

Municipal bonds according to The Bond Market Association of New York (2002b:l) are: "debt obligations issued by 

states, cities, countries and other governmental entities to mise money to build schools, highways, hospitals, and sewer 

systems, as well as many otherprojectsfor the public good " 



2.2.4. Types of Bonds in South Afria 

The types of bonds South A6ican investors can choose fiom include govemment bonds, corporate bonds, parastatal 

and water authority bonds, and municipal bonds (BESA, 2003). AN of these bonds will be discussed subsequently. 

2.2.4.1. Govern& Bonds 

In South A6ica the central government issues govemment bonds through regularly announced auctions, they trade on 

the Bond Exchange of South A6ica and represent the largest group of bond products. There are many different 

categories of this type of bond, ranging h m  ljxed rate bonds, zero-coupn bonds, inflation linked bonds and variable 

rate bonds, to foreign currency bonds (BESA, 2003). 

2.2.4.2. Corporate Bonds 

The corporate bond market, when compared to the govemment bond market in South Aliica appears to be rather small 

and only represents about twenty percent of the bond trades on BESA today (BESA, 2001). 

Corporate bonds in South Afiicica, according to Van Zyl(2003:271-276) can be classi6ed according to their: 

.:. Yield (which either involve fued or variable interest rates). 

+ Their security, (which has to do with certainty concerning the interest payments on the bond). 

*:* The repayment of the principal, (which involve mortgage bonds, debenture, and guaranteed bonds etc.) 

*:* The terms on which bonds are issued (which mostly have to do with redemption features like call and put 

options, redeemable bonds, sinking fund provisions, convertible bonds, exchangeable bonds, warrants etc.) 

+:* The currency and country of issuance (which involve either foreign bonds - bonds that are issued by a foreign 

borrower in the currency of country where bonds are issued andlor Eurobonds - bonds that are issued in a 

country (or countries) outside the country of domicile of the issuer). 

Corporate bonds trade on a formal or organized exchange such as the Bond Exchange of South Aliica (BESA) or on 

the informal over-thecounter market. Bonds are issued by public offerings (where bonds are issued by making use of 

an auction, such as with govemment bonds) or private placements (this involves a procedure whereby bonds are sold to 

a limited number of predetermined investors) (Van Zyl, 2003:276). 



2.2.4.3. Pamstaal and WaterAuthorities Bonds 

Parastatal and water authority bonds, as the name suggests are issued by parastatal entities such as the Atomic Energy 

Corporation Limited, Escom Limited, SA Housing Trust Limited, SA Roads Agency Limited, Telkom SA Limited, 

Transnet Limited, and certain water authorities, such as the Komati River Basin Authority, Rand Water, Trans-Caledon 

Tunnel Authority, and Umgeni Water amongst others (BESA, 2003). These bonds are usually to fmance capital 

projects. For example, Escom the leading electricity distributor in South f i c a  may use the proceeds fiom an issue to 

fmance construction of new power plants and transmission lines. 

2.2.4.4. Municipal Bonds 

Municipal bonds are bonds issued by local government or municipalities and make up most of this study. An indepth 

discussion of municipal bonds and the municipal bond market follows later in this chapter. South f i c a n  municipal 

bonds are not defmed here, simply because the definition is the same as that of tfie United States. 

2.25 Bond Investments 

Bond investments in South Afiica, just like in many other countries around the world, offer a number of benefits. 

When wmpared to stocks, bonds are generally safer investments, bonds lead to stability in a volatile stock market, 

bonds have much more predictable streams of &me, and bond inves!ments can help investors achieve some long- 

term goals or objectives. (AU this is discussed below). 

For many years, investment in bonds in South f i c a  was considered inferior, compared to equlty and cash, but since 

1998, this situation has changed dramatically. Bonds &to perform strongly, while equity returns were much lower 

than in the years prior to 1998. The reason for this, according to McCurrie (2002:3), is that the good returns generated 

h m  the bond market only arose as a result of structural changes within the South Afiican economic environment. If 

all the assumptions regarding this analysis are reasonably correct, McCurrie (2002:3) affirmed that future returns on 

bonds are likely to be substantially lower. Although returns since 1997 have averaged about 20 percent, McCurrie is 

convinced that bond returns over the next few years, may only average +/- 12 percent and equity will most probably 

outperform bonds withim the next three to five years (2002-2007). 



If what McCarrie (2002) anticipates does in fact occur, this, together with other factors as inflation predictability may 

influence investor interest in the bond market. This in turn could affect investor interest in municipal bonds and could 

hinder the development of the municipal bond matket in South A6ica 

2.2.5.1. Advantages of Bond Investments 

The following advantages of investing in bonds can be identified: 

a) Conymd To Stoeks Bonds O@er a Safer Investment 

Fmm an investor's pe-e, stocks or shares offer a higher potential return if pmfits rise, but bonds are 

generally a safer investment Stock dividends are paid out of company profits, while bond interest payments are 

made even if the company is losing money. If a corporation goes insolvent, bondholders must be paid before 

stockholders (Fabozzi, 2001:3-29). 

b) Bonds Lend To Stabili!y in a V o W e  Stock Market 

A welldiversified portfolio made up of stocks and municipal bonds might not outperform an all-stock portfolio 

when the stock market is performing, hut it does help to add balance during times of market volatility. By 

comparing two portfolios with one another, with one, being a 100 percent stock portfolio, and the other a 50 

percent stock 1 50 percent municipal bond portfolio, the comparison indicates that the second portfolio, consisting 

of the stock and bond mixture (and with has exactly the same initial investment amount as the first portfolio), could 

withstand the market down-tum better (Franklin Templeton Investments, 2003:l). 

c) Eon& Have PredidabIe Stream of Income 

Many investors choose to have bonds in their portfolio because they have a predictable stream of payments and 

repayment of the principal. Investors therefore invest in bonds to preserve and inaease their capital or to receive 

dependable interest income (The Bond Market Association, 2002a: 1). 

d) Bond Investments Can Aid Investors 

Bond investments can aid investors in achieving some long-term anticipated financial goals, such as saving for 

children's education, a new home, increasing retirement income etc., which could not otherwise have been 

achieved. The diversity of k e d  income securities such as bonds also presents investors with a wide variety of 

choices to tailor investments to their individual fmancial objectives (The Bond Market Association, 2002a: 1). 



2.2.5.2. Key Bond Invesbnent Considerotions 

There are a number of key variables to consider when investing in bonds, namely: interest rates, the bond's maturity, 

redemption features, credit quality, credit ratings, bond insurance, price, yield, the relationship between interest rate 

and maturity, the relationship between price and yield, tax-status and risk involvement Together, these factors 

determine the value of a bond investment and the degree to which it matches investor's fmancial objectives. All of 

these factors will now be discussed. 

2.2.5.2. I. Interest Rates 

The interest on bonds is fmed, floatin& or payable at maturity. Most debt securities cany an interest rate that remains 

fvred until maturity and is a percentage of the face (or principal) amount. Typically, investors receive interest payments 

semi-annually. For example, a $1,000 bond with an 8 percent interest rate will pay investors $80 a year, in payments of 

$40 every six months. When the bond matures, investors receive the full-face amount of the bond $1,000 a d  the last 

interest payment (The Bond Market Association, 2002a: 1). Other sellers and buyers of debt securities prefer to have an 

interest rate that is adjustable, and which more closely track prevailing market rates. The interest rate on a floating-rate 

bond is re-set periodically in line with changes in a base interest-rate index. Other bonds have no periodic interest 

payments. Instead, the investor receives one payment, at maturity, that is equal to the purchase price (principal) plus 

the total interest earned, compounded semi-annually at the (original) interest rate, these bonds are known as zero- 

coupon bonds (The Bond Market Association, 2002a:3). 

A bond's maturity refers to the specific future date on which the investor's principal will be repaid Bond maturities 

generally range h m  one day to 30 years. According to the Bond Market Association of New York (2002a:4) maturity 

ranges are often categorized as follow: 

3 Short-term notes: maturities of up to five years. 

0:. Intermediate noteslbonds: maturities of five to 12 years 

Long-term bonds: maturities of 12 or more years 



2.2.5.2.3. Redenpbn Features 

While the maturity period is a good guide as to how long the bond will be outstanding, certain bonds have structures 

that can substantially change the expected life of the investment. These features include: 

Some bonds have redemption, or "calP' pmvisions that allow or require the issuer to repay the investor's principal 

at a specified date before maturity. Bonds are commonly "called" when prevailing interest rates have dropped 

significantly since the time the bonds were issued. Before investors buy bonds hey must make sure of the call 

pmvisions and, if there are any, must be sure to obtain the "yield to call" as well as the "yield to maturity." (Both 

these concepts will be discussed later in this chapter). Bonds with a redemption provision usually have a higher 

annual rehun to compensate for the risk that the bonds might be called at an earlier date (The Bond Market 

Association, 2002a:4). 

Callable bonds may be less attractive thau non-callable bonds because an investor whose bond has been called is 

often faced with reinvesting the money at a lower, less attractive interest rate. To proteet bondholders expecting 

long-term steady income, call provisions usually speci@ that a bond cannot be redeemed before the expiry of a 

certain number of years, usually five or ten years (Wachovia Securities, 1998:2). 

Conversely, some bonds have "puts" which allow the investor the option of requiring the issuer to re-purchase the 

bonds at specified times prior to maturity. Investors typically exercise this option when they need cash for some 

purpose or when interest rates have risen after the issue of the bonds. They can then reinvest the proceeds at a 

higher interest rate (Manu, 19%:9). 

2.2.5.2.4. Credi! Quality and Cndit Ratings 

Bond choices range from the highest credit quality, which is backed by the full faith and credit of the issuer (such as 

US. government securities), to bonds that are below investment-grade and are considered speculative. Since a bond 

may not be redeemed, or reach maturity, for years, credit quality is a very important consideration when investors 

evaluate a fixed-income investment (The Bond Market Association, 2002a:S). 

When issuers issue bonds they are responsible for providing details as to its fmancial soundness and creditworthiness. 

This information is contained in a document known as an offering document, prospectus, or official statement. 

Investors will never h o w  completely whether or not the company or government entity whose bonds they are buying 
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will be able to make its regularly scheduled interest payments h m  the date of investment, but ratings agencies, banks 

and securities fums can assist investors in their investment decisions, and this might limit or reduce their potential risk. 

Rating agencies assign ratings to bonds when they are issued and monitor developments during the bond's lifetime. 

Securities firms and banks also maintain research staffs which monitor the ability and willingness of the various 

companies, governments and other issuers to make their interest and principal payments when due. Investment advisors 

or issuers of bonds can also supply investors with cwrent research on the issuer and on the characteristics of the 

specific bond, they are wnsidering (The Bond Market Association, 2002a5). 

In the united States, major rating agencies include Moody's Investors Service, Standard & Poor's Co~poration, and 

Fitch Ratings. Each of these agencies assigns its ratings based on in-depth analysis of the issuer's fmancial condition 

and management, economic and debt characteristics, and the specific revenue sources securing the bond The highest 

ratings that can be obtained are "hiple A-rated" or AAA (S&P and Fitch Ratings) and Aaa (Moody's). Bonds rated in 

the BBB category or higher are considered investment grade, and securities with ratings in the BB category and below 

are considered "high yield," or below investment grade. 

While experience has shown that a diversified portfolio of high-yield bonds will, over the long run, only have a modest 

risk of default, it is extremely important to understand that for any single bond the high interest rate that generally 

accompanies a lower rating is a signal or warning of higher risk. Table 2.1 below and on the next page shows the 

different rating agencies and theii assigned credit ratings (The Bond Market Association, 2002a:7). 

If investors want to know whether the aedit factors affecting their bond investment have changed, they can get 

information at rating agencies, banks, securities firms or the issuers themselves. Usually, rating agencies will signal 

whether they are wnsidering a rating change by placing the security on Credit Watch (Sap), Under Review (Moody's) 

or on Rating Watch (Fitch Ratings). The rating agencies make their ratings available to the public through their ratings 

information desks. In addition, their published reporb and ratings are available in many local libraries and many 

issuers provide online ratings information accessible through the Internet (The Bond Market Association, 2002a:7). 

Table 2.1: The Credii Ratings of Moody's, S & P's, and Fich 

Credit risk Moody's Standard F i h  
& Poor's 

INVESTMENT-GRADE 

Highest quality Aaa AAA AAA 

~ i g h  quality v e r y  strong) Aa AA AA 

v A A A 

Medium grade Baa BBB BBB 



NOT INVESTMENT-GRADE 

Somewhat speculative Ba BB BB 

Speculative B B B 

Highly speculative Caa CCC CCC 

Most speculative Ca CC CC 

Imminent default c c c 

Default c D D 

(Source: The Bond Market Association, 2002x7) 

Bond insurance can enhance the credit quality of bonds. Bonds are said to be insured, when specialized insurance firms 

serving the fixed-income mruket guarantee the timely payment of principal and interest on bonds they have insured. 

Most bond insurers have at least one triple-A rating 6om a nationally recognized rating agency attesting to them the 

same rating based on the insurer's capital and claim-paying resources. While the focus of their underwriting activities 

has historically been in municipal bonds, bond insurers also provide guarantees in the mortgage and asset-backed 

securities markets and are moving into other types of Securities as well. An investor may also buy bond insurance on a 

bond purchased in the secondary market (The Bond Market Association, 2002a:7). Bond insurance is discussed again 

in more detail in chapter four. 

The price an investor pays for a bond is based on a whole host of variables, includimg things such as inflation, interest 

rates, foreign exchange rates, supply and demand, credit quality, maturity, and tax status. Newly issued bonds normally 

sell at, or close to, their face values while bonds that trading in the secondary market fluctuate in price, due to a 

response in changing interest rates. When the price of such a bond increases above its face value, it is said to be selling 

at a premium and when it sells below its face value, it is said to be selling at a diswunt (SAIFM, 2001:21). 

Yield is the retum investors actually earn on the bond - based on the price they paid and the interest payment they 

receive. There are two types of bond yields that investors should be aware of, (i) current yield and (ii) yield to maturity 

or yield to call. They are as follows: 

3 Current yield - is the annual return on the d o h  amount paid for the bond, and is derived by dividing the 

bond's interest payment by the purchase price. If investors bought a bond at $1,000 and the interest rate was 8 



percent ($80), the current yield would be 8 percent ($80 + $1,000). If investors bought a bond at $900 and the 

interest rate was 8 percent ($80), the current yield would be 8.89 percent ($80 + $900) (SAIFM, 2001 :35-38). 

9 Yield to maturity and yield to call - are normally considered more meaningful, and tell an investor the total 

return they will receive by holding the bond until maturity. It also enables investors to compare bonds with 

different maturities and coupons. Yield to maturity equals all the interest investors receive from the time they 

purchase the bond, until maturity (including interest on interest at the original purchasing yield), plus any gain 

(if they purchased the bond below its par, or face value) or loss (if they purchased it above its par or face 

value). Yield to call is calculated the same way as yield to maturity, but assumes that the bond will be called, 

and that the investor will receive face value back at the call date. It is imperative that investors make sure of 

both the yield to maturity and yield to call on any bond they are considering purchasing. Buying a bond based 

only on current yield may not be sufkient, since it may not represent the bond's real value to the investors' 

portfolio (SAIFM, 2001:39-48). 

2.2.5.2.7. The Rehtionship b-en Price and Yuld 

Fmm the time a bond is originally issued until the day it matures, its price will fluctuate according to changes in market 

conditions, or credit quality. The constant fluctuation in price is hue of individual bonds (and hue of the entire bond 

market) with every change in interest rate levels typically having an immediate, and predictable, effect on the prices of 

bonds. When interest rates rise, prices of outstanding bonds fall, to bring the yield of older bonds, into line with higher- 

interest new issues. When interest rates fall, prices of outstanding bonds rise, until the yield of older bonds is low 

enough to match the lower interest rate on new issues (Bond Market Association ofNew York, 2002a: 10). 

Because of these fluctuations, investors should be aware of the value of a bond, which will pmbably be higher or lower 

than its original face value, if investors sell prior to maturity. As has been mentioned above, newly issued bonds 

normally sell at, or close to their face value, while prices of bonds that trade in the secondaq market, fluctuate due to 

changing interest rates (Bond Market Association ofNew York, 2002a:lO). 

One very important thing regding South Afiican bond investments, which distinguishes it &om that of the United 

States, is that bonds are quoted and traded in yield but settled in price, and the market price for a given yield must be 

calculated (Van Zyl, 2003:249-257). South Aiiican prices and yields on bonds therefore, differ from those in the 

United States, and for this reason need some attention. To illustrate this, the price of the bond, the yield on it, and the 

specific relationship between these two variables will be discussed in this section. 



Consider the example where a bond with a principal of R1 million, a coupon rate of 10 percent annually, a coupon 

payment date on the 30 September, an issue date on the 1" of October 1998 matures on the 3 0 ~ o f  September 2006. 

The principal or nominal value of the bond is the amount the issuer is going to pay the holder on the explly date. The 

wupon rate or nominal yield determines the regular cash flow investors receive fiom bonds. The coupon rate on the 

bond in the above example is 10 percent, and the coupon or interest payment is R 100 000 (the coupon rate of 10 

percent times the principal). Thus on the 30 September of each year the bondholder will receive R 100 000. This 

represents the annual income h m  the bond. If the bond was bought at par (in other words if the buying price was 

equal to the principal), then the running yield would be equal to the coupon rate. If the buying price was higher or 

lower than the principal was, the running yield would be respectively lower or higher than the coupon rate. The 

nrnning yield is calculated as follows: 

Running yield =annual income I buying price x 100 I 1 

To illustrate how the buying price of a bond affects the running yield, three different scenarios are used involving the 

example above. In scenario A, it is assumed that the buying price was 

R950 000 (i.e. below par), while the buying price in Scenario C is assumed to have been 

R1 080 000 (i.e. above par). In Scenario B the bond was sold at par. When the running yields in each of these scenarios 

is determined by the formula used above, the results are as follow: Scenario A gives a running yield of 10.53 percent, 

Scenario B gives a running yield of 10 percent, and Scenario C gives a running yield of 9.26 percent. 

These three scenarios illustrate an important point about the relationship between the price of a bond, and the yield, or 

return, on a bond, namely, the higher the price paid for a bond, the lower the return. This is because the coupon 

payment and the maturity value are both constant. In the above example the annual coupon payment is RlOO 000 and 

the maturity value is R1 million. As shown in the example above, the running yield is calculated by expressing the 

coupon payment as a percentage of the price paid. Thus, the lower the price paid for the bond, the higher the running 

yield, and vice versa. 

Yield to Maturity 

Pmhably the most useful indicator of the value of any interest Secufity, including bonds, is the yield to maturity. The 

yield to maturity is the interest rate that makes the present value of the cash flow over the entire life span of the bond. 

The cash flow fmm any bond consists of three elements, namely the coupon interest, interest on interest and the capital 

gain or loss. 

The formula to calculate the yield to maturity (i) is as follows: 



P = CI (l+i) ' + CI (l+i) ' + .... + C/ (l+i) ' + M/ (l+i) ' where P is the market price, C the coupon interest, n the 

number of periods to maturity and M the maturity value. 

If the market price of a bond is known, the yield to maturity can be calculated by using a trial and error process, or by 

using bond tables where the yield to maturity for given market prices, coupon payments and maturities are provided. 

Today this can be done very easily by making use of a computer programme, which is based on the trial and error 

process known as iteration. 

As was mentioned above, bonds in South Atiica, are quoted and traded in yield, but settled in price and the market 

price for a given yield therefore has to be calculated. In Table 2.2 below difYerent rates to maturity and corresponding 

market prices for the bond used in the above example are shown on 1 October 2002. The bond had a remaining life 

span of four years on that specific date. 

Table 2.2: Yi ld  to Maturitv and Corresnondiie Prices For a Bond Wh a Nominal 
Value of Rl Million and Gmaining ~ i f l  Span i f   our Years 

Table 2.2 illustrates the inverse relationship between the price of a bond and its yield, i.e. as the yield to maturity 

declines, the price of the bond rises. Because bonds in South Atiica trade on a yield or interest rate basis and the yield 

therefore determines price of the bond, it is equally important to know what determines the interest rate or yield on 

bonds. The factors that determine interest rate or yield on bonds in South A6ica according to Van Zyl(2003:254) are 

market interest rate levels, maturity, expectations, market forces, and factors regarding the issuer himself. 

Yield to Maturity 

15 
14 
13 
12 
11 
10 
9 
8 
7 
6 
5 

Price of Bond 

R 857 305.42 
R 883 494.73 
R 910796.90 
R 939270.71 
R 968 978.66 
R 999 987.19 
R 1 032 367.01 
R 1066 193.41 
R 1 101 546.59 
R 1 138 512.03 
R 1 177 180.93 

(Source: Van Zyl, 2003:251) 



2.2.5.2.8. The Rehtiovtship between Interest Rates m d  Maturity 

Changes in interest rates, do not affect all bonds equally. The longer it takes for a bond to mature the greater the risk of 

price fluctuation will be and the greater these fluctuations are., the greater the investor's expectations will be. This is to 

compensate for the additional risk investor's took in the first place. 

There is a direct link between maturity and yield, and this link can best be seen by drawing a so called "yield curve." 

The most straightfornard defmition of a yield curve acwrding to Fabozzi (2001: 136) "is a gmphical depiction of the 

relationship between the yields on the bonds of the same credit quality, but different maturities." 

Investor's can draw a yield curve for any bond market By watching the yield curve, investors can gain a sense of 

where the market perceives interest rates to be headed - one of the most important factors that could affect the bond 

prices. A normal yield curve would show a steep rise in yields between short- and intermediate term issues and a less 

pronounced rise between intermediate and long-term issues. This is as it should be, since the longer the investor's 

money is at risk, the more the investor should expect to earn (The Bond Market Association, 2002a:lO-11). 

If the yield curve is "steep" or upward sloping, it means the yields on short-term securities are relatively low when 

compared to long-term issues. This means that investors can obtain significantly maeased bond income (yield) by 

buying a bond with a longer maturity than they could by obtaining a bond with a shorter maturity. They may wish to 

modify their choice of bonds accordingly. When yields on the short-term issues are. higher than yields on longer-term 

issues, the yield curve is "invert& (or downward sloping). This suggests that investors expect interest rates to decline. 

An inverted yield curve is an indicator of a possible recession. On the other hand, if the yield curve is "flat" it means 

the difference between short and long-term rates is relatively small, which implies that the reward for extending 

maturities is relatively small and many investors will choose to stay at the short end of the maturity range (SAIFM, 

2001:48-52). In Figure 2.1 on next page, the shapes of all three hypothetical yield curves, namely, a normal upward 

sloping yield curve, an inverted yield curve, and a flat yield curve, can be seen. 



Figure 2.1: Three Hypothetical Yield CUN~S 
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(Source: Fabozzi, 2001:136-137) 

2.2.5.2.9. Tar SMus 

Some bonds offer special tax advantages. In the United States there is no state or local income tax on the interest &om 

U.S. treasury bonds and no federal income tax on the interest from most municipal bonds and, in many cases, no state 

or local inwme tax either. This tax-exempt status is one of the most important reasons for the attractiveness of 

municipal bonds to United States investors and is one of the greatest conbibuti~tl~ to municipal bond market success in 

the United States (The Bond Market Association, 2002d:7). 

Zero wupon municipal bonds combine the benefits of the z m  wupon instrument with those of tax exempt municipal 

securities and advantages such as tax advantages, low minimum investment, the protection from reinvestment risk, a 

wide choice of bond options to choose h m ,  high quality, and liquidity are prominent. These bonds are especially 

attractive if investors seek to accumulate capital for a long-term fmancial goal such as retirement planning or college 

funds (The Bond Market Association, 2002a: 12). 



2.2.5.2.10. Risk InwIvemenl 

Just like all other investments, bonds have some degree of risk. When investing in bonds, investors need to remember 

that an investment's return is linked to its risk. The higher the return, the higher the risk will be. Conversely, relatively 

safe investments offer relatively low retums (The Bond Market Association 2002a: 12). 

2.2.5.3. Bond Categories 

The language of bonds tells potential investors certain features of the loan, such as the time of maturity, repayment 

schedules of the bond, and whether it is likely to be called or repaid ahead of schedule. Bonds are also characterized by 

the way in which they are backed, their conditions, and other popular innovations. Some characteristics supply 

investors with much needed relevant information regarding the bonds and will therefore shortly be discussed. 

2.2.5.3.1. How Bonak Are &raked Up 

Bonds may be secured or unsecured. A bond is secured by means of collateral to reduce the perceived risks of lenders. 

This means that in the event of the issuer collapsing, certain of the assets would be specifically reserved for the benefit 

of these lenders and would not form part of the general funds available to repay all creditors. An unsecured bond is one 

without collateral. Investors who choose unsecured bonds must in& the issuer's creditworthiness (SAIFM, 2001:60- 

61). Certain bonds are secured, or backed, and include asset-backed bonds, debentures, refunded bonds, pre-refunded 

bonds, mortgage-backed bonds and collateralized mortgage obligations. 

a) Asset-Backed Bonak 

Asset-backed bonds are secured, or backed by accounts receivable, or money owed to the issuers. An asset-backed 

bond can be aeated when a securities fum bundles some form of debt, like mortgages or credit card debt, and sells 

investors the right to receive the payments that consumers are making on these loans (The Bond Market 

Association, 1998b: 1). 

b) Debentures 

Debentures are the most common corporate bonds. They are backed by the aedit of the issuer, rather than by any 

specific assets. Although they sound riskier, they m generally not so. The debentures of reliable institutions are 

typically more highly rated than asset-backed bonds (Wachovia Securities, 1998:l). 
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c) RefumW B o d  

Some municipal securities originally issued as straight general obligation or revenue bonds may become refunded. 

When a security is refunded, it is escrowed or collateralized by either U.S. government treasury securities or some 

other type of securities. The securities in the refunding escmw fund are set up so that they mature when interest, 

principal, and premium payments are due. Refunded bonds are considered one of the safest municipal securities 

available in the United States (Fidelity Investments, 2003:2). 

These are normally corporate or municipal bonds, usually AAA rated, where repayment is guaranteed by the funds 

from a second bond issue. Proceeds fian the secondary issue am usually invested in safe U.S. Treasury issues. Pre- 

refunded bonds are refunded bonds that are scheduled to be called on the fust possible call date, or at a subsequent 

date, as outlined in the bond's indenture. This structure is typically used to reduce the interest payment expenses for 

the issuer (Fidelity Investments, 2003:2). 

e) Mortgage- Backed Son& 

These bonds me backed by a pool of mortgage loans. They are sold to bmkers by government agencies and private 

corporations, and the bmkers re-sell them to investors. Mortgage-backed bonds are self-amortizing which means 

each payment investors get, includes both principal and interest so that there is no hunp-sum repayment at maturity 

(Bond Market Association of New York, 2002f 1). 

fl Collateralized Morgage Obligations 

Collaterized mortgage obligations are more complex versions of mortgage-backed bonds. Although they are sold 

as a reasonable alternative to more conventional bonds, evaluating their risks and rewards requires skills that are 

more specialized. They offer regular payment of interest, are relatively safe, and offer notable yield advantages 

over other fuced income securities of comparable credit quality (Bond Market Association of New York, 2002e: 1). 

2.2.5.3.2. Bonds with Conditions 

Bonds with conditions include subadinated bonds, floating-rate bonds, convertible bonds, and sinking funds. 

Sub-ordinated bonds are bonds paid once the other loan obligations of the issuer have been met. Senior bonds are 

those with stronger claims. Capomtiom sometimes sell senior and sub-ordinated bonds in the same issue, offering 
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more interest and a shorter term on the sub-ordinated ones to make them more attractive (Wachovia Securities, 

1998:3). 

b) FIooting-Rate Bonh 

A floating rate bond is a bond where the coupon rate on the issue can be reset periodically (Fabozzi, 2001:200). 

c) Convertible Bonds 

Convertible bonds are bonds that give investors the option to wnverf or change, corporate bonds into company 

stock instead of getting cash repayments. The terms are set at issue. They include the date on which the conversion 

can be made, and the amount of stock for which each bond can be exchanged. The conversion option allows the 

issuer to offer a lower initial interest rate, and makes the bond price less sensitive to changes in the interest rate. 

These bonds start as 2x0 coupon bonds and then, generally after eight to 15 year$ convert to interest-paying 

bonds. They are ideally suited for individuals planning for retirement (Wachwia Securities, 1998:3). 

d) Sinking Fundc 

Sinking funds are funds established at the time a bond is issued, or cash reserves set aside to finance periodic bond 

calls @farm, 19%: 10). 

Investors can use certain popular innovative techniques to obtain higher rehuns on bonds. These popular innovations 

include things such as zero coupon bonds and makiig use of inflation index bonds. 

a) Zero Coupon Bonds 

Zero coupon bonds are bonds that pay no interest while the loan is maturing. Instead, the interest accrues, or builds 

up, and is paid in a lump sum at maturity. Investors buy m a u p o n  bonds at great discount, or prices far lower 

than par value. When the bond matures, the accrued interest and the original invesiment add up to the par value of 

the bond. For example, a bond with a face amount of $20,000 maturing in 20 years might be purchased for about 

$5,050. At the end of the 20 years, the investor will receive $20,000. The difference between $20,000 and $5,050 

represents the interest, based on an interest rate of 7 percent, which compounds automatically until the bond 

matures. If the bond is taxable, the interest is taxed as it accrues, even though it is not paid to the investor before 

maturity or redemption (The Bond Market Association, 2002d:l-21). 
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Bond issuers prefer zero wupon bonds because they have an extended period in which to use the money they have 

raised without paying periodic interest. Investors prefer these bonds because the discounted price means that they 

can buy more bonds with the money they have available to invest, and they can buy bonds of different maturities, 

timed to coincide with anticipated expenses (The Bond Market Association, 2002d:l-21). 

Zero coupon municipal bonds combine the benefits of the zero wupon instrument with those of tax-exempt 

municipal securities. Investors have a range of advantages that includes tax advantages, low minimum investmenf 

and the protection fiom re-investment risk, a wide choice of bond options to choose &om, high quality, and 

liquidity. These bonds are especially attractive if one seeks to accumulate capital for a long-term financial goal 

such as retirement planning or college costs (The Bond Market Association 2002b:7). 

Zeros have two potential drawbacks. They are extremely volatile in the secondary market, so investors risk losing 

money if they need to sell before maturity. In addition, unless investors buy tax-exempt municipal zeros, they have 

to pay taxes every year on the interest they would have received had it, in fact, been paid (The Bond Market 

Association 2002d:l-21). 

b) Infrotion-Indexed B o d  

With inflation-indexed bonds, investors receive a wupon that is adjusted to take into account prevailing inflation in 

the market, while the value of investors' capital grows in line with the inflation rate. When expectations are that 

inflation will inaease, a n o m l  bond's yield will rise - thus driving down its value. The opposite happens with an 

inflation-linked bond. If the investing public expects higher inflation in the future, there will be a rush towards 

inflation-linked bonds. The simplest law of supply and demand will drive inflation-linked bond yields down, and 

push their prices up (Watchovia Securities, 19992). 

2.2.5.3.4. Bonds wilih SpeCinZInvestment Features 

Some bonds have special investment features and include things such as bonds with an original issue discount, 

escrowed-to-maturity bonds, housing bonds, and stripped bonds. 



a) Original Issue Discount 

This applies to a bond issued at a dollar price less than par, which qualifies for special treatment under federal tax 

law. The difference between the issue price and par is treated as tax-exempt income rather than a capital gain if the 

bonds are held to maturity (Fidelity Investments, 2003:2). 

Some refunded bonds are not scheduled to be called. These securities, known as escrowed-to-maturity (ETM) 

bonds, are backed by escmw funds designed to make payments was outlined in the security's original indenture 

(Fidelity Investments, 2003:2). 

c) Housing Bonds 

Housing bonds are securities backed by mortgages and mortgage loan repayments. These bonds can be called at 

any time, although this will not be reflected in the call feature (Fidelity Investments, 2003:2). 

Stripping is the process of separating a standard coupon-bearing bond into its consistent interest and principal 

payments so that they can be separately held or traded as zero coupon instruments. Municipal bonds which pay 

interest semi-mually can be separated (i.e., stripped) into the corpus and the coupons. The cash flow of the 

coupons is repackaged into stripped muaicipals with a greater variety of maturities, from six months up to 30 

years. Like zeros, stripped municipals are issued at a s h q  didiscount 6om face value and are available in a wide 

range of credit qualities. The main reason behind stripping bonds is that investors in bonds sometimes find that the 

mixture of cash flows is not convenient in matching their commitments (SAIFM, 2001: 19-20). 

2.2.5.3.5. Other Investmart @dons 

There are several ways to invest in bonds. Investors can buy individual bonds, bond funds or unit investment trusts. 

There are varieties of individual bonds to choose from. Most individual bonds are bought and sold in the over-the- 

counter (OTC) market, although some corporate bonds are also listed on the Stock Exchange. The OTC market 

comprises hundreds of securities fums and banks that trade bonds by phone or electronically. Some are dealers 

who keep an inventory of bonds and buy and sell these bonds for their own account, others act as agents and buy 
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h m  or sell to other dealers in response to specific requests on behalf of customers (The Bond Market Association, 

2002a: 13). 

b) Bond Fun& 

Bond funds offer investors another way to invest in the bond markets. Bond funds, like stock funds, offer 

professional selection and management of a portfolio of securities. They allow an investor to diversify risk across a 

broad range of issues and offer a number of other conveniences, such as the option of having interest payments 

either reinvested or distributed periodically (The Bond Market Association, 2002a: 15). 

Because a fund is actively managed, with bonds being added to and eliminated h m  the portfolio in response to 

market conditions and investor demand, bond funds do not have a specified mahuity date. With "openend funds, 

investors are able to buy or sell their share in the fund whenever they choose. However, because the market value 

of bonds fluctuates, a fund's net asset value will change h n  day to day, reflecting the cumulative value of the 

bonds in the portfolio. As a result, when investors sell, the value of their investment may be higher or lower, 

depending upon how the fund has performed since they purchased their share. "Closedend" bond funds have a 

specific number of shares that trade on a stock exchange. &ause the fund managers are less concerned about 

having to meet investor redemptions on any given day, their strategies can be more aggressive (Mann, 19%:2-3). 

c) Money Ma&& Funds 

Money market funds refer to pooled investments in short-term, liquid securities. These securities include U.S. 

treasuries, municipal bonds, certificates of deposit isnred by major commercial banks, and commercial paper 

issued by established corporations. Generally, these funds consist of securities and other instruments having 

maturities of three months or less. Money market funds also offer convenient liquidity, since most allow investors 

to withdraw their money at any time (The Bond Market Association, 2002x17). 

d) Bond Unit Znveshnent Trusts 

Bond unit investment trusts offer a fixed portfolio of investments in government, municipal, mortgage-backed, or 

corporate bonds, which are professionally selected and remain constant throughout the life of the trust. The benefit 

of a unit bust is that investors know exactly how much they will earn while investing, because of the composition 

of the securities in the portfolio. They allow an investor to diversify risks across a broad range of issues and offer a 

number of other conveniences, such as the option of having interest payments either reinvested or distributed 

periodically. In addition, since the unit trust is not an actively managed pool of assets there is usually no 

management fee, but investors do pay a sales charge plus a small annual fee to wver supervision, evaluation 



expenses, and trustee fees. Municipal bond unit investment trusts offers a wide range of benefits, including 

amactive cwent income free h m  federal and, in some cases, state and local taxes, a high degree of safety with 

regard to payment of interest and repayment of principa professional selection of individual securities, and 

diversification and professional supervision and convenience (The Bond Market Association, 1997a: 1-12). 

Various techniques help investom match investor goals. Some of these techniques include diversification of the 

municipal bond portfolio, making use of laddering, barbell and by making use of bond swaps. All of these techniques 

will be discussed according to certain defmitions that were obtained h m  the Bond Market Association (2002a:20). 

Laddering is a diversification strategy where investom purchase securities of various maturities (long and short 

term) to reduce their portfolii's sensitivity to interest rate risk. 

Barbell is a strategy, which involves investing in securities of more than one maturity to limii the risk of 

fluctuating prices. Instead of concentrating on a series of bonds distributed over time, as with a laddered portfolio, 

investors concentrate their holdings on bonds with maturities at both ends of the speclmm (long- and short-term). 

C) Derivative Rollrfls Such AS Futures, Opions and Swaps 

Special investments strategies can be used to obtain higher bond returns and thus better aid in accomplishing an 

investor's investment objectives. Such special strategies may include making use of futwes, options, or swaps. 

Futwes are contracts where fmancial commitments between two parties are "settled" at a future agreed date. 

Options are buy or sell agreements where, against an up-hnt fee, one party acquires the discretionaty right (with 

no obligation) to settle a financial contract at an agreed price and time. Swaps, is a technique whereby an investor 

chooses to sell a bond and simultaneously purchase another bond with the proceeds h m  the sale. Investors thus 

sell one fxed income security and buy another in order to take advantage of current market andlor tax conditions 

and better meet your current investment objectives or adjust to a change in your investment status. Swapping can 

increase the quality of an investor's portfolio, increase the total return and provide benefit &om interest rate 

changes and may lower taxes (The Bond Market Association 19991). 



d) Sesurit;rotiov, 

Securitization is a process through which un-tradable assets, such as bank loans, or the cash flows fiom assets, 

become tradable. This concept is discussed in more detail in chapter four as a municipal credit enhancement 

technique. 

Up to thii point bonds, and the way in which they operate, the different types of bonds and their importance to 

investors given their special investment strategies was Kissed. Only after this, can the importance of this unique and 

significant security and its importance to investment becomes clear, and only then can attention be given to municipal 

bonds as a type of bond (which is the focus of thii study). Municipal bonds will subsequently be discussed. 

2.3. Municipor Bonds 

2.3. I .  Municipal Bond lk@ition 

Municipal bonds according to The Bond Market Association of New York (2002b:l) are: "debt obligations issued by 

states, cities, countries and other governmental entities to mise money to build schools, highways, hospitals, and sewer 

systems, as well as many other projects for the public good " When an investor purchases a municipal bond, the 

investor is lending money to an issuer who promises to pay the investor back a specified amount of interest (usually 

paid semi-annually) and principal on a specific maturity date. 

Although the investment options of municipal bonds closely wmpare to those of ordinary bonds, municipal bonds in 

the United States often have special investment features. Most of the time they are secured and backed by some assets, 

and they make use of diversifcation by means of either swaps, options, futures and in some cases, even securitization 

(Bond Market Association, 2002b: 1-15). 

2.3.2. Municipal BondDescr@h and Price I n f o d n  

The name of the issuing municipal government is the fmt essential piece of information for a municipal bond. After a 

municipal bond is bought, the investor's name is registered in the issuer's books and appears on the bond, and the 

ownership is recorded through data en@ at a central clearinghouse, so that the holder's identity can be traced to avoid 

any illegal or dishonest procedure. The wnfnmation or purchase h m  the bank or investment f m  also provides an 

investor with a written record of the transaction. With this registered and bookentry method, the physical transfer of 



certificates is not necessary, and it offers a number of pmtections and conveniences to bondholders, including 

protection h m  loss or the& automatic payment of interest, notification of calls and case transfers, amongst others 

(The Bond Market Association, 2002b:9). 

2.3.3. Types of Municipal Bondr 

Municipal bonds are generally broken down into three categories, namely general obligation bonds, revenue bonds and 

hybrids (Public Securities Association, 1990:16). For the purpose of this study only the two basic types of municipal 

securities namely general obligation bonds and revenue bonds will be discussed. Because of the complicated nature of 

hybrids, they will only be mentioned and not discussed. 

General obligation bonds according to Fabozzi (2001: 203) are securities for which the full faith, credit, and taxing 

power of the issuer is pledged to, and obliged to be used for the repayment of the bonds. Voter referendum is 

ficquently required for the issuance of these bonds, and the public projects funded by these general obligation bonds 

provide benefits for the common good and so are repaid by taxes on everyone who is subject to taxes in the specific 

governmental unit. At times when it is not feasible or possible to pmvide a general obligation pledge, other forms of 

tax-backed or tax-supported bonds have been developed to provide hancing infrastnrcture. 

2.3.3.2. Revenue Bond 

State and local government also sell securities for which spec& revenues, not government full faith, credit, and taxing 

power (as in the case of general obligations), is the source of repayment. These obligations are known as revenue 

bonds. The issuer of revenue bonds can be either government itself or a separate authority. Revenue bonds have mainly 

been issued for the construction of facility plants that pmvide electric power, water, wastewater treatment, and 

resources recovery and bansportation. The revenues and user fees that can be pledged to the bonds include electric 

rates and charges, water and sewage usage fees, waste disposal and tipping fees and to% and landing fees (Sundaresan, 

2002:338). 

Although these bonds are issued for hundreds of unique projects, they can be classified into the following bmad 

categories according to Sundaresan (2001 :338), namely: 



a) Housing revenue bonds 

These bonds are issued to promote the construction of housing for low- and moderate-income families. The 

proceeds of the bond issues are typically lent to real estate developers 

b) Utiw revenue bondr 

These bonds are issued to support the local utilities, such as gas, water, and electric power systems. 

c) HeaIthcare revenue b o d  

These bonds are used to raise money for the construction of hospital and healtheare facilities. 

d) Double-barrelled bonds 

These bonds are backed by two distinct sources of revenues. Part of the cash flow of the debt service wmes k m  

specified projects and the rest from taxation. 

Although being viewed as substantially riskier than general obligation bonds, revenue bonds are more wmmon than 

general obligation bonds. Santomero and Babbel(2001: 260) states that the reason for this is that most municipalities 

attempt to distance themselves 6om their liabilities. They may do this for several reasons. They may either tq to limit 

their liabilities in the event of an illanceived project or permit a greater use of user fees for the proposed projects, or 

disguise the size of their municipal activity. 

2.3.3.3. Hybrid and Special Bond Searrifies 

Most of these types of bonds have characteristics of both general obligation and revenue bonds combined with more 

unique security stnrclures. These bonds have evolved over time within their specific environment because of certain 

unique factors. Examples of their classification include refunded bonds, dedicated tax-structured bonds, insured bonds, 

lease back bonds, letter of credit-backed bonds, life care revenue bonds, moral obligation bonds, municipal utility 

district revenue bonds, new housing authority bonds, tax-allocation bonds, "territorial" bonds, and "troubled city" bail 

out bonds (Fabozzi, 2001 :208). They will not be discussed simply because, as mentioned, they have evolved over time 

in the United States due to certain specific factors relating to that environment. Although general obligation bonds and 

revenue bonds exist in South Afiica and have been used previously they can be compared to those of the United States. 

Hybrids in South Africa will similarly only evolve over time, K and when the municipal bond market comes to life 

again. 



2.3.4. MuniripllI Bond Znvestments 

2.3.4.1. The Advanuges of MuniripllIBond Znvesbnents 

Municipal bonds or "munis" as they are also referred to in the United States are, a m d i n g  to the Bond Market 

Association of New York (2002b: I), amongst the most popular type of investment available. Their tax-exempt status is 

the number one reason they are famous, and this contributes to investor appetite. Tax-exempt municipal bonds offer a 

wide range of benefits, including: 

+3 Attractive income, h e  £rom federal akui, in some cases, state, and local taxes. 

*:* A high degree of safety with regard to payment of interest and repayment of principal 

3 The advantage of a rather predictable stream of income 

*:. A wide range of choices to fit in with each investor's individual invesiment objectives with regard to 

investment quality, maturity, choice of issuer, type of bond and geographical location. 

+:* Marketability in the event of investors having to sell before maturity. 

2.3.4.2. Key Municipal Bondlnvestmenl Considerotions 

As with any other bond there are a number of key variables to look at when investing in municipal bonds, such as 

interest rates, the bond's maturity, redemption features, credit quality, credit ratings, bond insurance, price, yield, the 

relationship between interest rate and maturity, the relationship between price and yield, the tax-status and risk 

involvement. Together, these factors determine the value of an investor's bond investment and the degree to which it 

matches the investor's fmancial objectives. 

2.3.4.2.1. Interest Rntrs 

As with any other bond, the interest rate stated on the municipal bond that is payable to the bondholder, and the dollar 

amount paid is normally fixed, floating or payable at maturity. Most municipal bonds carry an interest rate that stays 

fixed until maturity and is a percentage of the face amount, paid semi-annually. For example, a $1000 municipal bond 

with a coupon rate of 7 p-t will pay $70 a year to the bondholder, $35 every six months. While the interest 

payment or coupon rate, cannot be changed during the life of a bond (unless, of course, it is a variable rate security), 

the market price of a security changes as market conditions change. If investors sell the municipal bonds prior to 

maturity, they will receive the current market price, which may be more or less than the o r i d  price (Wachovia 

Securities, 2003b:2). 
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As has already been mentioned, the maturity date is the date on which the investor will receive payment of principal 

and the final interest payment. In other words, it is the day, month, and year on which the bondholder will receive the 

par value of the bond, plus the fmal interest payment (Wachovia Securities, 1998:2). 

Municipal bonds are often long-term bonds, with maturities ranging h m  20 to 40 years and the investor's choice of 

maturity will oRen depend on two tbings: (i) when investors would want or need the principal to be repaid, and (i) the 

kind of investment investors seek within their risk tolerance. For example, investors seeking greater overall returns 

might be more interested in long-term securities such as municipal bonds, despite the fact that their value is more 

vulnerable to interest rate fluctuations, market risks and credit risks (Bond Market Association of New York, 2002a:4). 

2.3.4.2.3. Redeqtbn Features 

Just like ordinary bonds, municipal bonds also have certain call and put features. Municipal bonds with a call feature 

allow the issuer to call or retire either all, or a portion, of the bond at a premium or at par before maturity. Municipal 

bonds with a put feature allow investors to redeem the bonds at par value on a specific date long before the maturity 

date (Bond Market Association of New York, 2002a:4). 

2.3.4.2.4. Credir Qualily and C~d&Rofing 

When investors invest in municipal bonds, their primary wncern should be the issuer's ability to meet his fmancial 

obligations. In the United States, issuers of municipal bonds succeeded in this, and have an outstanding record of 

meeting interest and principal payments in a timely manner. Issuers disclose the details of their financial state through 

either o f i i a l  statements or offering circulars, which are available fiom any bank, brokerage firm, the Internet, or h m  

a library of official statements. Issuers also provide continuing disclosure about their fmancial state through nationally 

recogwed municipal security repositories. Lastly, investors may contact the issuer or visit the issuer's web site for 

information (The Bond Market Association of New York, 2002b:4). 

Acwrding to Reedman and Stahl(1994:441-450) there are five primary factors that assist investors in evaluating the 

credit quality of municipal bonds. They are: 



Economic conditions of the service area such as employment base stability; the employment base diversity; 

area's unemployment rate; area's income growth, historical consolidated growth rate; historical population 

growth rate; historical systems co~ection growth; projected population growth; and the projected systems 

connection growth. 

*3 Financial performance, such as residential rates per kilo watt hour; revenue per kilowatt hour; sales growth; 

power growth; historical services coverage; consolidated balance sheet historical k e d  charge coverage; 

projected f d  charge coverage. 

*:* Legal protection and risk, like security; bond covenants; tax opinion; con@act/litigation rights; 

contract4itigation liabilities; general risk management. 

-3 Operations quality. 

-3 Management quality. 

Another way of reducing investor risk is through bond insurance. According to the Bond Market Association of New 

York (2002a:7), credit quality can be enhanced by bond insurance, and through this investor risk can be reduced. Bond 

insurance makes up an important part of this study and will be discussed further and in greater depth in chapter four. 

Another way to evaluate an issuer is to regard his credit rating. Municipal bonds in the United States are also graded by 

rating agencies, such as Moody's Investor Service, Standard & Poor's, and Fitch, or banks and brokerage 6rms that 

have their own research deparhnents that analyse municipal securities grade municipal bonds in the United States. 

Bond ratings are important benchmarks because they reflect a professional assessment of the issuer's ability to repay 

the bond's face value at maturity (The Bond Market Association of New York, 2002b:4). 

Each of the agencies assigns its ratings based on in-depth analysis of the issuer's financial condition and management, 

economic and debt characteristics, and the specific revenue sources securing the bond. Although each agency has 

unique feahues in its own rating scale tnple-A is the highest rating for each one and each scale descends down the 

alphabet as the opinion of creditworthiness d e c l i  (again see Table 2.1). 

While experience has shown that a diversified podolio of high-yield bonds will have only a modest risk of default on 

the long run, it is extremely important to understand that, for any single bond, the high interest rate that generally 

accompanies a lower rating is a signal or warning of higher risk. To conclude, tax-exempt municipal bonds offer 

investors the chance to maximize their after-tax return in propohon to the level of risk they are willing to accept In 

general, as with any fixed income invesbnent, the higher the yield, the higher the risk. (The Bond Market Association 

of New York, 2002b:5). 
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2.3.4.2.5. Price 

Municipal bonds, unlike other bonds, are generally quoted in terms of yield, because there are so many issues of 

daerent maturities. In the case of a variable rate bond, the interest stated on the coupon changes on a regular basis, 

either daily, monthly, or semi-annually. This change is usually based on market conditions or on an index or formula 

(prime rate, six-months Treasury bill, commercial paper etc.), in order to keep the yield in line with the market. If the 

coupon interest payment is f d  however, the price of the bond itself must change in order to keep the yield in line 

with other newly issued bonds (Public Securities Association, 1990: 13). 

Bond prices are the amount at which the bond was sold at the end of the previous trading day, given as a percentage of 

par. Par value equals 100; a discounted bond trades at a price below par 100 while a premium bond trades at a price 

above 100 (Wachovia Securities, 1998:2). When the prices change, it leads to an automatic change in yield. For 

example, an investor who pays less than par for a bond with a 6 percent coupon receives, in effect, more than 6 percent 

in yield; that is, he or she receives $60 of interest each year on an investment of less than $1000. An investor who pays 

more than par for the same bond would receive a yield of less than 6 percent. Yields on municipal bonds are usually 

quoted in increments of .05 percent, or five basis points; with a basis point equal to 11100 of 1 percent (Public 

Securities Association, 1990: 13). 

Municipal bonds fluctuate in yield for the same economic reasons that other bonds do. According to the Public 

Securities Association (1990: 13), the price investors pay for bonds include variables, such as: 

*:. General shifts in the interest raks due to Federal R e s e ~ e  monetay policy. 

-3 Changing inflation expectations. 

*:+ Short term swings in the demand for municipal bonds on the part of the investors. 

*:+ Supply of new issues. 

-3 The perceived creditworthiness of a particular bond issuer and the total volume of municipal bonds issued. 

-3 The creditability and frequency of the issuer. 

Credit quality, maturity, and tax status of the bond. 

Trading activity of the bonds. 

O Trading of this specific bond or similar bonds in the marketplace. 

-3 The call provisions of the bond. 

The diffiulty in finding a buyer or seller for the bond. 



.:. The size of the order. 

-3 The amount of service provided to the customer. 

*' Whether or not the dealer is holding the bonds in safekeeping, collecting the interest, monitoring for bond 

calls or other "material events" and providing monthly evaluations. 

As with ordumy bonds, there are also two types of municipal bond yields, (The Bond Market Association, 2002:3): 

namely current yield and yield to maturity or yield to call. 

O Cument yield - Current yield is the annual return on the dollar amount paid for the bond and is derived by 

dividing the bond's interest payment by its purchase price. 

*:* Yield to mahrrily - Yield to maturity is much more meaningful and tells investors the total return they will 

receive by holding a bond until maturity. It equals the interest an investor receives &om the time of purchase 

until maturity plus any gain (the bond was purchased below par, or face value) or loss (if purchased above par 

value). 

2.3.4.2. Z Relationship between Price and Yield 

While the interest payment or coupon rate cannot be changed during the life of a bond (unless it is a variable rate bond) 

the market price of a municipal bond changes as market conditions change. If investors sell their municipal bonds prior 

to maturity, they will receive the current market price, which may be more or less than their original price. 

Consequently, it is irnpoltant to understand how the direction of interest rates might affect an investor's municipal 

bond holdings. As with other fixed-income securities, municipal bonds fluctuate in response to changing interest rates. 

The prices increase when interest rates decline an4 prices decline when interest rates rise. The reason for this, 

according to the Bond Market Association of New York (2002b:6) is: 

*' When interest rates fall, new issues come to the market with lower yields than older securities, making the 

older securities worth more, hence the increase in price. 

*:* When interest rates rise, new issues come to market with higher yields than older securities, making the older 

ones worth less, hence the decline in prices. 



2.3.4.2.8. Relonbnsh$ betwen Interest Rate and Ma&@ 

Because of the special characteristics of the municipal bond market in the United States, there are two distinct 

differences between municipal rates and other rates. These two differences, which are (i) the volatility and (ii) the 

composition of demand, influence the yield curve of the municipal bond markets greatly, and for this reason will be 

discussed. 

Municipal rates in the United States are more volatile than other rates. The reason for this is the cyclical pattern of 

demand for municipal securities by investors who are mainly interested in the tax-exempt status of municipal bonds. 

The other difference is the fact that municipal bond yields are usually upward sloping, even if interest rates are near 

cyclical peaks and other rates are expected to fall. This interesting phenomenon only becomes clear when a sample 

municipal yield curve (of exactly the same period) is compared to, for instance the yield curve for U.S. treasury 

securities. The yield curve of municipal securities remains upward sloping amidst near cyclical peak interest rates, 

while the treasury securities' yield curve slopes downwards, reflecting the market's expectation that future rates will 

fall. Figure 2.2 and Figure 2.3 on the next page shows this. The composition for demand is the main reason for this 

upward sloping curve but other reasons include (i) the greater volatility of longer-term municipal bonds, (ii) the heavy 

supply of intermediate- and long-term bonds as a percentage of the total market, and (iii) the relatively limited demand 

for longer-term securities by purchasers of tax-exempt bonds. An example of such an upward-sloping yield curve for 

municipal securities can be seen in Figure 2.2. on the next page (Public Securities Association, 1990:154-155). 

Figure 2 2  Yield Curve for Municipal Securities 

I 

(Source: Public Securities Association, 1990:154) 



Figure 23: Inverted Yield Curve - The Term Structure of Interest Rates for US. Treasury 
Securities 

I Years to Maturity 

(Source: Public Securities Associatioq 1990:154) 

2.3.4.2.9. Tax Sotus 

Some municipal bonds offer special tax advantages while others do not Municipal bonds that offer these tax 

advantages falls into a tax-exempt category and municipal bonds that do not offer tax advantages are known as taxable 

municipal bonds. Both types of municipal bonds, namely tax-exempt municipal bonds, and taxable bonds, will be 

discussed now. 

a) Tar-Eumpl Municipal Bonds 

The principle characteristic that sets municipal bonds apart Jium all other capital market securities in the United 

States is their federal tax-exempt status (Public Securities Association, 1990:7). This means that the interest 

income on municipal bonds is mostly exempt h m  federal income tax, and it is because of this characteristic that 

municipal securities are often referred to as "tax-exempt" bonds. 

In most states, intenxi income received from securities issued by government units within the state is also exempt 

Jium state and local taxes (The Bond Market Association of New Yolk, 2002:2). Since the tax status of interest and 

related tax consequences on nnmicipal @ties greatly mfluence the nahrre, type, and level of investor interest, 



and because municipal bonds offer a double, and sometimes even a triple layer of tax exemption, it is clear why 

investors find municipal bonds in the United States so attractive. 

One of the best ways to appreciate the tax-exempt advantage of a municipal security according to the Bond Market 

Association of New York (2002b:2), is to compare it to a comparable investment. Tax exemption can mean 

impoltant savings for invaton: by increasing the amount of income remaining after taxes. 

To illustrate what a taxable security would have to yield to match the spendable income h m  a tax-flee investment, 

the Bond Market Association of New York (2002b:2) explains this concept by making use of a so-called bond 

calculator (that can be seen in Table 2.3.). From this, it is clear that the municipal bond would have provided the 

best yield after taxes are taken into account, and therefore would have been the more advantageous investment. 

The table is for iUustrative purposes only. To use the table most effectively, investors must follow the directions 

below. 

.:* Step 1: Find the appropriate return (single or joint). 

.:+ Step 2: Investors must determine their tax bracket by locating the taxable income category that they fall into. 

Taxable income is income after appropriate exemptions and deductions. 

.f. Step 3: The number in the column under the tax bracket gives investors the approximate taxable yield 

equivalent for each of the tax-exempt yields in the first column h m  the left. Example: If investor are single 

and have a taxable income of $70 000 ($115 000) if married), the investor fall in the 30% tax bracket. 

According to the table, the investor would need to earn 8.75% on a taxable security to match a 6.0% yield Gom 

a tax-exempt security such as a municipal bond. 

In the instances in which the interest income is also exempt form state and local income taxes, the advantages over 

the return on taxable securities is even more mspicuous. 



Table 23: Tax-Exempmaxable Yield Equivalents Compared For the U.S. Tax Year 

I TAXABLE INCOME I 

Yields Exempt l 

(Source: The Bond Market Association 2000) 

Single 
Return 
Joint 
Return 

Tax 
Bracket 

$6001- 
$27950 
$12,001- 
$46,700 

15% 

$0- 
$6000 

$0- 
$12,200 

10% 

Tax- 

$27,950- 
$67,700 
$46,701- 
$112,850 

27% 

TAXABLE YIELD EQUIVALENTS (*A) 

$67,701- 
$141,250 
$1 12,850- 
$171,950 

30% 

$14125 1- 
$307,050 
$171,950- 
$307,050 

35% 

$307,05 1 
&Over 
$307,050- 
&Over 

38.6% 

Marginal 
Rate for 
certain 
High- 
Income 
Trorpaya 

39.69% 



a) Tarabk Municipal Bondr 

Not all municipal bonds offer income exempt from both federal and state taxes. There is an entirely separate 

market of municipal issues that are taxable at the federal state level, but still offer a state, and o h  local, tax 

exemption on interest paid to residents of the state of issuance. These bonds are referred to as taxable municipal 

bonds. In the USA, taxable bonds exist because the federal government does not subsidize the f m c i n g  of certain 

activities that do not provide a significant benefit to the public at large. Four types of bond issues that are federally 

taxable in the United States are investor-led housing, local sports facilities, refunding of a refunded issue, and 

borrowing to replenish a municipality's under-funded pension plan. Taxable municipals offer yields more 

comparable to those of other taxable sectors, such as capomtes or agencies, than those of other municipals do (The 

Bond Market Association of New York, 2002b: 11). 

This study mostly refers to tax-exempt municipal bonds since they make up most of the United States market. 

When this study refers to taxable municipal bonds, it makes the distinction clear. 

b) Additional Tarotin of Municipal bonds 

The tax treatment of municipal bonds varies by state, and there are three types of taxes that can be imposed on 

municipal bonds in the United States (i) income tax on coupon income; (ii) tax in realized gains; and (ii) a 

personal property tax (Fabozzi, 2001:222-223). 

2.3.4.2 10. Risk Invdvement 

A certain amount of risk is involved m municipal bond investments. According to Fidelity Investments (2003:2), the 

following types of risk are associated with municipal bonds in the United States: 

a) Manket or Inter& Rate Risk 

As with all k e d  inwme securities, municipal bonds are susceptible to fluctuations in interest rates. If interest rates 

rise, bond prices will decline, despite the lack of change in both the coupon and maturity (Fabozzi, 2001 :22). 

b) Timing or Call Risk 

Many municipal bond issues carry call provisions that allow retirement of the bond prior to stated maturity. These 

calls are clearly defmed in the description and usually pay the holder a premium for exercising this right. An issuer 

will typically call bonds when interest rates drop, making re-investment less desirable for the buyers (Fabozzi, 

2001 :23). 



c) Reinvestment Risk 

This is the risk involving the variability in returns kom reinvestment h m  a given strategy, due to changes in 

market rates. This risk is greater for longer holding periods (Fabozzi, 2001 :22). 

This is risk arising because of variations in the value of cash flow h m  a security due to inflation, as measured in 

terms of purchasing power (Fabozzi, 2001:25). 

e) Liquidity Risk 

This is the risk that an investor will have to sell a bcmd below its lrue value where the true value is indicated by a 

recent transaction. The primary measure of liquidity is the size of the spread between the bid price and the ask 

price quoted by a dealer. The wider the bid-ask spread, the greater the liquidity risk (Fabozzi, 2001 :23). 

fi Credit Risk or Dejiilt Risk 

Despite the fact that most municipal bonds have high credit ratings, there is a risk of default in any bond 

investment. By investing in higher-rated securities, the credit risks associated with a municipal bond investment 

can be reduced. Furthermore, insured bonds are gmmted  to make timely principal and interest payments 

(Fabozzi, 2001 :24). 

g) Alternative Miiimum Tar (AM0 

The Alternative Minimum Tax system was developed to prevent individuals and wrporations &om avoiding 

significant tax liability through exemptions fiom gross income, tax credits, and deductions. A tax advisor should be 

consulted for more information on the Alternative Minimum T w  (Fidelity Investments, 2003). 

h) Zntangible Tar Risk 

In some states in the US., individuals conducting business are subject to the intangible personal pmperty tax. This 

is an annual tax based on the current market value, as of January 1, 2003 of the intangible personal property 

owned, managed, or controlled by the resident or person doing business in Florida (Fidelity Investments, 2003:2). 



i) Special Event Risk 

Some municipal bonds, inchding housing bonds and certificates of participation (COPS), carry special event risk 

because they are callable at any time regardless of the stated call features. These types of municipal bonds are 

rarely priced much above par regardless of the coupon As a result, when they are available, they often trade at 

lower than the market price during periods of declining interest rates because their prices have limited potential 

(Fidelity Investments, 2003:2). 

j) Other Types of Rirk 

Other types of risk affecting municipal bonds include risks that would normally influence or- f ~ e d  income 

securities such as exchange rate or currency risk, volatility nsk, political or legal risk, event risk etc. Many risks 

w d d  affect municipal bond and this study does not represent the entire range of risk, since it is too large, 

therefore, this study only discusses the most relevant risks (Fabozzi, 2001 :27-29). 

2.3.4.3. Additional FBairrrrs of MunkiplBondr 

Acwrding to the Public Securities Association (1995:26), several other important features and practices distinguish 

municipal securities from other kinds of securities. Knowledge of these characteristics is necessary for any 

understand'ig of the fundamentals of municipal Securities. 

2.3.4.3.1. Serial and Tenn Eon& 

Long-term municipal debt is sold as serial bonds rather than as term bonds. With serial bonds, a predetermined series 

of bonds mature each year until the maturity of the longest series. There are a few benefits involved in making use of 

serialization. Firsf serialization may help in marketing the bond because different investors prefer to purchase bonds 

with different maturities. Secondly, serialization allows the issuer to market selectively longer-term series to some 

investors, and shorter-term series to others. Finally, it may also increase the degree of comfort that investors have in the 

ability of the municipaltty to redeem the matmty (Santomero & Babbel, 2001:260). A typical offering wnsists of as 

much as 20 or more different maturities or serial bonds. This helps the issuer spread out debt service and stay within 

the financial requirements. 

Contrary to this, term bonds are repaid in full on a single maturity date (Santomero & Babbel, 2001:260). In recent 

years with the growth of revenue bonds, term bonds have become increasingly popular in the United States. These 

kinds of bonds are due only on matunty and usually carry a sinking fund requirement. Term bonds are tax-exempt and 
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similar to traditional corporate debt because, as with corporate bonds, they are usually quoted by price rather than 

yield. They are therefore also called dollar bonds (Public Securities Association 1990:26). 

2.3.43.2 Cdlcding the Zntast 

Interest on fixed-rate municipal bonds is generally paid semi-annually and usually on the fmt or fifteenth of the chosen 

month. The last interest payment is made on the day the principal is due (Public Securities Association, 1990:26). 

Holders of registered bonds, as noted above, receive interest payments without any requirement of presentation. The 

bondholder however is entitled to accrued interest. Accrued interest begins on a specific date on the bond known as the 

"dated date," although the bonds are o h  actually sold or delivered at a different date. A so-called short coupon results 

when the time between the dated date and the fmt coupon date is less then six months and a long coupon results when 

the first coupon date is m e  than six months away fiom the dated date (Public Securities Association, 1990:27). 

2.3.4.3.3. Tmdingplus AcwucdZnteresi 

According to the Public Securities Association (1990:28), it is necessary to allocate interest between buyers and sellers 

of municipal bonds because most trading takes place between interest payments. The i n v e m  who sells bonds is 

entitled to the interest due kom the last interest payment date to the date of sale. In the US. municipal bond market, it 

works as follows: the buyer of the bonds must pay the seller any interest due when he or she buys the bonds. If the 

settlement date for an investor's bond sale is March, for example, and the last coupon date was January, the seller is 

entitled to two months' interest b m  the buyer. Municipal bonds then trade "plus accrued interest." This means the 

interest due is added to the price of the bonds. The buyer, in turn, will collect and keep the full six months interest on 

the next interest payment date (Public Securities Association, 1990:28). 

Acwrdiig to the Public Securities Associatim, (1995:28) underwriters of municipal bonds are required to send of f~ ia l  

statements to all investors in new-issue securities, and to the Municipal Securities Rulemaking Boards (MSRB). Other 

rules of the SEC (the Securities and Exchange Commission in the United States) require underwriters of municipal 

securities offerings in excess of $1 million or more in aggregate principal amount to obtain and review an official 



statement before bidding on, or purchasing the offering, unless the offer qualifies for specific exemption h m  the 

requirements. 

2.3.4.4.5. Sinking Fun& 

As indicated earlier sinking funds are reserves, set aside yearly by the issuer to redeem term bonds over a specified 

period prior to the stated maturity date. Just as serial maturities help issuers spread their financial charges evenly, so 

sinking funds help to even out payments on term bonds. Instead of paying off the entire issue at maturity, the issuer 

pays a set amount annually into a sinking fund &om which bonds are redeemed according to a set schedule. Sinking 

funds, therefore, add a measure of security to the bonds. This fund is sometimes referred to as the "Debt Service Fund" 

(Stone and Youngberg, 2003:2). 

2.4. The MuniciporBond Market In The United States 

2.4.1. The Size of the Market 

The municipal bond market of the United States is one of the world's largest and most remarkable securities markets 

and as already mentioned, it can be divided into two categories, namely, the tax-exempt municipal bond market where 

tax exempt municipals trade, and the taxable municipal bond market where taxable municipal bonds trade. 

a) The Tax Exempf MunicipolBond Murkel 

The tax-exempt municipal bond market is by far the bigger of the two municipal bond markets in the United States. 

In 1997, it had approximately $1.7 trillion worth of tax-exempt municipal bonds in the hands of investors, with 

more than 50 000 state and local entities participating in the issuing of these securities, and with the daily tram 

volume amounting to an estimated $9 billion. While some of the bonds are "actively traded", other bonds may not 

trade for months at a time, due to most individual investors buying and holding the bonds until they mature (The 

Bond Market Association, 1997b:l). 

b) The T d k  Municipul Bond Market 

The other market that developed in the US. is a market for which the interest income is taxable. Although this 

market is relatively smaller than the tax-exempt market, the growth of the taxable municipal market in recent years 

has been astounding. The Bond Market Association of New York (2002b:9) stated in one report that over $75 

billion in taxable municipals has been issued between 1997 and 2002. 



2.4.2. The Municipal Bond Manket Sbumtre 

The municipal bond market consists of the primary market, which deak in the new securities of issuers, and the 

secondary market, where securities are bough4 sold, and traded afte~ they have been issued. 

Figure 2.4 on the next page presents the flow of funds in the primary municipal bond market. The process begins 

where an issuer sees a need for money to pay for capital impmvements, or to fill gaps in its cash flow. The issuer 

then takes a series of steps that lead to the primary market In this market the municipal bond dealer, who may be 

independent or part of a securities fm or a bank, purchases the issuer's bonds through a process called 

underwriting (Public Securities Association, 1995:33). 

The bonds are then resold to institutional and individual investors, who pay the dealer directly for the debt they 

have purchased The dealer uses these funds to reimburse himself for the capital that was used to purchase the 

bonds &om the issuer. If an issue is undenwitten and there are no buyers, the underwriter assumes the risk of 

holding the bonds in inventory until they are eventually sold. Both principal and interest are paid to the investors 

by the issuer, usually through a bank acting as paying agent, according to a fixed schedule (Fabozzi, 2001:225). 



Figure 2.4: The Flow of Funds in the Primary Municipal Bond Market 

Issuer 
State Government 
State Authorities 

Local Government 
Local Authorities 
Public Colleges 

(Source: Public Securities Association, 1990:35) 
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When states, cities, or towns want to offer new bonds, there are two ways to get the bonds to market; (i) they can 

negotiate an arrangement with a securities firm to underwrite the bond, or (ii) they can ask for competitive bids. A 

competitive bid means that the issuer works with the lowest bidder to sell the bonds. A negotiated agreement 

considers other factors. Most offerings in the United States - up to 80 percent - are negotiated. The main advantage 

is a guaranteed pre-sale. The potential problems are the opportunity for manipulating the deal to the advantage of 

the undenvriter at the expense of the taxpayer, who fmalizes the interest bills, and the possibility of political 

kickbacks. Competitive bids are h e  of these problems, but may rule out developing a strong working relationship 

that could benefit the issuer (Wachovia Securities, 1998:2). 

2.4.3. The Rok-Players in the Munic@alBond Mark& 

Any municipal bond market has dedicated professionals, who have the diverse skiills needed to raise money in the 

capital market for state or local governments. Distinct roles are played by state oficials, public fmance investment 

bankers, underwriters, salespeople, traders, analysts, lawyers, financial advisors, rating agencies, ins- commercial 

bankers, investors, brokers, technology developers and vendors, the media, and regulators withim this market All of 

these professionals work together to ensure the common goal of providing funds to local government to build much 

needed public projects and i n h h u e t u ~ ~ .  By accomplishing this, they also contribute to the development of a 

secondary market for municipal securities. In order to understand this market properly, the municipal bond market of 

the United States, its structure, the speciiic role players in this market and the market strengths, which have so 

successfully attracted issuers, will be discussed in the remainder of this chapter. 

2.4.3.1. 1x13 Issuer 

State and local government units, either directly in their own names, or thmugh a special authority, issue municipal 

bonds in the United States. An authority is a separate state or local governmental issuer expressly created to issue 

bonds or to run an enterprise, or both. Authorities such as those for transportation or power can issue bonds on their 

own behalf. Other authorities can issue bonds for the benefit of other, quatifled, non-governmental parties, such as non- 

profit hospitals, private colleges, and private companies engaged in pollution-control activities. Municipal bonds are 

authorized and issued to express state and local laws, which impose restrictions on the size and hancial shucture of 

the debt. Moreover, each new issue requires the approval of the legislative body of the issuer, often through an 

ordinance or resolution (F'ublic Securities Association, 199557). 



2.4.3.2. Municipal Bond Dealers 

In order to raise money in the market, the issuer works with a municipal bond dealer. The municipal bond dealer is 

usually in a department of a securities fum or bank that pmvides other financial services. Public finances, investment 

banking, underwriting, marketing, and trading of municipal securities are just some of the jobs that the municipal bond 

department of securities f m  and banks undertake. 

Some municipal bond departments are fully integrated into one department, with all the functional areas organkd as 

one business unit. In other f m  these areas are divided between the f m  f d  income division and the investment 

banking division. There can also be any number of other organizational combinatim. Because of the broad and 

regional nature of the business, there are dealers that operate. solely in the municipal bond market, sometimes 

conceneating on one market sector. Others do mostly retail business, which involve working with individual or 

bouse.bold investors. Still other f m  trade only for dealers; they are the so-called municipal bond bmkers or brokers' 

bmkers (Public Securities Association, 1995:39). 

a) bbl ie  Fmance 

Public Finance is the investment-banking arm of the mnnicipal bond business, where investment bankers work 

with existing clients and where they develop new business with other issuers. Public fmance specialists, with 

information h m  the underwriting and trading side, respond to the issuer's needs and the needs of investors with 

traditional and innovative fmancing s t r u c ~ s .  The investment bankers are responsible for coordinating and 

responding to the many written and oral "requests for proposals" (RFPs) that are sent to them by issuers. These 

RFPs, which include detailed plans and financial analyses of the issuer, form the basis of the issuer's selection of a 

municipal bond dealer in a negotiated undenaiting. The selection of underwriters for a negotiated sale is highly 

competitive, as many fm compete for an issuer's business. These public finance departments also sometimes 

perform fmancial advisory work (Anon., 2003:6). 

b) Undemaing 

The undenvriters set prices and yields on nav issues. The two main paths undenniters use to purchase or obtain 

bonds h m  an issuer, are h u g b  a competitive sale, or a negotiated sale. 

Normally more than one underwriter will submit a bid to the issuer. The bonds are awarded to the underwriter who 

offers the lowest interest cost. Undenvriters will often bid on bonds as part of a syndicate, which involves a group 

of two or more underwriters fmm competing fums who agree to make a bid together to an issuer. 



Competitive sales are also called advertised sales or sealed bid sales. In a negotiated sale, the issuer, prior to the 

public sale date, selects the lead undenuriter or senior manager whose job will be to coordinate and manage the 

financing through all of its stages. The issuer often selects other managers kom competing f m s  to act as co- 

managers. The managers, acting together or with other 6rms through a syndicate, make an offer to purchase the 

bonds from the issuer at a price that will both produce the lowest interest cost to the issuer and sell the bonds to 

investors. There is greater flexibility in structuring the bonds and in reacting to most current market conditions in a 

negotiated sale. As in a competitive sale, the undenuriters work closely with traders and salespeople to determine 

the right price for a new issue (Anon., 2003:7). 

c) Trading 

Traders maintain the secondary market for securities by actively buying bonds from, and selling bonds to other 

dealers and investors. A good trader must be familiar with the bonds available in the municipal market, thei 

creditworthiness, as well as with the overall conditions in the other 6 x 4  income markets. In the United States, the 

market is very complicated and traders specialize either in one sector of the market, such as hospital bonds; or in 

certain bond maturities, such as one to 10 year bonds; or in dollar bonds (bonds that are quoted and traded in dollar 

prices rather than in terms of yield) (Anon., 2003:7). 

d) Sales 

The sales people involved in buying and selling bonds develop and maintain direct contact with institutional 

investors. They are situated in the trading room close to the undenuriters and traders. In addition to selling new 

issues that the firm has underwritten, the salesperson is familiar with the investor's portfolio and looks for 

oppommities to serve the investor in the secondary market The sales force can be organized in various ways: 

geographically, by client relationships, by the maturity of the bond, or by a combination of any of these (Anon., 

2003 :7). 

e) Sales Liaison 

Securities firms that have a client base with many individual investors often have a retail sales liaison force. The 

sales liaison staff is normally located in the trading room and works with the account executives (known as 

stockbrokers, registered representatives, account executives, or private client service representatives) in the fum's 

main ofices and branches. The account executive calls the sales liaison staff with enquiries and orders, and the 

liaison staff work with the underwriter or trader to fill the investor's needs (Anon., 2003:7). 



fi Researeh and Credit 

The complexity of the municipal market and the financial ditliculties of some state and local governments in the 

United States have led municipal bond dealers to place greater emphasis on the creditworthiness of municipal 

issuers. Dealers have research and credit specialists who are responsible for reviewing and following issuers in the 

primary and secondary market. Research analysts may prepare a short opinion that can be distributed internally 

(within the h) or externally to investors on competitive or negotiated issues coming to market, or they may write 

comprehensive reports on specific market sectors or on market strategy (Anon., 2003:s). In some f m ,  research 

and credit personnel work extensively with the public finance investment bankers on RFP's. Once the firm is 

awarded the negotiated business, they might handle credit issues and rating issues as well. By implication, the 

dealers (through the research and credit team) then are responsible for reviewing offering statements under the 

disclosure rules of many f m  (Public Securities Association, 1995:42). 

Operations involve the complex processing involved in the buying and selling of municipal securities. These 

include the processing of orders and payments, verifymg and delivering securities, issuing confhmations, and 

maintaining customer accounts and other required documentation. The adoption of industry-wide requirements for 

orders, record keeping, and wn6rmations has significantly standardized the functions of the operations group 

(Anon., 2003:8). 

2.4.3.3. Bond Brokers 

Municipal bond brokers, or brokers' brokers, trade only for municipal bond dealers and dealer banks, they do not work 

directly with either institutional or individual investors. Brokers are able to facilitate trades in a more efficient way than 

the dealers would be able to. For example, dealers often try to sell bonds in their inventories through brokers by asking 

a broker to seek bids from other dealers. This is known as the bid-wanted business. In other c-, a dealer may be 

looking for particular bonds for a customer and tell the bond broker the specified yield or price at which he or she 

would be willing to buy the securities. In this instance, the broker will seek these bonds from other dealers (Public 

Securities Association, 1995:43). 



2.4.3.4. The Legal Partic@& 

The legal participants in the United States Municipal Bond Market consist of the bond wunsel and the underwriter's 

counsel, but because of the diverse and complex nature of the municipal market, some issues may require opinions in 

addition to those provided for by the bond counsel and undenuriter's counsel. These opinions may include those of 

special tax counsel, bank counsel, and disclosure counsel, outside bond counsel and/or borrowers wunsel (Anon., 

2003: 1 1). For the purpose of this study, only the bond counsel and the undenuriter's counsel will be discussed. 

a) Bond Counsel 

Every municipal security in the United States is accompanied by an opinion of the bond wunsel who represents the 

legal interests of the bondholders. That opinion addresses the main legal issues, such as the fact that the bonds 

constitute legal, valrd, and binding obligations of the issuer, and that interest on the bonds is exempt 6om federal 

income taxation under applicable tax laws (Public Securities Association, 1995:36). 

An underwriter's counsel represents the underwriters in a negotiated issue. Underwriter's counsel conducts a 

thorough test of due diligence of the issuer. Due diligence involves questioning the issuer and any important 

related parties about their financial state, plans, reports, and other factors that are important for a purchaser to know 

in order to make an investment decision. At the closing, underwriter's counsel provides a certificate to the 

underwriter stating that notlung material to the transaction has been omitted 6om the disclosure process. 

Underwriter's wunsel also prepares the bond pwhase agreement or contract, before the debt is sold to the 

underwriter (Anon., 2003:lO). 

2.4.3.5. FinancialAdvism, Specialis&, and Oiher Consultants 

State and local governments in the United States o h  seek the advice of a financial advisor and other professional 

experts. Financial advisors perform a variety of tasks such as analyzing the financing needs of the issuer, helping to 

choose an undenvriter or organize a competitive sale, structuring the issue, working with the rating agencies and aedit 

enhancers, and advising on other matters related to the issuer's debt and capital plans. The scope of the advisor's wok 

overlaps with that of the undenvnter, particularly in a negotiated sale. A financial advisor can act as the underwriter for 
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an issue, although this practice is becoming increasingly rare for large issues because conflict of interest can arise. The 

opinions of consultants are important not only for establishing the merits of a particular project but also for attracting 

voter approval and for promoting investor acceptance and confidence in the bonds (Public Securities Association, 

1995:36). 

2.4.3.6. The Trustees and Paying Agents 

A bank is designated as the custodian of funds and official representative of bondholders. Trustees are appointed to 

ensure compliance with the trust indenhue, and represent the bondholders while imposing and negotiating the 

necessary contracts with the issuer. In the United States, the trustee is responsible for carrying out the administrative 

functions that are required under the bond documents. These functions include establishing the accounts and holding 

the funds relating to the debt issue, authenticating the bonds, maintaining a list of holders of the bonds, paying 

principal and interest on the debt, and representing the interests of the bondholders in the event of default (Mano, 

1996:9-11). 

2.4.3.7. The Investors 

Three classes of investors dominate the municipal marketplace in the United States. These are (i) households, 

consisting of individuals acting directly or through investment counsels (ii) household proxies, that is, bond funds such 

as managed closed-ended funds, open-ended mutual funds, money market funds, bank personal trusts and unit 

investment trusts; and (iii) institutions, particularly commercial banks and property and casualty insurance companies. 

According to figures available &om the Internal Revenue Service, the Bond Market Association of New Yo& 

(1997b:2) reported in 1997 that an estimated 5.1 million households owned municipal bonds in some form, either 

through direct ownership of individual bonds or through investment in institutional portfolios, including mutual funds, 

unit investment trusts, and bank trust accounts. 

The principal characteristic of all the buyers of municipal bonds is that they are in a sufficiently high tax bracket, 

which makes it beneficial to invest in tax-exempt bonds. Commercial banks and insurance companies are also major 

institutional holders of municipal bonds. Individual participation in the U.S. municipalities has also expanded 

si&~cantly through inveshnents in unit investment trusts and mutual and money market funds (The Bond Market 

Association, 2002: 11). 



2.4.3.8. The Rqulotors 

There are three municipal security regulators in the United States, namely: (i) the Securities and Exchange Commission 

(SEC); (ii) the Municipal Securities Rulemaking Board (MSRB); and (iii), the National Association of Securities 

Dealers. 

a) The Securities and Exehange Commission (SEC) 

The SEC is an independent, non-partisan, quasi-judicial regulatory agency with responsibility for administering the 

federal securities laws in the United States. The SEC enforces federal securities laws to provide protection for 

investors, to ensure that they have access to disclosure of material information, and to see that the securities 

markets operate fairly and honestly (Fabozzi, 2001 :228). 

b) The Municipal Securities RukmoRing Bwrd (MSRB) 

The (MSRB) was established to develop rules and set standards regulating securities firms and banks involved in 

undenuriting, trading, and selling municipal securities. The MSRB is a self-refiatmy organization overseen by the 

SEC. The MSRB has authority to make rules regulating the municipal securities activities of banks and securities 

fums only. It does not have authority over issuers of municipal securities or investors (Fabozzi, 2001 :228-230). 

C) The National Association of Securities D& (NASD) 

The NASD was established to conduct regulatory reviews of members' business activities, and designs and 

operates marketplace services and facilities. NASD regulation performs many functions, including education, 

registration, and testing of securities professionals; field examinations of securities fums to determine their 

compliance with federal securities laws, the rules of the MSRB, and NASD rules and regulations; surveillance of 

the National Association of Securities Dealers Automated Quotation System (NASDAQ) markets; and other 

services (Public Securities Association, 1995:51). 

Other participants in the US: municipal securities market include information repositories and the Committee on 

Uniform Security Identification Procedures. 



a) In formation Repositories 

In the United States bond market, the Nationally Recognized Municipal Securities Information Repositor (or 

NRMSIR) is found, and its role includes not only the collection and dissemination of f d  official statements but 

also the dissemination of secondary market continuing disclosure information. An information repository can be a 

private information vendor as long as it meets certain recognized SEC conditions (Public Securities Association, 

1995:51). 

6) Committee on Uniform Scarify Identifimtion Pmcedures (CUSZ9 

The CUSP (or Committee on Uniform Security Identification Procedures) service bureaus were established in 

1964 and is operated by Standard & Poor's for the American Bankers Association. It was formed to develop a 

uniform method of identifying all corporate securities, U.S. government securities, and municipal securities. The 

CUSP service bureau assigns unique numbers and standardized descriptions to practically every sector of the 

fmancial market, including the municipal market, and this is kept on fde. A CUSP number will have a 

combination of nine numbers and letters and these numbers are then assigned to most municipal issuers. Standard 

& Poor's Corporation provides a master directory of all its CUSP listings to subscribers. 

2.4.4. Fra-rk for Assessing Munis&l BondMarket Development Based On the US. 

Model 

Because of the prolonged success of the United States municipal bond market, policy makers in emerging economies 

have begun to idenw a number of basic market strengths necessary to attract issuers and investors in a sustainable 

fashion. Although policy makers know that many of the actual ways in which the U.S. market meets these 

requirements cannot be recreated in emerging economies (such as South Africa), they still try to fmd short cuts to 

achieve accelerated bond market development in their own couniries by comparing them to the United States bond 

market. Leighland (1997:2) have characterized some market strengths on both the demand and supply side of the 

municipal bond model. 

Market strengths that have caused some influence on the demand side for municipal bonds in the United States are: 

a) Investor Familiari!y and Confidennee 

The United States municipal market is capable of withstanding occasional shocks to investor confidence caused by 

major issuer defaults and badmptcies. This is largely because its system of legal and procedural protections has 



developed over a 200-year period of market successes and failures. Investors are familiar and wd~dent  in this 

market. 

b) Ability to Tmde Securities, Because of the Active Seeonday Mmkef 

Because an active secondary trading market has developed in the United States investors are able to sell off their 

investments prior to mahrity, thus vastly increasing investor interest in securities of any given maturity. 

c) Freedom to Invest Mainly Due to the Absence of Government Con td  

For the most part, the United States government neither prescribes investments by institutional or individual 

investors. This not only increased competition for investments but also made the market receptive to new kinds of 

instruments. 

d) Acceptable Rdurn on Investment, Because of the Tar-erenpf Stotus of "Manis" 

Although o h  criticized as an inefficient subsidy, the exemption of municipal bond interest payments h m  

federal income tax has proved to be a powerful atbadon, particularly for individual investors. 

e) Strong Credii Qualily of the Tar-supported Debt 

The U.S. municipal market expanded through the 1950s by relying on the credit strength of "general obligation" 

bonds, backed primarily by tax revenues. The abillty of local taxes to generate strong and consistent revenues 

meant that investor has started to see general obligation bonds as almost completely h e  fiom default risk. 

fl Strong Credit Qua& bemuse of the Revenue-hokedDebt 

As voters demanded restrictions on the sale of debt bxked by tax revenues, state and local governments began to 

shift to bonds backed by specific project revenues rather than taxes. The higher interest payments compensated the 

relatively narrow revenue support backing. 

g) Strong C& Quality and the Sqamte Corporate Issuers 

The relatively higher risks associated with revenue bonds were also addressed by the proliferation of special 

purpose government corporate entities (known most o h  as special districts and public authorities). These entities 

issue the debt, builds, and manage the cost-recovery facilities designed to pay off the obligations. Separate 

corporate status has kept this debt off state and local budgets and allowed many of these entities to fitnction more 

like business enterprises. 

h) Inforrmotion Regarding Investment Risks - Standardized Legal & financial Dota 

Because revenue bonds are typically backed only by project revenues, prudent investors required detailed 

information about the revenue-pmducing activities of the issuers and safeguards regarding the use of bond 
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proceeds. The United States market has developed a tradition of extensive disclosure by issuers, as well as widely 

applied reasonably effective standards of accounting, auditing, and financial reporting. 

i) Assistnnce in Interpreting Information by Futoncial Intennediaries 

Unlike stocks, basic judgments about the credit quality of municipal bonds are dilEcult to make because they are 

typically sold by entities associated with products that are not easily identifiable. Rating agencies, bond funds, 

bond insurers and other intermediaries help investors process and cope with the increasingly complex information 

about the risks associated with their investments. 

Some market strengths that caused an influence in the supply side of Municipal Bonds in the United States are as 

follows: 

a) Tole~bIe Bormwing C o d :  Interest Rates/Issuonce Costs 

The overall low cost of capital raised on the municipal market is perhaps the single most important factor in 

attracting issuers to the United States municipal market. Together with this, the: 

* Tax exemption for investors also allows issuers to keep interest costs low. 

*:* A large number and variety of investors are willing and able to compete for good investments, which 

keeps costs low. 

Q Competition amongst fmancial service providers such as underwriters and bond hustees keeps 

issuance costs reasonably low. 

b) Long-term Debt Amorlirotion: Ejctended Malurin'er 

The impacts of wsts on issuers are also mitigated by the long maturities available in the United States market, 

which allow borrowers to amortize costs of construction over periods of time that approach the long-term life- 

spans of the inhstructure assets being built, thus reducing the size of annual debt service wsts. 

c) Assistance for S d  Borrowers, through Bond Banks Paoled B o m i n g ,  efc 

State governments in the U.S. have developed a variety of programmes to assist small local borrowers in accessing 

the capital markets. One such programme is where state-level corporate entities are created to consolidate local 

issues into single issues sold on the national bond market. 

d) FaciliMive Fonml Oversight: Responsible Serf-regulation 

Regulation of the U.S. municipal market bas largely been self-imposed, with a focus on the disclosure of 

information rather than judgements about the merits of particular issuers or securities. This has left buyers and 

sellers free to test and establish procedures, insnunents and regulations that have benefited a large cross-section 

of role players and contributed to steady growth in borrowing activities. 
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2.5. Summary 

The aim of this chapter was to introduce and explain bonds, the way in which they operate and function, municipal 

bonds, the municipal bond market of the United States and the underlying strengths of this market. It is clear that 

numerous explanatiom exist for these underlying market seengtbs. South A6ica can use some of the United States 

market strengths to accelerate the development of its own municipal bond market by comparing it to the United States' 

model, but before this is done attention must first be given to the municipal borrowing situation in South AJiica. This 

will be explained in chapter three. 



Chapter 3 

Municipal Borrowing in South Africa 

Chapter one indicates that South Africa currently cannot finance the infrastructure investments she needs without 

accessing private fmance. The disappearance of the municipal bond market in South f i c a  contributes to this problem 

and government is not able to finance this crucial need. It will be necessaly for local authorities to attract larger 

volumes of municipal credit if South Africa is to meet its local infrashucture investment objectives. Urban 

infrastructure can attract private finance in different ways. The most critical avenue for any country to achieve this, 

accordmg to Peterson (2002:3) would be to make use of the local credit market. This must be done in a way not merely 

to give municipalities access to credit, but the way in which the credit is accessed must also increase the efficiency of 

local investment, and it must reinforce fmancial sector reforms. 

According to the National Treasury (2001 :184), there are two options, which creditworthy local governments can use 

to approach the proposed credit market. Lending can occur either through municipal bond issuance, or through bank 

loans. It is for this reason that Peterson (2002:3-23) divides the municipal credit market into two models, namely, the 

"municipal bond model", which involves bond issuance, the prirnaty foundation of municipal borrowing in North 

America, and the "bank lending model" which involves bank loans, the most used option for municipal borrowing in 

Europe and other developing countries. 

All bank lending to municipalities aceording to the National Treasury (2001:201), represents intermediate capital 

market access, and involves banks that lend funds that it has acquired, either fiom another intermediruy, or directly 

from capital markets to municipalities. To make credit more available to small municipalities, many countries around 

the world have developed special purpose intermediaries. The Mastructure F i c e  Corporation of South Africa 

(INCA) - a private sector institution - and the Development Bank of South Africa (DBSA) - a public sector institution - 
are the two most important intermediaries or role-players currently operating in the municipal market in South f i c a .  

Between them, they hold about half of the outstanding municipal debt stock (National Treasury, 2001 :201). 

This chapter divides the credit market into the two models, proposed by Peterson. The aim of chapter three is to 

introduce the "bond model" and to describe the "bank lending model." It also focuses on the special intermediaries, 

used in the so-called "bank lending model," and discusses the most important intermediaries within the South Afican 



context, namely INCA and the DBSA. This chapter also compares the "municipal bond model" with the "municipal 

lending model" and discusses the importance of using both models simultaneously for municipal borrowing purposes. 

Chapter three further discusses the government proposed framework, and the & i t  access method underlying this 

h e w o r k ,  which involves bond issuance or the so-called "bond model." Lastly, chapter three introduces the bond 

market of South Afica, and the operation thereof. This is important because before this study attempts to explain the 

municipal bond market of South Africa, it is important to know how this market (if it re-emerges) will fit into the 

current bond market structure. It is also important to show the important role the bond market will play in supporting 

the upcoming municipal bond market. 

3.2. The Munic@al Bond M&l 

The municipal bond model originated in the United States, and has been the primary source for local infi-astructure 

fmance, through general obligation bonds (see chapter two) supported by local taxing powers, and revenue bonds (see 

chapter two) secured by the earnings of such projects as water supply and mass transit (El Daher, 2000: 1). One of the 

most important aspects of the municipal bond model, which needs to be mentioned early on because of its relevance to 

this study, is that local capital financing through bond issuance offers a different approach to the principles underlying 

municipal lending. 

The main differences between municipal bonds and municipal lending, according to Peterson (2000:ll) are the 

following: 

a) Competition, not Relotionship Banking 

Municipal bond underwriters try to achieve a long-term working relationship with their municipal clients. TIE 

essence of a bond issue is freshly wmpeted on each occasion, and neither an institutional nor an individual 

purchaser of bonds, need to have a long-term relatiomhip with the issuer. Market competition of this kind wuld 

result in a more in tew focus on the cost of capital, and it is likely to produce more savings for sizable and 

seasoned issuers. 

6) Public MonaOring, Not &q~rietmy 

Whereas intermediaries typically seek to build loan departments that possess proprietary information and 

proprietary methods of analyzing creditworthiness, in a municipal bond market the issuers provide information on 



local financial conditions, and bond markets rely on disclosure of municipal fmancial information to function 

effectively. 

C) Unbundling 

Municipal bond market unbundles the various support functions that a municipality can receive tkom a specialized 

intermediary. Local governments therefore can make separate decisions about where to maintain their liquid 

deposits, where to obtain fmancial advisoty services or the technical assistance in the project design Bidding for 

each of these support activities can be competed separately in a sub-market of its own and by unbundling these 

services and subjecting them to competition is likely to lower total costs. 

3.3. The Municipal Lending Model 

According to El Daher (2000:1), "in many developing countries it would not be jieasible for a majority of small and 

medium-sized local government entities (and even some large ones) to have access to long-term credit markets. 

Considerable efforts are required to dewlop the financial infrastiuchrre necessary to bring entities to the market. One 

way to foster the market access and help increase the flow ofprivatefiutding to local governments could be through 

specialized, commercially viable, well capitalizedfiMncia1 intermediaries that could independently mobilize long-term 

debt on private marketsfor on-lending forprioriv local inj?astruchtre investments". 

Weist (2000:l-lo), defmes special fmancial intermediaries as "entities that opemte as a channelfor municipal credit, 

or that act as a bridge to private credit markets in borrowing on domestic or foreign markets and on-lenh to local 

governments, either directly or thmugh domestic banks. " 

Glasser et al. (1998:63) defines fmancial intermediaries as "@cilities or special step down transformers, that reduce 

the high wltage (or capital flow) from the high-tension power transmission lines (or the capital markeo efficiently 

over large distances (between the different market players inwlved), to small users that need only small and 

occmional capital flow. Thereby not generating the power (or capital) themselves, but rother intermediating and 

distributing it, downwards. " 

As such, the capital market remains, indirectly through the financial intermediary, the ultimate funding source for local 

infrastructure investments. By leveraging their equity funds through debt issuance, the intermediaries can deepen and 

expand the market-based funding pool for local governments, and thereby, could contribute to the upstream 

development of domestic long-term credit markets. 
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According to El Daher (2000:2), specialized fmancial intermediaries can wnsist of entities that operate (i) like 

municipal development banks (such as the municipal bank of the Netherlands), (ii) like specialized local government 

financial intermediaries (like the ones in Belgium, Finland, France, Spain and Sweden), (iii) like provincial agencies 

that operate at the provincial level (such as municipal finance corporations in Canada), or (iv) at the state level (such as 

bond banks in the United States). The last mentioned financial intermediary namely, bond banks will be given greater 

attention later in this study. 

There is no clearly defmed pattern of ownership among intermediaries specialized in municipal finance. Some entities, 

like the intermediaries in France and Spain are privately owned and others are publicly owned, like the intermediaries 

in Belgium, and the Netherlands. The public sector can be present at the central andlor local government levels, as in 

the case of Finland's Municipal Finance Plc., where the association of local governments owns it. It is involved in debt 

pooling for specific and idenrif~able projects, similar to the bond banks used in the United States. The Swedish local 

government-funding agency "Kommunivest" is owned by the association of local governments but is privately 

managed. Holland's "Bank Nederlandse Gemeenten" is jointly owned by the central and local governments; its loans 

are subjected to the joint and several liability of the cooperative of local government borrowers or shareholders. 

Spain's "Banco de Credito Local" is privately owned by Argentaria and Dexia. 

Dexia is a world leader in financial intermediation to local governments, with equity pruticipation in numerous 

institutions around the world, including, South A6ica's own Infrasiruclure Finance Corporation or INCA. Dexia is also 

the holding structure for Credit Communal de Belgique (CCB) and Credit Local de France (CLF). CCB is a local 

government owned cooperative while CLF, is originally government owned but has since been privatized. CLF's 

resources are raised through bond issues, whereas deposits represent the main source of CCB, which is a major 

depository institution -unlike most specialized financial intermediaries for local governments (Weist, 2000:l-10). 

The most important goals of financial intermediaries are that they must (i) raise long-term resources on private credit 

markets and (ii) simultaneously operate in a financially sustainable manner. Together with these goals, they support 

local government operations through a range of financial instruments and products adapted to the different local needs 

of each wunby, and can operate in the primary or the secondary credit market. They also involve pool fmancing for 

local government inhstmcture investments, and provide smaller local government borrowers with the possibility to 

access long-term debt markets. Lending would be mostly accomplished in leveraging the intermediary's equity funds 

through bond issuance. Lastly, they also provide certain non-lending products such as fee-based financial advisory 

services, which they might offer to local governments, mainly the larger ones. The intermediary's portfolio, diversified 

among a large number of local government borrowers, normally provides a good security for, and strengthens the 

credit quality of the debt issues (El Daher, 2000:3). 



To achieve fmancial viability, intermediaries need a regulated environment conducive to enhancing local government 

creditworthiness. They must engage in efficient financial transactions within a business framework well-defined in 

terms of (i) strategic and institutional objectives, (ii) eligibility criteria and operational features including specific 

guidelines for portfolio diversifcation amongst sectors and borrowers, (iii) range of lending and non-lending products 

such as loans, equity participations, guarantees, undenvriting, and advisory services, (iv) fmancial policies related to 

funding, lending and capital adequacy, (v) product pricing for balance as well as off-balance sheet transactions, and 

(vi) market, credit and currency risk management policies (El Daher, 2000:3). 

The two most obvious reasons municipal lending differs fkom the bond market, according to Peterson (2000:4-7): 

One important aspect of having intermediaries is that they strive to establish permanent, partnership relations with 

its local clients. The most relevant services an intermediary provide are (i) the long term loans it provides to 

fmance municipal investment projects that range from anything between fifteen to tlurty years, and (ii) the 

fmancial advisory services that help municipalities prepare and structure their budgets, (iii) assistance in 

investment project design and associated financial analysis of cost recovery strategies. All of this builds 

relationships amongst market players, something that does not exist in the bond market model. 

b) Delegated Monitoring 

Another major difference between bonds and bank loans is rooted in financial sector intermediation. In modem 

intermediation theory, intermediaries like banks perform what is called a "delegated monitoring" function. 

Municipalities and other bormwers could deal directly with individual lenders, by borrowing investment funds 

from large financial institutions like pension funds, insurance companies, or individual savers or investors. Unless 

the loan at stake is large, it is inefticient for each saver to try to monitor fmancial conditions and all the other 

factors affecting loan payment. Therefore, a special intermediary performs this intermediation and monitoring 

function. It gathers savings 6om numerous sowes, assembles specialized professionals capable of loan appraisal 

and loan oversight, allocates capital, and then monitors both its loans and the f m c i a l  condition of borrowers. 

In the case of specialized intermediaries such as municipal banks, monitoring is facilitated by the par!ner 

relationship that gives the bank special knowledge of the municipality's budget and finances. Where the bank 

handles all of a municipality's accounts, its security interest can be protected by loan agreements that give the 

bank, as lender, automatic access to the municipality's accounts for repayment purposes. The municipal bank may 



initiate loan-restructuring discussions with a borrower in fmancial difficulty or may facilitate a preactive 

programme of loan re-structuring, where necessary, to accumulate non-performing loans. 

Although a lot of different kinds of fmancial intermediaries exist in the world today (as can be seen from the above 

mentioned facts) only the ones relevant to the South AJiican credit market will be discussed, namely the Infrastructure 

Finance Corporation (INCA) which operates as a specialized financial intermediary, and the Development Bank of 

South Atiica which operates similarly to a development bank or municipal development bank. They will be discussed 

subsequently. 

3.4. L w l  Government FInancinl Inlennerliories in South Africa 

The Infrastructure Finance Corporation Limited, or, INCA, and the Development Bank of Southern Afica (DBSA) are 

the two most important intermediaries operating withim the municipal credit market of South Africa. The Infrastructure 

Finance Corporation Limited (INCA) is a private sector lender, while the Development Bank of Southern Africa 

(DBSA) is a public sector lender. As have already been stated, these institutions together hold more than half of the 

total municipal debt in South Africa, and as such need some attention. 

National Treasury figures since 1997 show that municipal debt owed to the private sector has not changed greatly - 
generally remaining between R11 billion and R12 billion. At the same time, debt owed to public sector institutions, 

including the Development Bank of Southern Africa (DBSA) has grown signifcantly, fiom R 5.6 billion to R 8.1 

billion. This increasing reliance on public sector debt is inconsistent with government's policy goal of increasing 

private sector investment. This can be seen from Figure 3.1 and Figure 3.2 below. 



Figure 3.1: Total Municipal Debt Outstandig (From 1997) 

(Source: National Treasury, 2001 : 190) 

The expansion in municipal debt 6om 1997 until 2000 that can be seen &om Figure 3.1 and 3.2 can be ascribed to the 

growth in public sector lending to municipalities, especially lending by the DBSA. The DBSA's municipal debt stock 

has grown both because of acquisitions @rimarily the Local Authorities Loan Fund, which was acquired from national 

government) and because of new loan origination. It increased h m  under R2 billion in March 1997 to nearly R6 

billion at the end of 2000. Although the private sector has been the major supplier of credit to municipalities, the net 

amount of private sector lending remained essentially unchanged (National Treasury, 2001:192). 

Figure 3.2: INCA and DBSA Loan Portfolio (From 1997) 
I 

(Source: National Treasury, 2001:190) 
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Not only is private sector lending relatively stagnant, as shown in Figure 3.1, but the outstanding debt stock is also 

becoming less suitable for capital markets, as shown in Figure 3.3. There has been a marked change in the form of debt 

over the period that National Treasury has been monitoring outstanding municipal debt. The earliest figures in the 

study show municipal securities at R11.6 billion, and long-term loans, at R3.8 billion. By December 2000, the pool of 

outstanding (and theoretically tradable) securities had fallen to just under R9 billion, while long-term loans had more 

than doubled to R8.5 billion (National Treasury, 2001:193). 

Figure 33: Form of Municipal Debt 

I IWN 1 

- Sccuraes - &nutty a m  &]lor fonq-tmn toms 

(Source Naaonal Treasmy, 2001 190) 

By the end of December 2002, the total outstanding borrowing by municipalities amounted to R20.2 billion, marginally 

up by R300 million from a year earlier. The municipal borrowing market is also concentrated among only a few 

lenders and larger urban municipalities. The main source of public sector credit to municipalities is sourced from the 

Development Bank of Southem Atiica (DBSA) and amounts to R7 hitlion. Private sector credit currently stands at R12 

billion and accounts for 60 percent of municipal borrowings, primarily pmvided by commercial banks, and the 

Infrastructure Finance Corporation (INCA) of SouthAtiica. Together, these institutions account for 79 percent of the 

private sector market. Insurance and pension funds, which used to account for 35.3 percent of private sector lending to 

municipalities in 1997, now account for a mere 2.5 percent of private sector lending (National Treasuly, 2003:42). 

As was mentioned above, securities used to he the main instrument of municipal borrowing but because of DBSA 

increasing its market share through mainly granting long-term loans to municipalities, securities declined from 68.3 

percent in March 1997 to 35.9 percent in December 2002. The absence of these tradable municipal securities poses a 

great challenge to the development of a municipal bond market. Although it was mentioned earlier and although it can 

be seen in Figure 3.3, it does not provide information for the last two years, namely 2000 to 2002. 



Figure 3.4: INCA and DBSA Loan Portfolio (From 2000) 

INCA end DBSA 

I NCA U m  

(Source: National Treasury, 2003:43) 

To sum it up, the information discussed above only shows four important things: 

*:* Private sector debt remained stagnant while public sector debt increased. 

.:. Securities debt declined, while loan debt increases. 

** Municipal borrowing is only wncen!nted among a few lenders. 

.:* Municipal borrowing usually goes to the larger, urban ("more creditworthy") municipalities. 

Because of the importance of INCA and the DBSA within the South African local credit market, they will be reviewed 

subsequently. 

3.4.1. The InfMsbueture Finance Corpomtion of South Afrim (INCA) 

3.4.1.1. Definition and BriefKtory of INCA 

Despite being established in 1997 - a time of significant turmoil within the municipal debt market in South Africa - 

INCA, none-the-less, became one of the major providers of finance to municipalities. INCA not only proves to be one 

of the most beneficial innovations within the South African municipal credit market, but it is also the first 100 percent 

privately financed municipal credit intermediary in the developing world. Its value as an international pilot project for 

private sector debt fmancing of municipal investment is immeasurable, and it can be seen as the most important 
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alternative to the nonexistent municipal bond market in South Afiica, and as such deserves some atfention (INCA 

2003). 

PJCA can either be deiined as "a Corporate Entity with the characteristics of both a Cash FIow Collateralized Debt 

Organization and a Specialist Finance Company", or "a debt lfu2dfor infrastructure loans, whose target clientele 

include local authorities, parastatal bodes, andpublic utilities, district council's provinces, private firms imoived m 

local infrastructure development and financial institutions of various kinds, with it's most important lfu2ction being, 

providing long term loans to municipalities, by investing in the assets they generate". 

Ifs main shareholders are mosfly publicaiented privateiy owned and managed institutions, such as a major South 

h6ican fmancial institdon, namely First National Bank m), insurance companies (Old Mutual and Southern Life), 

a semi-public financial institution (MseIe Financial Holdings), a women's development institution (Women's 

Investment Portfolio), and four international partners: Dexia International (&om France), Prop Arco (a subsidiary of 

Caisse Frqa ise  de Dkvetoppement - also fiom France, Deutsche Investitions und Entwickhmgs- gesellchafts (DEG, 

of Germany), and fhe Commonwealth Development Corporation (of fhe United Kmgdom). Representatives of fhese 

infernational parties sit on the board of INCA, which brings credibility, as we11 as expertise, to the undertaking (INCA, 

2003). 

INCA'S h t i o n  is described in the 1997 prospectus WCA, 2003) and states that INCA aims to create value for the 

investor by: 

-3 Applymg consistent and expert credif evaluation techniques for the evaluation of potential borrowers so that 

credit risk can be accurately priced. 

03 Utilizing, where possible, primary andlor secondary credit enhancement to pmvide security for the borrower. 

+:* Issuing INCA Bonds which are independentiy rated by Fitch as an investment opporhmty for medium and 

long-term investors. 

0' Providing a Liquid market for INCA Bonds by listing them on the Bonds Exchange and through the use of 

market-making abilities of FNB 

*:* Operating with a capital structure designed to reduce further the risk for investors, of which a key feature will 

be subordinated junior debt. 



3.4.1.3. Funding Sourres 

INCA'S main funding sources include local and international market funds, raised through a series of INCA bond 

issues and long-term loans extended to the corporation by international financial institutions. Other sources of funding 

available to INCA include shareholders' capitat, and future W i n g  primarily comes h m  the issuance of junior bonds 

(INCA, 2003). 

INCA borrows mostly h m  fhe capital market, and lends the proceeds to local governments. The money lent by INCA 

is raised by means of bond issues The issuance of bonds comprises a combination of senior fmed rate asset-backed 

corporate bonds; subordinated fixed rate asset-backed corporate bonds; as well as general and specific commercial 

loans (INCA, 2003). 

An example of such a bond issue was arranged in 1997. The amount issued was R1.2 billion or (US$ 240 million). It 

was an d asset-backed bond with a maturity of 6 years (for R200 million 2003 bonds); 9 years (for R800 

million 2006 bonds); and 14 years (for R200 million 2011 bonds) W v e l y .  The interest rates varied &om 13.5 

percent (for 2003 and 2QO6 bonds) to 14 percent (for 2011 bonds) and interest payable was semi-annually with a 

redemption value of 100 percent of par. The credit rating was done by Fitch South Africa m) Limited and an AA- 

credit rating was assigned to the bond. The bond market is meant to be fhe main source of funds mobilization, but not 

the only one, and INCA'S bonds are tradable, and do hade, but they are not very liquid (INCA, 2003). 

INCA has obtained international loans, from Agence Franqaise de Dkve1oppement, the European Invesfment Bank, and 

additional arrangements have been made with USAID and Dexia to guarantee or underwrite bond issues on the US and 

Eurobondmarkets - to be activated when conditions are appropriate (INCA, 2003). 

INCA bonds are issued in aceordance with the rules of the Bond Exchange. Settlement takes place through the 

electronic settlement procedure. The transfer secretaries make interest and capital payments to the individual and INCA 

bondholders by electronic msfer .  Furthermore INCA uses fhe central deposifory for the immobilization of INCA 

bonds in terms of the rules of fhe Exchange (INCA, 2003). 

In the future INCA hopes fo have funding available fhm fhe issuance of junior bonds, and commitment to these bonds 

has already been made. Junior debt is a debt instlument but serves a purpose similar to equity in INCA'S capitat 

structure, providing additional security to fhe senior bondholders, thereby lowering the cost of senior debf to INCA, 

and as a result to the municipal borrowers. The equify and junior bonds are not lent to borrowers, but are held in 



reserve to provide security to the senior bondholders in the event of a problem wifh a loan made to a municipality. The 

existence of this reserve allows considerable gearing or financial leverage in the raisiing of senior debt 

3.4.1.4. Credit Assessmeiu 

INCA is very rigomus, and only lends to local aufhorities that (i) have sound economic and tax bases, and (ii) are 

s&ciently well managed. In so doing, it uses an interesting and sophisticated computerized risk assessment model, 

which produces a sort of unofficial "shadow rating." The details of the model are not made public, but its basic 

structure is described in the 11997 bond prospectus of INCA (World Bank, 2003). 

For investors, INCA is structured to lessen risks in the exisfing municipal debt market This includes providing the 

following: 

Credit risk -through fhe development of its own credif model used to evaluate projecfs to allocate risks within 

its portfolio. This model is discussed below. 

*:* Market-bad credit enhancements by its capital structure and its risk management techniques. 

Liquidity risk of municipal debt using a market-making agreement wifh First National Bank. INCA hopes to 

create a programme to purchase, enhance, and pool outstanding municipal debt that 1s not being !~aded, in 

order to also address liquidity problems with the oufsfanding debt. 

INCA helps borrowers overcome the high transaction costs associated with raising funds, especially bonds, by raising a 

single pool from which loans will be made to several borrowers. In addition, it should lower the interest cost of capitat 

to borrowers due to the credit enhancements built into the structure (Peterson and helps, ~1997:115). 

WCA's Credit Evaluation Model uses techniques to evaluate the risk profile of a borrower and it measures this against 

a database of important national standards. This statistical analysis is then supplemented with additionat information 

and perspectives flowing fiom a rapid appraisal process (World Bank, 2003). 

The mefhodology used assesses municipalities against five key criteria: 

O Financial position, including solvency, liquidity, profifability, and cash flow. 

4. Economic environment, including the sensitivity to growth, natural resource levels, and the condition of 

existing infrastructure. 



Institutional capacity, in effect a review of management capability, and other indicators of competence and 

efficiency. 

O Environmental management 

*:* Socio-political issues, such as unemployment, housing, payment backlogs. 

Each risk category is evaluated, weighted, and scored. The evaluation process results in the aha t ion  of an "internal 

rating'' of the borrower based on its creditworfhness. According to its internal rating the borrower is then placed in a 

particular category, which determines the amount of capital INCA would require in order to undertake the lendiing, and 

the maximum amount that INCA can lend to the borrower. With fhe help of its credit evaluation model, INCA has in 

only two and a half years of operation ( h m  1997 until mid 1999) made loans to 48 local authorities, for a total amount 

of 1.4 billion Rand (about US $ 280 billion). 

INCA believes it can, on a sustained basis, lend about R700-800 million (140-160 million US $) per year. This 

represents about 2 percent of total income of municipalities and 8-9 percent of their capital budgets. As one measure of 

the seriousness of this risk, INCA will not lend jointly with the South African government, even when knowing, that 

much of government's subsidized lending rates, might lower the costs of capital to municipal borrowers. It justifies this 

stance because once government is involved; loan repayment becomes a maffer of political negotiation that inevitably 

will carry over repayments to the private sector lending partner (Peterson, 2000:20). 

INCA'S experience has been the most interesting recent development in local government access to capital markets in 

South Africa. The experience is not yet long, but it tends to show that it is possible to make municipal development 

bankable. The structure addresses a number of the market barriers that keep the financial sector from providing debt for 

municipal &structure. While many of these barriers are well recognized, and a number of private sector mechanisms 

have been proposed to overcome them, INCA is the only intermediary that is providing the debt financing most sought 

by municipal borrowers and remains the single most important aspect in the current municipal credit market (Peterson, 

2000:20). 

3.4.2. The h e h p m e n f  Bank of South Afrifo (DBSA) 

3.4.2.1. Definifion andBrief Hkfory of fhe DBSA 

The Developmenf Bank of Southern Africa (DBSA) was established in 1983, but was transformed in 19% to ensure it 

met the needs of the new South Africa and the Southem African Development Community (SAX), as a whole. Its 

main purpose is that of addressing the socio-economic imbalances and helping to improve the quality of life of all 

people in South and Southem A6ica by supporting both financially and in a facilitative mle, the creation of 
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inhstructure to serve South Africa's needs. In addition to its primary focus, namely m£rastructure, fhe DBSA also 

at&ends to the short and medium term rural fmance requirements (DBSA, n#n). 

Although an apparent tension exists between the two main objectives of the DBSA namely: (i) to fund in&astrucfure 

provision mainly through loans on a sustainable basis (a bank orientated role), and, (ii) to play a proactive role in the 

broader development of South and Southern Africa (a development orienfafed role), government ultimateIy would like 

to see the development emphasis maintained within a banking environment Project iimding could be acbieved on a 

financially sustainable basis, but the challenge will be to ensure proper management of the risk profile while doing 

justice to the devetopmenfat issues. Although fhe philosophies underlying a "banking institution" and a "development 

institution" are not mutually exclusive or incompatible, achieving both institutional objectives requires a balanced 

approach and poses a great challenge to the institution. The paftern of future lending, and future funding or 

capitatization of the DBSA will be materially affected by the relative weight given to the banking and development 

roles within the DBSA's mandate (DBSA, 2003). 

The DBSA can support ~ ~ t u r e  development, faking into account institutional banking and other risks, to support 

socio-economic development by: 

'3 Making direct loans available at appropriate interest rates for aU such inihshucture. 

* Taking up an equity stake where appropriate. 

*> Providing guarantees where appropriate. 

+> Acting as merchant bank to package risk appropriately and the consequential invesfment and returns in close 

collaboration with the private sector, government and other agencies (DBSA, 2003). 

To conclude, the main aim of the DBSA is to ensure unintenupted defively for development and to cc-ordinate 

activities in this regard, in such a way that real experience and proven and potential capacity in institutions provide a 

basis for decisions on the future unfolding of the development finance system (DFS). 

The DBSA as a "banking institution" has fhe following functions: 

O It ensures fmancial sustainability, affordability and the efficient application of scarce resources. 

Q It interprets risk by taking into account project context, fhe broader fmancial base of the beneficiaries and the 

difference in socio-economic development stages of the areas, provinces, or countries. 

*:* It applies fhe principle of cost recovery for technical and professional services rendered. 

Q It applies best pracfice in terms of corporate governance. 

'3 It mobilizes and leverages funds. 

*:+ It strengfhens the ability of clients to manage risks @BSA, 2003). 
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The DBSA as a "development institution" strives to be a leading change agent for accelerated and equitable socio- 

economic development in Southem A6ica. It is committed to: 

Q Pmviding sensitivity to the needs of the poor and responsiveness to the demands of clients. 

O Ensures alignment of operations to national policies and regional pmgrammes and bcal priorities. 

O Pmvide a network of collaboration and partnerships with public and private sector institutions. 

*3 Ensures compefitiveness and professionalism. 

-:. Establishing the impkmentation of a best practice policy in all areas of activities; includiig social and 

e n v i r o n m d  practices. 

.:* Assure adherence to principles and practices for good governance (DBSA, 2003). 

3.4.2.3. Funding Souires 

The DBSA raises funds from development partners such as national government, the Southem African Development 

Countries (SAX), local authorities, private sector entities, donors, ~ s h u c t u r e  investment funds ufdities (both 

national and provincial), non-govemmenfal organizations, provincid governments, parks boards and tourism 

pmvincial development corporations, district councils, statutory insfifxfim and ofhers. It also works with donors and 

international, national and pmvincial partners to build retationships wifh all key mle players in development, and to 

this en4 it tries to pmmote fhe best possible use of resources in order to reach the goals of development initiatives 

(DBSA, 2003). 

According to the Development Bank of Southern Africa (2003) to fulfil this catalyfic mle, they also have to do the 

following: 

4 HeIp to mobilize additional investment by co-financing public and private sector investments. 

+ Promote public and private partnerships for infrasfrucfure. 

03 Pmvide technical assistance focused on strengthening policy, institutional capacity, and environmental 

management in support of bank projecfs and pmgrammes. 

Share ski& and knowledge wifh institutions and clients to maximize the development impact and quality of 

specific project interventions. 

*> Pmvide professional and achninisfrative resources for managing special infkbwture development initiatives 

on behalf of government andlor development institutions. 

For the DBSA to a m t  private secfor lending to fhe municipal sector the lending risks have to be mitigated by targeted 

development fmance. The DBSA are very important in this regard because they add value by optimizing fhe 

development impact of infrasfructure projects and by exploring and promoting best practice. Their loan conditions and 

project interventions also facilitate broader access to services, sthnuhte productive economic activity, and enhance job 



creation. Briefly, the DBSA attempts to enhance the fmancial sustainability or bank ability of the municipal sector 

(DBSA, 2003). 

The bank could play a role in packaging various forms of fmance aimed not only at service provision, but also at 

placing local authorities on a sustainable financial footing. With local government being the primruy vehicle for public 

delivery of basic services, the bank's support to these institutions has a significant development impact 

Local government institutions form the bank's main client base. In 1999, local government borrowers accounted for 

approximately three quarters of its clients and 43.5 percent of its total book debt. The DBSA's portfolio includes loans 

for infrastructure in 55 percent of all local government institutions in South Afiica, many of these ftom the Local 

Authority Loan Fund (DBSA, 2003). 

Although the DBSA mainly targets municipalities with limited funding, they will provide loans to financially sound 

municipalities where the investment focus falls on marginalized communities or economic development. The bank also 

supports financially weaker municipalities through technical assistance by developing the necessary capacity to secure 

commercial funding. The DBSA has a particular role to play in the evolution of a viable municipal system in South 

Afiicica, as it invests in the specific capacity municipalities need to be sustainable and for them to maintain 

in£rashucture services (DBSA, 2003). 

Lastly, the Bank also pursues co-financing with the private sector. This is done, fmtly to extend its own limited 

resources, and secondly, to expand the role of the private sector capital market in the municipal sector. It also pays 

careful attention to credit risk management by identifying and managing borrower risk based on borrower appraisal and 

an internal credit-rating model. Project risk is addressed in the project appraisal process, based on financial economic, 

technical, environmental, institutional and social modules. The appraisal p-s, followed by negotiations and loan 

conditions, promotes sound development projects that are affordable to both the borrower and the users, contribute to 

economic growth, and are institutionally and environmentally sustainable. The depth of the project appraisal process 

enables the Bank to price and mitigate risk. It reassures private sector financiers who are invited to co-finance deals, 

and facilitates further deals that do not require the involvement of the DBSA. Other financial instruments being 

considered by the DBSA include guarantees (full, partial or limited period) bond-pooling for municipalities requiring 

small long-term loans, bond insurance and securitization in the capital market of prnts of its current loan book. This 

approach demonstrates possible mechanisms for municipal lending and helps the bank evaluate options for credit 

enhancement (DBSA, 2003). Most of these credit enhancement options will be looked at in chapter four. 

3.4.2.4. The Rule of theDBSA Regarding Municipal Bomnving 

Glasser et al. (1998:120) stated that some potential roles of the DBSA regarding borrowing should be: 



a) The DBSA has skills in project analysis. By making these skills available through technical assistance and 

training (to market participants on the borrower or lender side) would be compatible with a market based 

capital model. Though there is some risk of crowding out other technical assistance and training providers if 

the services are not priced at cost, the needs are still so big that it would not result in an immediate problem. 

b) In order not to prevent market discipline, guarantees and insurance should be provided at rates that genuinely 

reflect the risk involved. This is also compatible with market systems and with the entry of private insurers into 

the market, which can be expected in the near to medium term. The best way to insure risk-reflective pricing is 

to treat a guarantee and insurance operation as a separate, self-funded activw. 

c) The DBSA or another entity could pool small, good quality loans to achieve marketable size and thereby could 

function as an intermediary for small borrowers. Because the private sector could in theory do this as well, 

there is a possibility of crowding out private sector initiatives. A size limit, in t e r n  of population, annual 

budget, or issue size would limit the potential for competition with the private sector. 

d) If it is true that private markets will currently lend only for short- to medium term, due to macro uncertainties, 

DBSA or another entity could provide: 

(i) Financing for the longer maturities in a given issue. 

(ii) Subordinated positions over the life of a loan 

(iii) Guarantee take-out of some percentage of loans at some point in time (e.g. 80 percent take-out at 7 

Y-). 

e) One way to keep the DBSA h m  competing with the private sector is to allow first crack to the private sector. 

Before undatakmg any municipal transaction, the DBSA would be required to advertise its intent, or a 

borrower would have to show that it had approached, e.g. three lenders before coming to DBSA. These 

approaches at their best add time and transaction costs. At their worst, they remove market discipline 

completely. 

f) There is nothing wrong in principle with DBSA competrng for investment positions with private lenders. 

Nevertheless, if it does so at below-market rates with "W or cheap government money, it can spoil the 

operation of the market. The potential for cheap funds will keep both potential borrowers and potential lenders 

fiom engaging fully in the market. 

g) The DBSA could make use of special purpose lending, e.g. for environmental, transition or some other public- 

policy purpose which the government was willing to make priority. They have the virtue of restricting non- 

market activities to certain sectors or categories. Such an approach may limit private market activity in the 

given sector or category, but avoids crowding out in other sectors. Of course, below-m&et funding for any 

particular seetor would tend to distort municipal priorities in favour of that sector. 



Glasser et al. (1998:120) also stated that there is no obvious way for the DBSA to be active in the markets, without the 

potential for damage to the muchdisciplined market mechanisms it intends to achieve, unless the DBSA is bound by 

market rules. One such rule for example, at least in the end, could be to get its capital h m  the capital markets and 

price its loans accordingly. 

3.5. Evaluotiei~ of the Two Models for Muniipal Lending in South Africa 

From all the above-mentioned facts it is evident that two models exist within the municipal credit market system. The 

fust model, is the "municipal bond model" that has been the foundation of municipal borrowing in North America, and 

the second model, the "municipal lending model", which was used to iinance municipal investment in most of Europe 

throughout the 20th century and still is the primary source of local credit financing in that region. This model consists 

of various types of special imermediaries, such as municipal development banks, specialized intermediaries, bond 

banks etc. The most important difference between these two models is that the "municipal bond model," provides 

direct access to private capital, whereas the "municipal lending model" provides indirect access to capital for local 

governments. 

In designing local credit initiatives for developing countries, Peterson (2000:3) stated that it is unnecessary for 

policymakers to choose between these two models. The reason for this, Peterson believes, is that these two systems are 

converging in their regions of origin, and countries embarking on measures to build or strengthen local credit markets 

(such as South Africa,) would do well by "selecting chamcteristicsfim both models, and, even more, by encoumging 

competition on a levelplaying feld between bank lending and bond issuance. " 

Although many countries simultaneously use bank lending and local bond issuance, the policy rationale justifies 

emphasizing development of local bond markets. The reason for this is that in a competitive world bonds have more 

ways to tap institutions and households' long-term savings. Even when the ultimate credit extended to a local 

government continues to be h m  a bank loan or other financial institution, Peterson (2000:22) stated that it would 

increasingly be the case that the financial intermediary raises its own capital for on lending from bond issues. That is 

the direction of change for the most successikl intermediation such as INCA discussed above. 

According to El Daher (2000:3-5) the two models play complementary roles and serve different, albeit overlapping 

market segments in meeting local government demand for long-term credit They offer alternative options in financing 

local governments, the needs and capabilities of which vary in line with their economic size and resource base. It is 

true that municipal bond markets may be more suited to the larger better-endowed borrowers, but where local 

governments lack the scale for direct market access, market based local govemment financial intermediaries can fill the 

void in pooling credit demand and mobilizing long-term resources on local government behalf. Lending would also be 

accomplished mostly in leveraging the intermediaries' equily funds through bond issuance 
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El Daher (2000:3) also mentioned that one very important aspect to remember when deciding whether to borrow h m  

a specialized financial institution or to issue debt obligations on the bond market, is that local governments need to 

assess and compare the cash-flow implications of both alternatives, since credit lines from financial institutions allow a 

drawdown of funds in accordance with borrower expenditure requirements, while bond issues would result in 

relatively large lump sum, cash inflows. For local governments, usually unacquainted with good liquidity management 

practices, loans from financial institutions allow for more manageable cash profks and a beam control of the "cost-of- 

cany." This is of great importance in the South African situation, and should be kept in mind, since most South AJEcan 

municipalities lack the skills, expertise, and good liquidity management necessary to issue bonds. 

Some of the major strengths, of this "securities-based". or "municipal bond" model, that was introduced above, 

according to the South AJEcan National Treasury (2000: IS), is (i) it is more broad-based than the other model, and (ii) 

it can generate an aggregate investment capital from multiple sources such as individuals, investment funds (like unit 

trusts), bank, non-bank financial institutions, pension funds, and others. Securities markets can generate more capital 

both by aggregating smaller investments and by assuring liquidity and flexibility to investors whose needs change. 

Bank lenders in one-on-one transactions should be able to look out for their own interest effectively; investors in 

securities often lack the knowledge (and the leverage) to protect their interests. Accordingly, governments worldwide 

usually regulate the sale and trading of municipal securities for the protection of investors (National Treasury, 

2000:lS). 

3.6. The "Municipal BondModelJ' or the "Municipal Lending Model" for South A w a ?  

According to the South African government, the residual bond market in South Africa is largely an intermediate one, 

because banks and other financial intermediaries hold most loans. Government would prefer to see this market 

supplemented by the development and expansion of a securities market, or a "bond model." The reason for this is 

mainly the potential power this market has to lower the cost of capital to the municipal sector. This market will imply 

that municipalities (usually the larger ones) issue debt in the fonn of bonds, which then trade in the secondary market 

(National Treasury, 2000:6). To encourage this, government designed the main elements of the municipal debt or credit 

market necessary to support such a h e w o r k .  Figure 3.5 on the next page describes this h w o r k  

According to the National Treasury (2000:ll) this framework will also have the following advantages: (i) the vibrant 

and broad municipal bond market will enable more municipalities to draw on private finance for capital investment 

allowing f ~ c a l  funds channelled through Consolidated Municipal Infrastructure Programme and other grant 

mechanisms to be better targeted at the poorer cases, and (i) a dynamic municipal fmancial market will enable market 

investor's greater ability to diversify their risks and hence, fund a wider range of municipalities than is currently 

possible 
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By designing this framework, government also means to promote the growth of a market for other forms of debt (i.e. 

bank lending), which, h m  a practical pempectwe is where much of the growth in the municipal debt market is likely 

to lie in the short and medium term (National Treasury, 2000:6). 

pre 33: The Main Elements of Governments' Proposed Debt Market 

(Source: National Treasury, 2000:7) 

According to government (National Treasury, 2000:8) there are five main reasons why access to financial markets is 

considered important for local authorities in South Africa: 

Given the extensive infrastructure needs in South A h a ,  financing investment on a "pay-as-you-go" or "taxation- 

in-advance" basis is neither possible nor efficient. Particularly where the need for capital greatly exceeds what is 

available on a grant basis fiom the central liscus, access to capital markets can provide municipalities wit. the 

capital resources necessary to fmance infrastructure investments efficiently. The "pay-as-you-go" approach means 

that new facilities should be paid for, over time by the people who are benefiting h them, whereas the "taxation- 

in-advance" approach mainly implies that new municipal projects should be paid for immediately, by taxpayers 

(Public Securities Association, 199054). 



The benefits of the kl?astructure investments municipalities make often endure for extensive periods and a c m e  to 

future generations of taxpayers and consumers. It is equitable for such generations to bear some of the cost of these 

benefits. Financing investment over time with funds accessed from capital markets allows for this. 

Because capital markets allocate capital resources on a commercial basis, capital is allocated efficiently. Moreover, 

the opportunity costs of capital provide incentives to ensure efficient standards of delivery and discourage 

"overbuilding'' and wastell investment. 

Markets tend to punish poor fiscal and management performance through pricing (pushing up interest rates or 

making capital increasingly scarce.) This can promote accountability and fiscal discipline at the local level. It may 

also provide other stakeholders (national government the provinces; aid agencies and so on) with a convenient 

means to assess the relative performance of municipal governments. 

e) Shorl-tenn mtchlrg of revenues and expenditures 

In the short term, for example within a given financial year, municipal revenues, and expenditures are seldom 

completely congruent in time. Short-term borrowing allows municipalities to deal with this lack of synchronicity. 

International experience suggests that achieving these benefits depends on the method of access to the market and the 

conditions under which this access occurs. In principle, government feels there are two mutes of access. Local 

government can access capital markets directly (which implies the "bond model" above) or through "on-lending" from 

central government, most often through a public intermediary (which is currently the case) (National Treasury, 

2000:9). 

Aside from the DBSA and INCA, which already represent the "indirect" access mechanism, there are three bmad 

reasons why government wishes to facilitate direct access by municipalities in particular. F i t ly ,  when sub-sovereigns 

borrow through central government, the debts of these bodies easily become the implicit or contingent liabilities of 

central government and government wishes to protect themselves h m  this. By protecting themselves from this 

liability, government not only guarantees sound fiscal management at the national level, but it also makes it easier for 

them to maintain their macro-economic targets. It can also assign more responsibility over to the local sphere by 



ensuring that municipalities face strong incentives to impmve their own management and creditworthiness. Secondly, 

international experience suggest that the indirect borrowing route can result in situations where credit allocation 

decisions become increasingly less commercial in character, and under such conditions capital does not necessarily 

flow to the most productive uses, but to those players that are politically the most astute. Thirdly, sub-sovereign 

borrowing via the state can result in the squeezing out of private capital h m  the municipal sector, thereby narrowing 

the aggregate resources available for investment, or it may create incentives for local governments to elude certain 

restrictions through innovative off-budget schemes (National Treasury, 2000:9). 

To avoid all of this, govemment pmposes that the direct mute be take9 which offers the potential for a more 

transparent, market-based system to develop where there is a greater chance of achieving the benefits of accessing 

capital markets. 

Within this h e w o r k  of direct access, one very important question arises. Wi all municipalities gain access to 

capital markets? Glasser et al. (1998:16) answers this by classifying municipalities into three groups: 

O Municipalities, which do not require external assistance to obtain commercial loans or access to the bond 

market. 

O Municipalities which require external assistance to access private capital markets 

*:* Municipalities, which are poor candidates for private capital investment, due to fundamental weaknesses that 

are likely to persist for the mid- to long term. 

Despite many changes within the local govemment sphere these past few years, not all local governments in South 

Africa will have the capacity to access capital markets. Some municipalities "will remain incapable of accessing 

capital markets in the medium to long term" even after the new so-called "policy framework" has been introduced and 

consolidated (National Treasury, 2000: 11). 

3. 7. The Bond Markel of South Africa 

When compared with each other, the South African Bond Exchanges' market capitalization of 

R400 billion, is about one third of the size of the Johannesburg Stock Exchange (JSE), with the one important 

exception in this comparison being the liquidity on the Bond Exchange. The liquidity of the Bond Exchange is much 
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higher, with average daily trading volumes according to ABSA (2003:7), reaching as much as R30 billion, compared to 

an average of approximately R1 billion per day on the Johannesburg Stock Exchange. 

Foreigners account for approximately 25 percent of all trades and own an estimated 10 percent of South Afiican bonds. 

The dominant issuer in the bond market (with an 80 percent market share), is the South Afiican government, which 

borrows money via bonds to fund the budget def~i t .  Other issuer's include Eskom, Transnet, TeIkom, South Afiican 

Breweries, municipalities, the Lesotho Highlands Water project etc., and others. The bond market is an extremely 

eff~cient market and hading costs is as low as 0.05 percent of the amount traded. The main market participants in this 

market are large banks, insurance companies and pension funds (BESA, 2003b). 

3.7.2. The Mechanics of h e  Bond Markel 

The reason bond markets exist is prominent, namely, to provide a channel for raising capital required by borrowers, 

and in doing this, it allows lenders or investom the o p p h t y  to provide capital, and then to trade the shares on the 

market when they wish to realise their investment retums (ABSA, 2003:7). 

Since 1995, an electronic settlement system has been in place in South Afiica and the main players in this system are 

the Exchange as regulator, the Exchange members, the service providers, and the settlement agents. The service 

providers allow for the transference of data, while the settlement agents handle cash transfers and electronic transfers. 

In the South Afiican context, the banks serve this dual role and the SA Reserve Bank, which pmvides a clearing 

function and the Central Depositary (a computerised custodial service for securities) assist the banks as settlement 

agents in their task. The Central Depositary receives all interest and redemption payments for scrip and distributes 

these funds to the members of the Depositary (the banks) on due dates for, in turn, dispersal (ABSA, 2003:7). 

The most important market player in the bond market in South Africa currently, is BESA, or the Bond Exchange of 

South Africa. For the p q x x e  of this study, BESA needs to be discussed because of the enormous mle it will play in 

the upcoming municipal bond market, which will become clear as this chapter progresses. 



3.7.3. The Bond Erehange of South Af im 

The Bond Exchange of South Afiica (or BESA) is a self-regulatory body operating (i) within. the framework of the 

Financial M d e t  Control Act and (ii) within the set Rules and Directives approved by the Financial Services Board or 

(FSB). The objectives of the Bond Exchange are to: 

4+ Set an excellent standard in its self-regulatory oversight of the South Afiican bond market. 

*:* Provide at optimum cost a stable, secure and efficient environment for the listing, trading and settlement of 

debt securities and derivatives 

-3 Reduce the f m c i a l  risk of trading through the Exchange. 

Although primarily a government bond market, BESA also lists rand denominated debt securities issued by local 

government, public enterprises, and major corpora-. Table 3.1 on the next page gives an example of all these listed 

products, together with their market capitalization in March 2002 (BESA, 2003~). 

Table 3.1: An Example of BESA's Listed Products (200243) 

Product] I Market Capitalization 

R 340 431 742 279' 

Municipals R 131 228 000( 

parastatal I Utilities R 35 406 453 235( 

- 

hater Authorities R18549745OOd 

Corporates R 57 561 958 071 

Banking 
Financial Services 
Mining 
Steel 
Chemicals 
Transport 
Telecommunication 
TL06 

I I ~ u a l  I Inward Listing 

(Source: BESA, 2003~). 

It is evident h m  this table, that South Afiican municipal bonds currently contribute the least to the market 

capitalization of BESA. It is because of this reason that both the Bond Exchange of South Afiica, and the South 



African governments, most strategic initiatives for the near future, includes the establishment of a viable, 

hfhstructural and municipal debt, or bond market, the main focus of this study. There are currently only three 

municipalities listed on BESA - one ofthe bonds was issued by the Beacon Bay Municipality, and two was issued by 

the city of Durban - all prior to 1993, before the market collapsed. These municipal bonds, and all the relevant 

information, underlying these bonds, can be seen in Table 3.2 and Table 3.3 on the next page (BESA, 2003~). 

Table 3.2: The Municipal Bonds Listings of BESA 

I LOAN STOCK LISTINGS - Municipal Bonds (31 May 2003) I 

-~ - 

(Source: BESA, 2003~). 

Table 33: The Meaning of All Bond Terms Used in 'able 3.2 

(Source: BESA, 2003c) 



The members of the bond exchange are the bond trading institutions, and trading of listed bonds by member fums take 

place on a 24-hour basis on (i) BESA's Bond Automated Tradiig System (BATS) or (ii) via telephone or (iii) inter- 

dealer screen. Institutions that wish to list their bonds on BESA have to comply with certain listing disclosure 

requirements and rules. These requirements "praidefir the minimum disclosure that investors and theirprofssional 

advrsors would require for thepuvose of making informed assessment of the nature and state of an issuer's business- 

specialty the most recentfinancial sratements andfitwasted earnings " (BESA, 2003b). 

According to BESA (2003a), the disclosure requirements for listings have the following requirements: 

Identity for directors, senior management, advisers, and auditors in their relationship with the issuer. 

Purpose of the issue. 

Method of issuance and treatment of subscription. 

Details of the offering and expected timetable. 

Full disclosure of the issuer's financial information in its audited financial statements, capital requirements, 

and risk factors. 

O Info~mation on the issuer's production, products, services and other factors that affect its business. 

.:* Operating financial review and prospects, including research and development. 

9 Information regarding the major shareholders and other stakeholders that may affect decisions taken by the 

issuer 

*+ Any additional information that may &ect the issuer's business and the investor's decision. 

To conclude, the South African bond market is one of the most liquid emerging bond markets in the world and in 2000 

the total value of transactions was 24 times the value of the market capitalization (Van Zyl, 2003:259). 

3.8. Municipal Boncis in South Africa 

3.8.1. Municipal BondDejkition 

Municipal bonds, according to the National Treasury of South Africa (2001 :193), are debt instruments that trade on the 

capital market. Local governments of South Africa issue them to finance infrastructure. An undenvriter may purchase 

an entire bond issue, and then sell it at retail to institutions and individuals. Each bondholder buys only a small piece of 

the total debt, so smaller investors can participate. Bondholders need not keep the bond to maturity (as was previously 

the case). Instead investors risk can be lessened by the existence of a seccduy market, where this type of bond can 
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trade and where investors can sell the bond if need be. This liquidity would bring more potential investors to the 

market - an outcome government in South A6ica wishes to achieve. 

3.8.2. Type of Municip0rBond.v or DebI Bojwsed for South Afiim 

When the question arises of the type of debt, or debt instnunent, municipalities must issue - and any regulation thereof, 

it is best approached by examining the kinds of security that municipal bormwers give, since secunty determines the 

type of debt inshument to'be issued. According to Glasser et al. (1998:20) security (in the sense of collateral) and 

remedies, are aspects of the same question, and debt markets require clarity about both. 

Before they invest, creditors want to h o w  what their remedies or security will be in the event of default, and this will 

mostly determine the type of debt instnunent. In the past, most South African municipalities have given only unsecured 

general pmmises to pay, and most lenders have accepted whatever remedies they have at law in dealing with this. 

Increasingly, however, and following trends elsewhere in the world with established municipal debt markets, the 

parties are exploring ways of enhancing a creditor's secunty by contract, and pledges of particular physical or 

monetary assets, of receivables, and of particular revenue streams have all been used (Glasser er al., 1998:20). 

The provision which allowed this under the previous law regarding local government hance  namely the Local 

Government Transition Amendment Act - permitted the bcal council to '$mish any security" for a loan. This is a 

very broad, open-ended authorization whose limits have not yet been explored. As prnt of the new legislation which 

will govern municipal borrowing, greater detail will be given as to what powers municipalities have to pledge security 

in order to wllaterize debt. The South A6ican government's overall policy position on this matter characterizes two 

bmad principles: 

Government should grant the contracting parties bmad leeway to design security provisions that meet their 

needs. In addition to the conventional "MI faith and cledit" (general obligation) provisions, this should include 

special security arrangements including the pledging of assets, of local tax and tariff revenue streams, of 

intergovernmental grants or transfers, and tax and tariff level covenants (National Treasury, 2001 : 14). 

Q Certain limits should apply and government should not permit municipalities to pledge assets essential to the 

maintenance of public health and safety, nor should government allow municipalities to pledge revenue 

streams to the extent that it may compromise their ability to deliver certain essential services, which law will 

need to defme (National Treasury, 2001:14). 



3.8.3. Municipal Bond Tar Sfnbrs in South Africa 

As indicated in chapter two one of the biggest market strengths underlying the United States municipal bond market is 

the fact that the largest part of their market involves trading in tax-exempt municipal bonds. Because of their tax- 

exempt status and the advantages of this to investors, these Securities compared to other securities in the United States 

prove to be much more atiractive. According to Glasser et al. (1998:95) two questions arise when it comes to 

municipal bonds and taxes in South Afica, namely: (i) at what cast to the fiscus does municipal lending with tax 

incentives occur? and (i) to what extent is this cost offset by the ability of the tax exemption to attract private 

investment in municipal infrastructure? These two question, are discussed subsequently. 

a) At what cost to thefiscus does municip(l1 lending with tax inoenhnhves occur? 

Municipal lending with tax incentives will influence both the central sphere of government (due to an increase in 

compliance costs), and taxpayers (who will face tax maeases in one form or the other as the tax exempt status 

translates into revenue foregone which must be collected elsewhere). 

b) To what ertent is this cost o m  &v the ability of the tax eumption to atbad private invesbnent in municipal 

infmshudure? 

A risk is that tax relief for holders of municipal debt (who may be the more af%ent taxpayers) will translate into 

higher tax burdens that will fmally settle on less affluent taxpayers. These taxpayers do not have surplus funds at 

their disposal to make these investments in the 6rst place. Thus, the rich will benefit whilst the poorer sections of 

lower to middle-income groups will face a higher tax burden, as government's revenue needs still have to be met at 

the end of the day. This in return may lead to new investment capital, being attracted to public infrastructure 

investments that would not otherwise have been made. In other words, government's revenue needs may be 

significantly reduced if the foregone tax is effectively leveraged into private investment capital for local 

inhstructure. If each rand of new private investment, costs government only the marginal income tax foregone on 

the interest, then that could be effective leveraging. Glasser et al. (1998:96) concluded that the key question 

regarding this issue should be whether, and to what extent, the investment would have occurred, but for the tax 

advantage. 

Arguments for tax incentives, according to Glasser et al. (1998:97) include the following: 

0:. Tax exemptions can stimulate the flow of investments by the private sector. This has proven effective in 

stimulating private investment in municipal inhstmcture in the United States and could also pmve to be a 

great benefit to South Afiica, since private investment in i&astructure these past few years bas been very 

limited (as can be seen fiom chapter one). 



+:* Tax exemptions are consistent with allowing decentralized and matket<ompaiiile decisions about capital 

allocation. In other words, they subsidise all capital investment by municipalities, or all municipal investment 

&structure by any party (depending on the option chosen). Local councils decide for themselves which 

capital projmt is a priority, and investors impose market discipline by investing only in creditworthy projects. 

Moral hazard issues inherent in other concessionary finance approaches are therefore largely avoided. 

Arguments against the implementation of tax incentives or allowances, according to Glasser et al. (1998:97) are as 

follows: 

*:* Tax concessions require higher tax rates and affect competitiveness. Since, tax preferences narrow the income 

tax base, these revenue losses may need to be offset with higher tax rates (to the extent revenue requirements 

are not reduced by the effects of the tax incentive). High tax rates can render a country less competitive as an 

international investment destination. 

*:* Tax incentives can be inequitable in granting preferential treatment to a few sectors, thereby burdening the 

other sectors with higher tax rates. For example, if municipal debt for hfmstrwture were tax advantaged, but 

not private debt for municipal inhstructure, the public sector would have a competitive advantage in 

providing services to citizens. 

*:* Tax incentives can distort relative prices, leading to misallocation of scarce resources. Municipalities will gain 

access to cheaper funds on the capital markets. This may result in more municipal investments in infrastructure 

projects, at the expense of operational spending. 

Tax incentives tend to distribute the tax burden unequally across different categories of taxpayers. The 

principle of horizontal equity is compromised in the process. Some see tax incentives as subsidy payments to 

'preferred taxpayers' and not as an outlay reflecting expenditure programme intent. The concern is that these 

preferences could create a situation where influential groups of taxpayers @robably the more affluent ones) 

pay less than their fair tax bill. Since different taxpayers have different levels of income, they will not benefit 

to the same extent. 

O Tax incentive schemes facilitate arbitrage activities. Controls on arbitrage would be needed if tax advantages 

for municipal intiastructure investment were implemented. Monitoring costs would increase. 

It is hard to h o w  whether a particular assistance should be delivered through the tax system or by outright 

subsidies. If tax incentives were chosen, efficient budget programme planning would suggest that these 

programmes should be made as transparent as possible. Thus, a programme budgeting process could quan* 

such tax expenditures as "outlay equivalents." 

Finally, by examining the issues regarding the probability of tax privileges of municipal bonds in South AJiica Glasser 

et al. (1998:97) concluded that tax privileges in South Aiiica should be approached with caution, and stated that all 

advantages and disadvantages should be taken into account. The following was recommended: 



O If new privileges are to be pursued, a study should be undertaken to evaluate the leveraging effects of any tax 

privilege against the revenue losses due to a tax exemption in the specific case of South Africa. 

+ Any tax privilege should be available equally to holders of municipal debt and to holders of private debt 

incurred as part of a project to provide public in6astructure. 

As mentioned in chapter two, the number one reason for investor appetite or one of the most obvious market strengths 

underlying the municipal bond market is the fact that the United States market mamly trades in tax-exempt municipal 

bonds which has a host of benefits to the investor. If South A6ica should manage to supply such a tax-exempt 

municipal bond within the newly proposed municipal bond model, it must take aU the factors proposed by Glasser et 

al. (1998:97) into account. If the interest fmm these bonds could be made tax-exempt, and if a culture of paying for 

services wuld be promoted in South A6ica, Van Zyl(2003:267) says that the bonds of larger authorities wuld be a 

valuable source of income. 

3.9. Possible Chamderistics of the Municipal Bond Market in South Af%n 

3.9.1. The Role Plnyers in the South Afrimn Municipal Bond MmRel 

For a healthy municipal securities market to develop certain pricing and trading mechanisms, such as exchange and 

listing operations, settlement and clearing practices, must operate efficiently. Slow and imprecise mechanisms drive up 

transaction costs and add to the risks for investors. One advantage for municipal bond market development is that 

South A6ica has a relatively sophisticated fmancial sector, with up-to-date exchange and clearing operations, and there 

are no fundamental impedments, &om a mechanical or regulatoty point of view, to the development of a vibrant 

municipal securities market. Satisfactory in6astructure exists to support the development of both an over-thecounter 

and an exchange-based trading system, and the clearing and settlement procedures are adequate and straightforward. 

The government Republic of South Africa bonds (similar to U.S. treasuries) and large parastatal issues, conceptually 

similar to municipal securities, trade easily within the existing 6amework where settlement is handled electronically, 

with delivery of filnds against bonds, and within three days of trade - all in accordance with international practice. 

Therefore, contrary to other emerging economies, no change to the operation of the actual market is required for the 

development of a successful municipal bond market in South Africa (National Treasury, 2001:194). 

The existing components, which are already in place for this market to develop, acwrding to Glasser et al.(l998:70) 

include the Bond Exchange of South Africa (BESA); bmkerldealers; clearing systems, commercial banks; the DBSA; 



INCA; financial planners; institutional investors; issuers; jobbers; market makers; merchant banks; paying agents; and 

trustees. 

To conclude, although sewndruy market municipal bond transactions were legally required to be executed through the 

Bond Exchange, Glasser et al. (1998:71) have found that many trades were completed without the use of BESA. This 

fact contributed to their overall view, in which they suggest that a formal bond exchange might not be the most useful 

medium for an eflicient and actively traded primary or secondary municipal bond market to develop over the long run. 

With respect to relatively small amounts of municipal debt, issued by a wide variety of names, there may well be a lot 

of daily activity but rarely in the same name. By considering all these facts, Glasser et al. (1998:71) proposed that such 

trading might ultimately pmve to be more suited to the over the counter (OTC) markets as in the United States 

municipal bond market experience. 

3.9.2. The Size of the Market 

The market for municipal bonds in South Afiica is limited and has stagnated, and only three municipal bonds issues is 

currently listed on BESA, with the last of these bonds issued prior to 1993 (BESA, 2003a). 

The only exception for infiasbucture fmance by local governments in South Afiica is via INCA which finances 

municipalities through the bond market by making use of the medium-term note programme. The medium term note 

programme is a debt instnunent that is offered to investors on wntinuous bases without having to cost each bond 

separately. The advantage of the medium term note programme is that it provides flexible access to the bond market 

and decreases the delays inherent in the issuing p r o w h e  by allowing issuers to go through h e  Listing procedures 

once, and by providing issuers with the advantage of brief periods of low interest rates by selling previously listed 

securities at a moment's notice. In this way, smaller municipalities are therefore also fmced through the bond market 

indirectly via INCA (Van Zyl, 2003:275). 

3.9.3. The Municipal Bond Market S t r u d u ~  

The municipal bond market consists of the primary market, which deals in the new securities of issuers, and the 

secondary market, where securities are bought, sold, and traded after they have been issued. 

a) ThePrlmory Market 

Government in South Africa wishes to promote the emergence of a vibrant and innovative primary and secondary 

market for short and long-term municipal debt and in pursuing this goal, central government wants to avoid the 
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apartheid-era practice of generally undemniting municipal borrowing and, in effect, transferring municipal 

liabilities onto itself The central objective therefore is not to produce a short-term inflow of " s o p  or subsidised 

funds to municipalities, but rather to develop a sustainable market for municipal debt where risk is properly priced. 

In the long term, an environment needs to emerge where loan finance becomes increasingly available and 

decreasingly costly to municipalities because the. regulatory and institutional h e w o r k s  encourage appropriate 

behaviom, municipalities are increasingly well managed, and ancillary market facilitators are increasingly active. 

The main elements of this market were already discussed earlier in this chapter (National Treasury, 2001:7). 

b) The Seconahry Market 

The secondary market consists of the activity and trading in securities after they have been sold as new issues, and 

supports the primary market by providing liquidity to investors - who are more likely to buy a security if they 

know they can sell that security at a fair market price prior to its stated maturity (Public Securities Association, 

1995:34). Because of the absence in municipal bond trading, the secondary market is illiquid. This is one of the 

major obstacles in the development of a new municipal bond market, and will be discussed in chapter four. 

3.9.3.1. The Issuer 

3.9.3.1. I. Debt Issuance in South Afrira 

Restrictions Regarding Debt Issuance in South Africa 

According to Glasser et al. (1998:7), South Africa had a tradition of classifying (or "grading")&ipalities, which 

limited the ability of some municipalities to issue debt. The National Treasury (2000:12) acknowledged that it is 

unnecessary to continue with this approach because of two reasons: 

.:. First, government indicated that there is no need to limit borrowing by legislative or administrative action, 

since the main problem in South Africa is lack of access to credit, not over-borrowing by un-creditworthy 

municipalities. Because of the fact that there are no sovereign guarantees to municipal debt, government stated 

that the market has clearly demonstrated that it will be selective in extending credit to municipalities, and is 

best placed to distinguish good h m  bad credits (The National Treasury, 2000: 12). 

O Secondly, government stated that practices that promote creditworthiness should be encouraged, private 

investment should be maximimi, and good fnancial management needs to be encouraged. In order to achieve 

this, market access cannot be limited. By classifying municipalities, it would lead to the exact opposite effect 

they wish to achieve (The National Treasury, 2000: 12). 



To conclude, all municipalities must enjoy equal borrowing powers in law and government stated that the optimum 

policy approach therefore should be to avoid any legal distinctions amongst municipalities as to their powers and 

duties with respect to borrowing (National Treasury, 2000:12). 

3.9.3.1.2. P m r s  to Issue Debt 

The municipal council, without any requirements for national or provincial approval, should authorize borrowing 

according to the National Treasluy (2000: 13). The reason for this is firstly, that this approach is consistent with the 

fiscal constitution of the local sphere and was stressed repeatedly in the White Paper as one of the primary virtues of 

allowing sub sovereign access to capital markets. Secondly, it removes any implicit national or provincial government 

liabilities, which might easily arise if national, or provincial spheres authorized local borrowing thereby explaining the 

overall policy stance of government in avoiding implicit or sovereign guarantees. Third, investors - whose funds are at 

risk when lending capital - are aided by credit rating agencies and all their new accounting rules and strong incentives 

wuld help in determining whether any municipality is capable of borrowing. This makes them much better placed than 

any organ of government (National Treasury, 2000:13). 

With respect to authorization within the council, government stated that the municipal council at the recommendation 

of the chief executive, should authorize borrowing. Local government should also only issue long-term debt once a 

written debt policy and a capital improvement strategy (which may form part of the Integrated Development Plan) are 

in place to ensure maximum public accountability and sound fmancial management. The debt policy determined by 

Council would establish the overall limits and general direction to executive officials in the planning and issuance of 

debt whereas, the investment plan should broadly prioritize a municipality's capital needs (National Treasury, 

2000:14). 

3.9.3.1.3. The Purpose of Long-Term Debt to be issued in South Afrim 

The Municipal Finance Management Bill determines the rules about the purpose of debt that can be raised in South 

Africa. Under these rules, municipalities may incur long-term debt but only for the purpose of capital expenditure on 

property, plant or equipment, to be used for the purpose of achieving local government objectives as set out in the 

national constitution. Municipalities may also re-fmance existing long-term debt, but only if such re-financing is in 

accordance with a prescribed framework. Government stated that a municipality, in respect of which a financial 

emergency has been declared, may incur long-term debt but only to support financial restructuring in accordance with 

the approved recovery plan. Lastly, government also emphasized the fact that long-term debt should under no condition 

be used to finance current budget deficits (National Treasury, 2000:16). 
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3.9.3.1.4. The Quantum of Debt to be Issued in S o h  Afim 

The South Africa government decided not to implement any municipal credit limits, either by legislation nor regulation 

since these limits according to government would be unnecessary, impractical to implement, and would run contrary to 

the decentralist policy orientation of its overall approach to municipal borrowing. Government clearly stated that the 

amount of borrowing municipalities incur is a matter left for municipalities themselves and the market to decide 

(National Treasury, 200 1: 16). 

Because of this unlimited aedit availability, govemment immediately started to warn municipalities against over- 

borrowing. If however, municipalities do begin to over-borrow and if, because of this over-bmwing, investors find it 

difficult to recover their investments government unsympathetically made the following statement, regarding 

municipalities and investors: "they will both need to face the fill consequences of their decision$' (National Treasury, 

2001:16.) 

3.9.3.2. Other Mmkel PYnyers 

The functions important to healthy municipal bond markets either already exist or are likely to evolve without support 

fmm them. The evolution and specialization of the following functions still need to be addressed: 

Financial advisors can assist municipalities in developing and implementing financial strategies. 

O Underwriters can help package and pre-sell initial issues of municipal debt to a wide range of investors. 

.:+ Legal counsels to assist various actors and to assure compliance with disclosure regulations are available, 

though experience will be gained over time. 

Bond insurers are likely to begin operations in South Aiiica as the volume of municipal debt increases. Sueh 

insurers can greatly facilitate the evolution of markets by removing most of the risk fmm the investor. 

*:+ Existing financial institutions can play the role of trustee, paying agent, and registration agent, which are 

impoaant in assuring predictability and objectivity. 

.:. To support the growth and evolution of market facilitators such as credit rating agencies, underwriters, bond 

insurers and so on (National Treasury, 2002:21-22). 

In chapter two one can see that in the United States municipal market, there is a central repository and a limited 

number of officially sanctioned (but privately owned) repositories whose primary function is to collect certain 

information, to make it available, to ease certain burdens within the investor market and to improve distribution of 

disclosure information to borrowers. 



Glasser et al. (1998:30-35) suggested that it would be a wise decision for the South Afiican government or the 

securities market to also establish and make use of such an institution, where disclosure information could be made 

more widely available, and the creation of such a central repositow system or institution would be "easily achievable, 

given the small size ofthe South Afrrcan investment community". 

The South &can government supports this view. In the Policy Framework for Municipal Borrowing and Financial 

Emergencies (2001:21), government clearly stated that an official or officially sanctioned repository system for filing 

and dissemination of disclosure information would be established as soon as there is an increase in the volume of 

municipal securities issues. Because some or all disclosure obligations wuld be satisfied by filing disclosure 

information centrally, such a repository system could make it easier for municipal issuers to comply with initial and 

continuing disclosure requirements. A public repositmy system wuld also make it easier for potential investors, rating 

agencies, and news services to access the information However, government believes that it need not be established 

until and unless there is sutticient industry demand to make such an operation self-financing 

3.9.3.3. The M n g  Agencies 

The three most prominent credit rating agencies in the South Afiican bond market are, Moody's Investor Service, 

Global Ratings, and Fitch. The merent scales that are used to rate the credit worthiness of issuen are similar to that of 

international ratings used in chapter two. 

Objective credit ratings of municipal securities by independent credit rating agencies are a key support for an active 

market in municipal securities. They help individual and institutional investors make judgements about credit quality 

without the burden of investigating and analysing each issue. Several private agencies such as CA Ratings (affiliated 

with Standard and Poor's) and Global Credit Ratings are already developing informational databases on a large number 

of municipalities, and rating the credit quality of a smaller number. These agencies have evolved substantially over the 

last several years. They need reliable data fmm potential municipal issuers, including audited financial statements, and 

clear and welldocumented projections about future conditions. By improving municipal capabilities in these areas, and 

by reporting in accordance with new accounting rules, these agencies will probably be provided with increasing 

impetus. 

Although the South A6ican rating agencies have made substantial progress in the municipal field over the past few 

years not all segments of the investor community are fully familiar with the rating resources an4 hence, may not use 

ratings agency information to facilitate secondary market tradiig ( e g  with use of private or "shadow" ratings, special 
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studies and similar products). In addition, some investors expressed fundamental reservations about the value of credit 

ratings in general. The fonner problem is likely to diminish because of rating agency marketing efforts. In some cases, 

the latter problem will persist in the long run because it is borne of a fundamental distrust of the rating process world- 

wide, rooted in well-known instances in which the rating agency response to changes in credit quality have lagged 

behind rapidly moving events (Glasser er al., 1998:68). 

3.9.3.4. The Investors 

Although the local government debt market in South Afiica is in a state of transition, the following type of potential 

investors can be classified: 

a) Publie Seetor Investors 

The DBSA is the largest public sector holder of debt, due to its expanding role as a source of finance to local 

government 

Banks and insurers are the main private lenders to municipalities with bank loans dominating the supply of private 

sector credit in South AGica. Other private sector investors consist of insurers pension funds and the private 

intermediaty debt provider, INCA that have been already been discussed in this chapter. Mutual funds in South 

Afiica have not purchased much municipal debt in the past and therefore have not appeared to be a significant 

source of municipal lending (Glasser et al. 1998:92). 

The amount and type of investors are likely to change in the near future, and South Afiica like the United States should 

concentrate on making municipal bonds more attractive for individual or household investors, since they would enjoy 

most of the infiastmcture and service advantages accomplished via the issuance of municipal bonds. The South African 

government could aid this by having certain investor campaigns etc. 

3.9.3.5. n e  Regulators 

Because of the large size and diversity of the municipal market in the United States, it is of utmost importance for them 

to regulate, control, and monitor all functions underlying such a market In South Afiica, the municipal bond market 

will operate on a much smaller scale. To regulate, control and monitor all operations of the security ins!nunents will be 

much easier. In South Mca the Financial Services Board (FSB) are likely to perform all of the functions done by 
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these institutions, since the FSB already 'kupenrises the exercise and control over the activities of fnancial 

institutions, firmcia1 sewices and the participation bonds industry" in South Afiica successfully (South Africa, 

2002:l). 

Certain rules and regulations regarding municipal securities in South Afiica are in place, and others no longer seem 

appropriate. Government have recently published new laws and regulation (like the Municipal Finance Management 

Bill and the Framework for Municipal Borrowing and Financial Emergencies) to make way for a municipal bond 

market. By comparing the municipal bond market of the United States to ours, it has become evident that effective 

legislation and regulation to support the entire market evolved over time (Fkblic Securities Authority, 1995:157-169). 

This will also be the case in South A6ica. Once active trading in municipal securities begins on full scale, legislation 

and regulation underlying this will fall in place. 

Glasser et al. (1998:36) highlighted the fact that it would be good pmctice for an authority such as the Financial 

Services Board to maintain a simple registry of municipal debt, security interests, and defaults. Although there is 

currently a limited support for such a registry, among the participants and potential participants in the municipal debt 

market, Glasser et al. (1998:36) despite of this, reason this approach essential, and believe that it should be given 

continuing consideration in the reemergence of the municipal debt market. 

3.9.3.6. Continuing Education 

Most of the success the United States experienced in their fmancial sector is because of investor education campaigns 

(Levit, 1995:3). South Afiica can learn from this experience, by educating the possible investors of municipal bonds. 

This may contribute to a faster growth in municipal bond trading and it may provide familiarity of the municipal bond 

market in our country (one of the strengths of the United States bond market). 

The aim of this chapter was to provide information about the residual municipal credit market in South Afiica, and to 

explain the two models underlying this municipal credit market. The first model is the "municipal bond model" and the 

second model is the "municipal lending model." The major differences between these two models is the fact that, the 

"municipal bond model", provides direct access to municipalities, and involves the issuance of bonds whereas the 

"municipal lending model" provides indirect access and involves either the provision of loans or bond issuance, 

depending on the type of intermediary that is used. Countries all over the world are increasingly moving towards the 



use of the "municipal bond model." South Aliica is no exception. The South Aliican govemment already has a 

hmework in place to support the "restart" or "reemergence" of the old municipal bond market. This framework 

involves direct access of capital, via a security or "municipal bond model" rather than a socalled "municipal lending 

model." Although this is ultimately what the South A6ican government wishes to achieve, current data regarding 

municipal debt show clearly that the composition of debt is changing. Loan debt remains increasing while securities 

debt is declining. Therefore, the residual municipal credit market is largely an intermediated one, with banks and other 

financial intermediaries holding most loans. This is inconsistent with that which government wishes to achieve, and it 

remains one of the largest limitations to municipal bond market development. 

The other aim of this chapter was to provide the reader with information regarding the mechanics of the South Aliican 

bond market, its structure, the way in which it operates and its role players. What became clear is that there are no 

fundamental impediments from a mechanical or regulatov point of few to the development of a vibrant municipal 

securities market. Other bonds trade easily within this market, and no change to the operation of the actual market is 

required for the development of a successful municipal bond market. There is however other limitations to the 

development of such a market. All of this is discussed in chapter four. 



Chapter 4 

The Municipal Bond Market in South Africa 

Before one can grasp the entire situation surrounding the current municipal bond market in South Africa, it is first 

important to understand something about the municipal or local government structure, the municipal financial situation, 

municipal creditworthiness, and municipal borrowing, since all of these factors will determine the ability of South 

African municipalities to access the long awaited municipal bond market. The aim of this chapter is to discuss these 

issues, together with the reasons the previous municipal bond market collapsed. For this purpose, this study divides the 

municipal financial situation into three periods. All of these periods relate to the specific time of local government 

transition in South Afica, and this study divides it into the following: (i) municipal finance and municipal borrowing 

during the ' ' a p h i d  regime" (prior to 1994), (ii) municipal fhme and municipal borrowing during local government 

restructuring (1994-2000), and ( i )  municipal fmance and municipal borrowing in South A6ica after 2000. This 

chapter ends with discussing the favourable conditions in today's market, with regard to municipal borrowing or bond 

issuance, the greatest obstacles or limitations to the development of a municipal bond market, and lastly this chapter 

proposes certain solutions, which South Africa could use to reduce or eliminate its greatest obstacle in municipal bond 

market development at this stage. 

4.2. Munic@l Fmance and Municipal Borrowing during the Aparlheid Regime 

4.21. Loml Government Stnrctuw and Munic@l Furonce @rior to 199.1) 

Under the apartheid regime of the old South A6ica, government divided local government authorities or municipalities 

into two groups, White Local Authorities (WLA's) and Black Local Authorities (BLA's). The White Local Authorities 

were relatively prosperous local governments with strong revenue bases - mainly gained h m  property taxes paid by 

homeowners and businesses, and electricity, and water charges. These municipalities were well managed, and they 

were provided with a quasisovereign guarantee, which contributed to the widespread belief that central government 

would have intervened, in case something like municipal default occurred. Because of all these "advantages" White 

Local Authorities had no d&ulty in accessing long-term fmance, which they used to finance long-term investments 

for various local government service provisions (World Bank, 2003: 1-2). 

During this regime, long-term fmance was done via two ways, either through negotiated bank credits, andlor through 

bond issues. Bond issues were the most am;lctive and were particularly issued by the larger and richer White Local 

Authorities of that time. The situations of Black Local Authorities were very different. White Local Authorities found 
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it relatively easy to manage their finances without problems, while Black Local Authorities were almost uniformly in 

f k a l  crisis 6om the dates of their creation. Although a variety of ad hoc measures were taken to keep essential 

services running in Black Local Authority areas - including intergovernmental transfers and loans, assignation of 

Regional Service Council revenues and even on occasion grants k m  the private sector - the Black Local Authorities 

could not raise filnds in the market at all. The government or the DBSA financed their capital pmgrammes by grants or 

loans (National Treasury, 2001:23). 

Black Local Authorities had no property to tax (since the central government owned and rented out homes) and the 

main source of revenue for Black Local Authorities came from central govemment subsidies (World Bank, 2003:l-3). 

Needles to say, in these circumstances Black Local Authorities had no access to the long term capital market or to 

capital grants, built much less inhstmcture and pmvided far fewer services. White municipalities had the only 

advantages of issuing municipal bonds. 

4.2.2. Charaderistics of the Municipal CR& Markel during the Apartheid Regime 

During the apartheid regime, the municipal bond market in South Afiica had the following characteristics: 

a) S o h  Afnivr Had a Strong and Active Municipal Bond Market During This Period 

During this period (prior to 1994) South Afiica appeared to have "a vigorous but deceptive history of municipal 

lending" (Peterson and Phelps, 1997:105). The municipal borrowing that did take place was characterized by a 

relatively strong and active municipal bond market, and a substantial track record of commercial bank lending, 

both for investment and for cash-flow purposes. 

According to Leigland (1997:4) approximately R19 billion in municipal debts was outstanding in 1995, being 

mainly sold by municipalities or utilities ("local service providers"), such as the Rand Water Board. 

b) Municipal Eon& W m  Issued Sole&, by Well-finded White Local Authorities 

As has already been mentioned, one of the major characteristic of this era was that solely larger and richer white 

municipalities issued municipal bonds. Long-term loans were more "disguised grants rather than loans," 

according to the World Bank (2002:2) and were made available by the Black Local Authorities to public owned 

entities, such as the DBSA. Black Local Authorities had no other access to long-term capital. This distort& 

borrowing greatly. 

C) South Afnivr Had a Prescribed Investmenf Regime 

The apartheid government sold local authority debt during this period under government's 'prescribed investment 

regime" (Peterson and Phelps, 1997:105). Under this regime, fmancial institutions were required to invest 

designated percentages of their portfolios in government debt. This debt was usually in the form of either national 
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government debt or local government debt such as municipal bonds. In this environment, municipal debt posed to 

be more attractive because it carried a moderate interest-rate premium and it was widely viewed as being risk h e .  

Although it was the intention of this regime to increase investment in government securities, it had the exact 

opposite effect and delayed the development of a functioning bond market. It in tum, it created a captive but very 

small community of institutional investors, to whom specially tailored municipal bonds were sold via private 

placement (Leighland, 1997:8). 

d) National Government Guaranteed Municipal Bonh and Municipal h s  

Municipal bonds and municipal loans during this period were widely viewed as guaranteed by the national 

government, which implies that government of this era would have intervened, and would have come to the aid of 

any issuing authority, in the event that it encountered financial trouble. Although the guarantees were implicit, it 

was assumed valid by most institutional purchasers (Peterson & Phelps, 1997:105). 

e) Municipal Bonh Experienced No o e f i l f s  

Municipal debt during this period proved to be a very low-risk investment. Prior to 1995, the Local Authorities 

Loan Fund of South Afiica had an eighteen-year history of no loan defaults, and defaults on municipal bonds in 

particular were zero (Peterson & Phelps, 1997:106). 

4.3. Munic@al FUIMC~ and Municipal Borrowing during Local Government Restnrduring 

4.3.1. Loml Government S tnrc tu~ andMunicipal Fmance (1994-2000) 

The local government sphere in South Africa since 1993 has undergone three major restructuring phases. Each phase 

involved the creation of new municipalities, with new boundaries, as they moved h m  interim (1993) to transitional 

(1995) and to new (2000) municipalities. The numbers of municipalities reduced from 843 to 284 in December 2000, 

and the new municipalities are of three types: one-tier metropolitan (or category A) municipalities, two-tiered district 

(category C) municipalities and local (or category B) municipalities. All of these changes affected the floaocial stability 

of municipalities, such as staff, income, expendie ,  assets, liabilities, plans, and budgets (National Treasury, 

2003:27). 

The amalgamation process, which combined White Local Authorities with Black Local Authorities contributed mostly 

to the financial problems and challenges. According to the White Paper on Local Government (South Atiica, 1998), the 

most important of these challenges seem to be the fact that the amalgamation of the previously divided jurisdictions 

massively increased the population that municipalities had to serve, all of this without a corresponding increase in the 

tax base. This combined with service backlogs, collapsed or deteriorating infrastructure, and deteriorating 

creditworthiness and borrowing capacity, caused some municipalities to experience major linancial siress, and in some 



instances even crisis. The situation was worsened by the fact that some municipalities experienced upward pressure on 

salaries, the loss of experienced fmance personnel, problems related to non-payment for services, and difficulty in the 

extension of effective pmperty taxation to the former township areas (South Afiica, 1998). 

Some municipalities also experienced inadequate financial management capacity, and as a result, their budgeting, 

accounting, credit control, and financial reporting systems became weak. Together with this, the budget process was 

not properly linked to municipal planning, and it was not always open to community participation. In other cases, 

revenue was overstated, and this resulted in unrealistic budgets. All of these problems put pressure on municipal cash 

flows and financial management Many municipalities have responded to all of this by spending accumulated reserves, 

reducing capital expenditure, deferring payments to vendors, utilizing bridging fmance and refnancing or extending 

their long-term debt. The national government's monitoring exercise, Pmject Viability, confirms all of this, by 

referring to the municipal situation as the "generally deteriorating aggregate financial position within the local 

government sphere" (South &a, 1998). 

As can be seen 6om the above-mentioned facts, this local government transition period contributed greatly to the 

appalling municipal financial situations, experienced both then and now. All of this caused great uncertainty within the 

municipalities, and among investors. Some causes of uncertainty according to Peterson and Phelps, (1997:106) were 

the following: 

The revenue shueture and expenditure obligations of municipalities were not fully claritied. 

-3 Quality information on local authority financial condition was generally not available, because of the fact that 

local governments were unable to supply it. 

.:. Financial institutions that held local government debt during this period generally did not actively monitor 

individual authorities' financial condition. 

*:* The legal and regulatory status regarding municipal debt during this period was unclear. During the 

transition process, local authorities that have borrowed in the past were subjected to a state of interim fiscal and 

legal shuctures, for which basic legal questions such as the priority of claims in the case of insolvency, the 

legal steps available to enforce debt payment, and the procedures to be followed in the case of municipal 

bankruptcy were unresolved. Some of the major concerns regarding the legal structure and the way in which 

government solved it will now be discussed. 

(i) A replotory and &gislalive vacuum aided regarding the flnancinl structure and the borrowing powers and 

obligations of municipalities 

Before the amendment of the South Afiica constitution, section 230 thereof granted to municipalities the right to 



bonow and created the expectation that gov- regulate these rights through legislation passed by 

them. During most of the transition p m s  central government neglected to develop a sufficiently thorough 

regulatory h e w o r k  established in law in this area and the legislation regarding this - which addressed local 

authority borrowing issues - did not properly take into account the changed institutional and policy environment 

which existed during this time. This resulted in great uncertainty, which impeded investor interest. The South 

Afiica government soon realized this vacuum and corrected it through enactment of the Municipal Finance 

Management Bill of 2002 and the Policy Framework for Municipal Borrowing and Financial Emergencies 

(National Treasury, 2000:2). 

(ii) South Africa's imu on remedies in the conterf of munisipal debt and regatrling municipal defoul! wvrs 

u&rdeverOped. 

If a lender is to invest a significant amount of capital, it must have confidence that the borrower will repay the debt. 

This means that the municipal council must have both the legal right to bind the municipality over the long 

term, and the right to make commitments in connection with the future budgets and revenue that will secure the 

debt. During the transition process, municipal councils could not make such binding commitments. This limited 

investor's willingness to invest their capital. Once a municipality makes a binding promise to pay, investors will 

want clear remedies if the municipality should fad in its obligations. Because municipalities seldom, if ever, 

defaulted on their debts under the apartheid regime, South Aliica's law on remedies in the context of municipal 

debt was underdeveloped. This led to prolonged uncertainty and ineffective remedies in some municipal default 

cases. 

Creditors and borrowers alike will benefit 6om clarity about the consequences of non-payment. Knowing what 

happens if things go wrong reduces uncertainty, and thus reduces the cost of credit to a municipal borrower. 

Government realized this and developed new legislation on municipal borrowing and fmancial emergencies. This 

provides clarity about municipalities' ability to secure their debt through collateral promises and about what 

happens in the event of a municipal hancial emergency. These legislative provisions are included in the 

Municipal F i e  Management Bill (National Treasury, 2001 : 1%). 

(iii) Government introdirced the White Pqer on Loud Gvernmeni ~ d p m p o s r d  that munisipaliiies engage in 

admtionalfinance 

Government became aware of all these municipal problems and challenges, and knew that in order for local 

government to meet all their infrastructure backlogs, and in order for local govemment to secure access for all too 

basic services, local government had to engage in additional investment. Because of this, the South Afiican 

govemment took their f& step in proposing a solution for local govemment problems, and published the White 
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Paper on Local Government in 1998. In this paper, the South Afkican government proposed three key areas of 

municipal finance, which could support additional investment in the municipal sector. These areas are (i) 

government stressed the importance of increasing the borrowing and investment powers of municipalities, (ii) 

making use of certain credit enhancement techniques, and (iii) government proposed that municipalities make use 

of wncessional loan fmance. 

a) Borrowing and ZnvesDnent Powers of Municipalities 

During this period government begun to realize the deteriorating municipal financial situation, and started 

proposing for municipalities to consider expanding their borrowing and investment powers. Government believes 

that a vibrant and innovative primary and secondary market for short and long-term municipal debt in South f i c a  

should ultimately emerge. To achieve this government demanded firstly that national government defme the basic 

"rules of the game,'' and secondly, that local govemment would need to establish its creditworthiness (through 

proper budgeting and sound fmancial management, including establishmg fm credit control measures, and 

affordable infrastructure investment programmes). Government also pmposed that a growth in the quantum, scope, 

and activities of underwriters and market facilitators (such as credit-rating agencies and bond insurers) was 

required (South Africa, 1998:142). 

Government suggested that if private investment were to be encouraged, greater clarity would need to be achieved 

with respect to the security of loan investments. Govemment also emphasized the importance of achieving 

fmancial discipline through decentralized market relationship (between borrower and lender), rather than the direct, 

centralized control of local govemment, which correlates to the fiscally decentralized orientation of the 

Constitution (South Afkica, 1998: 142). 

Lastly, government indicated that the rules governing intervention in the event that municipalities experience 

fmancial difficulties needed to be clearly defined and transparently and consistently applied. Govemment also 

stated that municipalities, investors, national govemment and provincial government, have to have a clear 

understanding of the character of their respective risks and commented that risks should not be unduly t r a n s f d  

to national or provincial govemment (South Atiica, 1998:142). 

b) Credit Enhan-ni Meshanisms 

Government proposed for municipalities to make use of certain credit enhancement mechanisms, such as: 

.:. Municipal Bond Insurance - Insurance by investors to protect them against risks in the market place. 

+:. Treasury Trusts - Treasury trust funds are fimds that may be established for investing in non- 
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marketable debt of provincial governments and municipalities. 

0:- Interception of Intergovernmental Transfers - The interception of intergovernmental trimsfers due to 

municipalities, to third parties as collateral. 

0:- Debt Syndication - The formation of a consortium of investors in order to finance and mitigate against 

risk. 

-3 Bond Banking - Financial transactions involving trade in bonds to investors, banks, etc. in order to 

create a market in smh stock (South Afi-ica, 1998: 155). 

These Credit Enhancement techniques are further discussed later in this chapter. 

c) ConcessionaI Loan Fmnce 

Lastly, government proposes for municipalities to make use of concessional loan kance. Government realized that 

municipalities, apart from having extensive borrowing powers, were constrained in their ability to raise loans 

because of certain conditions, both in local government and in the capital market. Therefore, government pmposed 

concessional loan fhum. 

According to the White Paper on L 4  Government this type of finance, when offered through a public sector 

fmancial intermediary, wuld prove to play an important role in enabling municipalities that cannot gain access to 

credit from the capital market to borrow at an affordable price. Concessional loan fmance is development finance 

or concessional loans to municipalities made via p a r 4  development finance institutions, such as the 

Development Bank of South Africa (South &ca, 1998:155). 

4.3.2. Charaderistics of the MunicipnI Credir Mmkd during the Reslrufturing Period 

During the transition period, the municipal bond market was mainly characterised by the following: 

a) The New Government Ended the ''Prcsrribed Investment Regime" 

Since 1993, the domestic financial sector in South Africa liberalized, and this caused the prescribed investment 

regime to end. Because of the fact that there was no government prescribed allocation of privatesector credit to 

the municipal sector or to the public sector at large, it resulted in the removal of an automatic demand for local 

authority debt (Peterson and Phelps, 1997:106). This also contributed to the collapse of the municipal bond market 

during this period. 



b) Government S t o d  To Make It Ckar That It Does Not Wanf to Guarantee Local Authority Debt 

Unlike the pre-1994 era, government during this period decided not to guarantee funding for capital investments in 

the municipal sector by the central treasury. Government believes that municipalities instead, would have to raise 

private finance on their own books and bear the responsibility for servicing that kind of debt themselves. 

Government also stated that this policy shii  (from national guarantees to local responsibility for private debt) 

would need to require the introduction of a legal and regulatory fhmework, which would clarify the rights and 

obligations of borrowers and creditors, with regard to this. W~thwt this vital necessity, government believes that a 

broad municipal finance market may be extremely slow to develop, with market players that will remain unwilling 

to make investments in the municipal sector (National Treasury, 2000:2). 

c) Municipal Ikbt Starled To liiptimce D e f i  during This Period 

As noted previously, until June 1995, the Local Authority Loans Fund had an 18-year history of no loan default. 

Since 1995, defaults have accelerated immensely. By December 19%,48 of the 425 local authority borrowers that 

participated in the Local Authority Loans Fund were in default. In the 18 months ending December 1996, 

payments in arrears at Local Authority Loans Fund climbed from R25 000 to R 9.1 million. Some large private 

institutional holders of local authority debt also reported that missed payments h m  local authorities had escalated 

dramatically in the f m l  quarter of 19% (Peterson and Phelps, 1997:106). 

4.4. Municipal Finance and Municipal Borrowing (aNm2000) 

4.4.1. Loml Government Seuratre and Municipal Finance (after 2000) 

Although one would expect the South African municipal finance situation to be stable and predictable, considering that 

the last transformation process ended nearly three years ago, municipalities in 2003 still face various problems. The 

three problems that pose the greatest threat to municipal fmance at this stage is, (i) the insufficient revenue streams that 

resulted mainly because of revenue collection problems, and outstanding debt, (ii) the lack of adequate reporting and 

disclosure of fmancial information, and (iii) lack of municipal credit ratings. This is discussed below. 

a) Lark of SufFcint Revenue Brcouse of Revenue Cdlediovl and Outstanding lkbtors Roblem~ 

A major fmancial problem in the local government sphere today is the inadequate collection of revenue due. 

This, according to National Treasmy (2001: 150), is rooted in outdated billing and accounting systems, and in 

the increasing level of outstanding debtors. The result of this is yearend deficits, a reduction in services to 

balance the budget, and higher fees and taxes for thcse who do pay. The level of outstanding debtors as a 

percentage of annual billing in some selected municipalities in South Africa has also increased, dramatically. 

Figure 4.1 on the next page shows this. In this figure, the outstanding debt as a percentage of annual billing for 



Johannesburg increased from 22 percent in 1997 to approximately 35 percent at the end of 2000. This is one of

the greatest threats to municipal income, and if not managed it could distort municipal borrowing greatly.

Figure 4.1: Outstanding Debtors as a Percentage of Annual Billing (1997-2000)
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(Source: National Treasury, 2001:150)

More recent surveys that were done by the Department of Provincial Affairs and Local Government show that

municipalities have accumulated an enonnous R24.3 billion in outstanding debtor balances or unpaid consumer

bills recently. This accumulation represented approximately 10 percent of the total operating budgets for

municipalities from 1998-2003. This means that municipal accumulated debtor balances rises by about Rl.8

billion annually, thus representing 3 percent of the total annual expenditureof municipalities (National Treasury,-

2003:44). This immenseannual rise in consumer debtors shows the severityof the problem. If government ignores

this, it could have major consequencesfor municipal income.

The outstanding consumer debtor percentage is not the same for all the provinces and categories of municipalities

in South Africa. Table 4.1 on the next page provides a national aggregate of outstanding consumer debtors broken

down by province and category of municipalities for June 2002. Of the total outstanding consumer debtors, R15

billion (63.5 percent) is owed to metropolitan municipalities, R8 billion is owed to municipalities in the Free State,

Gauteng and KwaZulu-Nata~ and a smaller proportion to district municipalities because their main source of

revenue is transfers and regional levies (National Treasury, 2003:44).
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Table 4.1: Outstanding Consumer Debtors (June 2002)

According to the National Treasury (2001:151) revenue collection problems have also worsened over the period

1997to 2000. Figure 4.2 below shows this. It is evident that the four municipalitiesused in this example, namely,

Port Elizabeth, Pietermaritzburg, Germiston and Johannesburg experienced great difficulty in collecting their

revenue. Figure 4.2 further shows that Johannesburgonly collected 73 percent of all its revenues in 1997,and this

deteriorated by approximately 10 percent in 2000. The rest of the municipalities, also seem to struggle with this

problem.

Figure 4.2: Revenue CoUectionLevies (1997-2000)
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(Source: National Treasury, 2001: 151)

Figures 4.3 and Figure 4.4 below and on the next page show more recent municipalrevenue collectionfigures, and

demonstrate collection levels reported for other municipalities. Only metropolitan and local municipalities are
112

Category A (Metros) Category B (Locals) Category C (DistrKts)
Total

R thousands

Eastern Cape 845 688 952 5S4 1576 1 799 848

Free State - 1 800 980 - 1 800980

Gauteng 10737100 1 450 080 - 12187180

KwaZulu-Natai 1 832 880 1 169 430 53 834 3056 144

Limpopo - 331 470 - 331470

Mpumalanga - 800 283 - 800283

NorthemCape - 539 929 13689 553 618

North W - 917960 5460 923420

We$ternCape 1 699250 625 174 9911 2 334335

Total 15114918 8 587 890 84 470 23 787 278

(Source: National Treasury, 2003:44).



reflected, as district municipalities do not have significant amounts of outstanding debtors due to the nature of

their functions.

Figure 4.3 show collection levels for 2001 and 2002 reported by thirteen municipalities. Of these thirteen

municipalities seven municipalities show collection levels of below 90 per cent and of these, seven municipality's

two municipalities show collection levels below 70 per cent. When the most recent revenue collection levels of

Johannesburg (for 2002) is compared to the revenue collection levels of the previous figure (for 2000), it shows

that the municipal revenue collection for Johannesburg have increased during these two years, but generally still

remains under 90 percent. This means that 10 percent of the revenue for Johannesburg city can not be collected.

When one takes into account that Johannesburg is one of the larger municipalities (which implies that it could

easily access the municipal bond market via municipal bond issuance)the outstanding 10percent of its municipal

revenue could have an enormouseffect on municipal finance, and municipalcreditworthiness.

Figure 4.3: Revenue CoUection in Selected Municipalities (2001-2002)

(Source: National Treasmy, 2003:45)

Figure 4.4 below shows trends in collection levels for seven municipalities projected over the next five years

(fTom2000-2005). This figure shows that some municipalities do not appear to be adequately engage in this

challenge, as four municipalitiesstill plan to be collecting less than 95 per cent in 2004-05.

When one again takes Johannesburg as an example what becomes evident, is that government projects that

municipal revenue collection figures should raise over the next few years. This could affect the municipal bond
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market positively in years to come but this is a fact that remains to be seen. For now, the low percentage of

revenue collection of most municipalities influences the inadequate stream of revenue flow which could distorts

municipal borrowingand this could hinder the developmentof the municipaldebt market.

Figure 4.4: Revenue Collections in Selected Municipalities (2000-2005)
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(Source: National Treasury, 2003:45).

b) Lack of Adequate Fmancial Reporting - Disclosure Problems

Another critical problem South Afiican municipalities face, is the failure by a significant number of municipalities

to submit their fmancial statements on time (or at all). Table 4.2 provides the latest information on municipal

financial statements for September 2002 as supplied by the National Treasury (2003:46). This information shows

that by September 2002,38 municipalities (5 percent) and 236 municipalities (77 percent) respectively still had

financial statements for the municipal financial years of 2000/01 and 2001/02 outstanding. The table also show

that of the 543 audits issued, only 29 percent of them did have financial statements. This means that of the 543

audits that have been issued, an overwhelming 71 percent of all municipal fmancial information were unqualified,

disclaimed or had audit opinions outstanding.

114



Table 4.2: Status Report from the Auditor General 

(Satrce: National Treasury, 2003:7) 

The main reason for all of this is that municipalities experience signif~cant delays when fmalising fmancial 

statements. Some delays occur because of poor quality of financial statements, lack of audit personnel, or other 

reasons. Out of 31 pilot municipalities examined by the National Treasury 8 municipalities attained unqualified 

audit reports on their 2000-01 financial statements. The reasons cited for the unqualified reports were insufficient 

provision to cover exposure with irrevocable debtor balances, failure to write off irrevocable wnsumer debtors, 

lack of policy for recovering the outstanding consumer debtors. Together with this, asset registers were also not 

updated regularly, and the incomplete accounting records did not suppott stated amounts and transactions 

(National Treasuty, 2003:47). These poor financial statements are necessary for public disclosure. If a municipal 

bond market is to develop successfully, improvements in the quality of fmancial information is of utmost 

importance. 

Another survey, also done by the National Treasury (2003:43) reflected that 39 of all municipalities in South 

Africa currently make up 70 percent of all municipal borrowing in South Africa. In this survey, it was found that 

category A municipalities acwunted for 93.4 percent of all municipal borrowing, category B municipalities for 6 

percent, and category C municipalities negligible percentages, with only five municipalities in the whole of South 

Africa reporting having credit. Table 4.3 below shows this (National Treasury 2003:43). 



Table 4.3: Borrowings by Category - Pilot Municiprlities 

Current Planned No. of 
Bwromings Barrmvings MunKipal 

C;red~t Ratings 

(Source: National Treasury, 2003:43) 

All of the above mentioned problems, namely (i) the indicient flow of municipal revenue due mainly to the lack in 

revenue collection and the outstanding debt, (i) the lack in adequate financial reporting, and (iii) the lack of municipal 

credit ratings affect municipal finances in South Afiica today. These problems will defmitely hinder the development 

of a municipal bond market. This will become clear later in this chapter. 

4.4.2. Chmocleristies of the Municipal Credit Markel in South Afrim (rifler 22000) 

Although borrowing h m  the private sector continues to be an atlractive option for financing inhshucture, the most 

recent data h m  the National Treasury (2003:42) show that the municipal bond market is still stagnant and remains 

largely untapped. At the end of December 2002, the total outstanding borrowing by municipalities amounted to R20.2 

billion, and only a few lenders and larger urban municipalities participated in borrowing. Most figures show that the 

main source of public sector credit to municipalities is sourced h m  the Development Bank of Southern Africa 

(DBSA), commercial banks and the Inhstnrcture Finance Corporation - INCA (refer to section 3.3). Securities used 

to be the main instrument of municipal bormwing but because of the fact that the DBSA increased its market share 

mainly through granting long-term loans to municipalities, securities debt declined. The absence of tradable municipal 

securities poses a great challenge to the development of a municipal bond market in South Afiica. 

4.5. Fawumble Conf ins  in fie lkvelopment of a South Afn'can Municipal Bond Market 

There are two favourable conditions identifnble, which would aid South A&a in the re-emergence of the municipal 

bond market. They are (i) the South Atiican government's supportive approach towards the development of a 

municipal bond market, and (ii) certain positive economic conditions that would aid the emergence of the municipal 

bond market. They will subsequently be discussed. 
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4.5.1. Government's Supportive Approach to Municipal Bond Market Development 

National government is strongly committed to the redevelopment of a strong municipal borrowing market, and has 

taken a number of steps to facilitate borrowing and to reduce investor uncertainty. These steps include factors like the 

completion of the local government-restructuring period, and the introduction of certain legal and regulatory reforms 

that would aid the development of a municipal bond market. 

a) Contpleziorr of the h l  Government Restructuring Period 

According to the National Treasury (2001 :194), there has been a view among certain South Afiican investors that 

the previous municipal transition period has diluted the value of formerly sound investments and investors have 

often cited concern about the potential for further diition as a reason for their reluctance to lend more to 

municipalities. However, since the local government elections of December 2000, which have earmarked to a great 

extend the long awaited local government transition process a lot has changed with local government. 

Government established firm municipal boundaries and addressed most of the concerns and insularities that 

resulted because of this. Although a lot still has to be achieved wid~in the new system of local governance, and 

while certain gaps within this system remain, most long-pending questions that have caused investor discomfort 

within this market have been resolved. 

b) The Znbodurrion of CeMin Legal and RegrrIntory Reform by Government 

The introduction of certain legal and regulatory reforms that supported government's vision, like the constitutional 

amendment, the finalization of the Municipal F i c e  Management Bill and the adoption of the Policy Framework 

for Municipal Fiance and Financial Emergencies, ensured that most legal and regulatory aspects are now in order 

to support the development of the possible bond market. 

c) The E ~ d m m t  of ConstihrfiovralAmendmenb 

Section 230 of the Constitution of South Africa has in the past granted general powers to municipalities to borrow, 

and created the expectation that these rights will be coherently regulated by legislation passed by central 

government Until a few years ago, a partial regulatory and legislative vacuum in respect of the fmancial sbucture 

of the local sphere and borrowing powers and obligations of municipalities existed. Government realized this and 

amended clause 9 and 10 of the Constitution in 2001. Both amendments give effect to the published "Policy 

Framework for Municipal Borrowing and Financial Emergencies" and the Municipal Finance Management Bill, 

both endorsed by Cabinet and published on 28 July 2000 (South Africa, 2001 :2). 



The object of clause 9 is to help municipalities to continue functioning whilst experiencing serious problems as 

they redmctm to resolve such pmblems. The Bill enables Parliament to enact legislation to allow for the exercise 

of executive and legislative authority on behalf of a municipality in circumstances where the council of a 

municipality for any reason cannot function or when this becomes vital to resolve a financial emergency in a 

municipality (South A£rica, 2001 :2). 

The object of clause 10 is to empower local governments to borrow long-term funds. It seeks to empower 

municipalities to bind themselves in future in the exercise of their executive and legislative powers in order to 

borrow funds for capital at a cheaper rate and over a longer term (South Aiiica, 2001 :2). 

d) The FwaEu~tion of the Municipal Furonce Management Bill 

Cabinet approved a revised version of the Municipal Finance Management Bill during August 2001. Chapter five 

of this Bill makes celtain clarificatioas on how municipalities can borrow, for what purposes, and describes the 

undeaakings they can give to bondholders, lenders, and investors in order to attract investment. Draft legislation on 

municipal financial emergencies is also included in the Bill. These pmvisions offer options for municipalities in 

extreme fmancial distress to deal with problems they cannot solve themselves. 

Once this draft legislation becomes law, government believes that the legal framework will then be in place to 

make it possible for municipalities to borrow responsibly firom private lenders by means of the capital market. 

Borrowers and lenders will both be able to understand exactly what happens in the event that debt is not paid as, 

and when, due. This clarity will reduce the risk premium for a l l  municipalities, and can make the debt of a well- 

managed municipal@ attractive to investors. The virtual elimination of legal risks helps municipalities that borrow 

wisely to access the markets at the lowest cost (National Treasury, 2000). 

e) The Adoption of the Policy Fmmeworh for MunZpl  Borrowing and Fmncial Emergencies in 2000 

In 2000, government adopted the "Policy Framework for Municipal Borrowing and Financial Emergencies." This 

was published together with the Municipal Finance Management Bill, which contains the legislative provision to 

give effect to the policy framework. This document merely expands the framework for municipal finance and 

focuses, in pinticular, on the design of the regulatory framework for local government borrowing. In addition, it 

deals in detail with the related matter of central government's response to the fmancial and fiscal difficulties that 

the municipal sector confronts. 



The central objective of the document is twofold: first, to provide the policy h w o r k  for the overall fmancial 

structure of the local sphere and the borrowing powers of municipalities; and, second, to outline government's 

main initiative in respect of municipal i ,  which face financial crisis (National Treasury, 2000). 

4.5.2. Positive Economic Gmdaiom in South Africa 

Inflation, interest rates, and other ewnomic factors have enormous influences on municipal bonds and debt issuance. 

These factors may have positive or negative effects, both for investors and lenders (municipalities) over the short-term, 

and over the long-term. One of the greatest advantages to the redevelopment of a South Afiican municipal bond 

market would be the fact that certain economic conditions would contribute favourably to the redevelopment of the 

market. 

One such an example for South Afiica is inflation. Inflation has been declining over the long term, h m  an annual rate 

of over 16 percent in the early 1990's, to well under half that rate, today. This trend, together with other positive 

economic factors also resulted in lower interest rates. Lower interest rates obviously mean that borrowing will be 

cheaper. All of this will mean that the level of debt service will buy more infrastructures, and revenue-generating 

projects that were not viable at higher interest rates would become more attractive to municipalities and investors alike. 

This will contribute to investor appetite for municipal bonds (National Treasury, 2001:195). Some of these positive 

ewnomic conditions include the falling inflation, local political stability, the predictability of international transfers, 

and the clarity on default. 

a) Falling National ZnjMon 

Financial restraints and better tax collection at the national level have reduced budget deficits, and thus reduced the 

national government's need to borrow. In 2000101, the public sector borrowing requirement amounted to only 1.7 

percent of GDP, down &om a height of 5.3 percent in 19%11997. This decline in national government debt is 

expected to continue, and has already W up significant amounts of investor capital for other quality investments. 

From both a municipal inktructure perspective and a capital market-liquidity perspective, national government is 

interested in seeing high quality, tradable, municipal securities on the capital markets (National Treasury, 

2001:195). 

b) LomlPoGticPlStabiIity 

With the December 2000 municipal elections, local councils were put in place for at least the following five years. 

This put councils in an excellent strategic position to assess their infrastructure needs and debt capacity, and to 

make plans for the responsible use of debt as part of their service delivery and economic development strategies 

(National Treasury, 2001: 195). 



c) Predictabil@ of ZntergovemmentaI Transfers 

Without stable, predictable, and adequate revenues, municipal borrowing may well be unwise. For municipalities 

that cannot rely on own-source revenues &om taxes and tariffs, predictability in intergovernmental transfers is a 

key to leveraging private investment With three-year indicative allocations in both the equitable share and capital 

pmgrammes, national government is committed to give local govemment the information they need to make 

informed decisions about borrowing. Leveraging private capital on the strength of committed future transfers can 

be a responsible local choice. By providing clear commitments (and limitations) as to future transfers, national 

government can empower rural municipalities without significant own-source revenues to access private capital 

markets, and realize well-targeted capital investment (National Treasmy, 2001 :I%). 

d) clo*onoefilf 

If a lender is to invest a significant amount of capital, they must have confidence that the borrower will repay the 

debt. This means that the council must have the legal right to bind the municipality over the long term, and they 

must have the right to make commitments in connection with future budgets and revenues that will secure the debt. 

The weight of legal opinion is that a municipal council probably cannot make such a biding wmmihnent given 

tk current political situation in our country. This limits investors' willingness to invest their capital. Once a 

municipality makes a binding pmmise to pay, investors will want ckar remedies if the municipality should fail in 

its obligations. Because municipalities seldom, if ever, defaulted on their debts under the apartheid regime, South 

Africa's law on remedies in the context of municipal debt is underdeveloped. This has led to pmlonged uncertainty 

and ineffective remedies in some recent municipal defaults. Creditors and borrowers alike will benefit 6om clarity 

about the consequences of non-payment 

Knowing what happens if things go m g  reduces uncertainty, and thus reduces the cost of aedit to a municipal 

borrower. New legislation on municipal borrowmg and financial emergencies has since been developed. This will 

pmvide clarity about municipality's ability to secure their debt through collateral promises and about what happens 

in the event of a municipal financial emergency. These legislative provisions are included in the Municipal Finance 

Management Bill. 

Balancing the disclosure regulations with market activity will be an ongoing challenge. Government is aware of the 

fact that the goal is to assure investor confidence in municipal securities without hindering the development of a 

municipal securities market by over regulation. Thus, government intends to take a step-wise approach to the 

evolution of regulations and institutions to support municipal securities disclosure. While basic disclosure and 

pmtection against 6aud is critical, it is important not to burden the market with overly stringent disclosure 

regulations too early in its development. (National Treasury, 2000:21). 



4.6. The Great& Obs&zcle in the Re-emergence of a Sufcasfkl South Afrie5n MunkQml Bond Market 

Fmm all the facts previously mentioned it is evident that many impoltant changes have occurred within the South 

A6ican municipal environment over the last few years, and most of these factors have not really contributed to the 

development of a succffsful municipal credit or bond market. Some of the factors include the decrease in private 

lending, the stagnation of long-term debt, loan debt outperforming security debt, the end of the prescribed investment 

regime, no government gwmke, debt experiencing default, investor uncertainty and financial difficulties within the 

municipal sector. Certain indirect but critical elements are necessaly to support the South Affican local government, in 

their access to the credit market. Before any municipality can access the municipal credit or bond market, they have to 

be creditworthy. Mabogunje (2002:3) stated that: "the bottom line in any city's ability to exploit municipal bonds as a 

reliablejhding source, is improving the municipal authority's creditworthiness ... " 

A municipality is "creditworthy" when it meets the risk standards of a lender. Most investors, like mutual W s ,  

pension funds, or insurance funds, generally will establish a minimum level of credit quality that an issuer must have, 

and unless a municipal lending institution sets clear and prudent rules for lending, it is likely to have a hard time raising 

capital on the private market (Peterson, 19985). 

Peterson (19985) states that there is no absolute level of credit risk that comprises creditworthiness. This is explained 

where one municipality may propose two loans, one of which may be creditworthy, while the other is not, all 

depending upon the specific credit protections built into the loan agreement. 

In a market situation, where higher credit risk is compensated by higher interest rates, municipal creditworthiness is 

impoltant, because when investors invest in municipal bonds their primary concern is the issuer's ability to meet their 

fmancial obligations. As mentioned in chapter two, the United States' issuer's of municipal bonds have very low credit 

risks, since they have an outstanding record of meeting interest and principal payments in a timely manner. This is one 

of the most important - if not the greatest - contributors to the success of the municipal bond market in the United 

States. This low credit risk can be ascribed to three things: (i) United States municipalities have sufficient revenue 

s!~eams, (ii) the issuer's disclose the details of their financial condition (timely and efficiently) and (iii) municipal 

bonds in the United States are suecessllly graded by rating agencies (The Bond Market Association of New York, 

2002b:4). 

To conclude, by examining, the municipal bond market in the United States and by foeussing on the ability of their 

municipalities to access the bond market via bond issuance, one market strength stands out. This market strength is the 

creditworthy state of most municipalities in the US.  As can be seen form all the above-mentioned facts regarding the 

current municipal credit market situation in South A 6 i q  South Africa municipalities lack all of these requirements. (i) 
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They do not have adequate revenue and budget surpluses to support borrowing, (ii) they lack reliable financial 

information, for disclosure purposes, and (iii) proper credit ratings are only found in five South AJiican municipalities. 

The three requirements that ensure municipal creditworthiness will now be explained. 

a) Adequate Revenue to Srrppod B o m h g  

One of the best ways in which municipalities can achieve aeditworthiness according to Glasser et al. (1998:7), 

would be if they have "adequate revenue to supprt borrowing" and if they, according to Mabogunje (2002:3) 

could "generate budgetary suipluses of suficient, reliable and sustainable propomom to make them amactive 

bond issuers. " This implies two things, South AtXca municipalities (i) need to improve the efficiency of their 

revenue-collecting capabilities, and (ii) they should decrease the amount of municipal debt. 

Without stable, predictable, and adequate municipal revenues, a b e w o r k  for municipal borrowing is 

unnecessary and may be unwise (Glasser et al., 1998:lO). Municipalities, whiih rely substantially on own-source 

revenues, or municipalities which have the capacity to do so, control their own destinies. Any municipality that 

cannot generate suficient own-ce revenue will need intergovennnental transfers, which are predictable in 

amount and capable of being pledged as security, ifthey are to borrow. 

Most South Afiican municipalities today, as can be seen from all the previously mentioned information and 

figures, have inadequate revenue streams, experience major financial stress, have no budgetary surpluses and 

struggle with revenue collection. All of this i duenca  the aedibility of municipalities among investors, and this 

seems to be the first problem in the way of achieving current municipal creditwortholess - a necessity in the 

development of a municipal bond market. 

b) Reliable F i n a n d  Znfo~monbn 

Before municipalities can even consider borrowing, and before they can even hope to interest investors, 

municipalities must have the most recent audited financial statements available. This is one of the starting points to 

analyse a municipality's ability to engage in debt, and is beneficial to both municipalities and investors. High 

quality financial information according to the National Treasuq (2001:198) is: "one of the most essential keys to 

municipal borrowing, since it enables municipalities to borrow at reasonable mtes and since it also contributes to 

borrowing by providing a wide variety of lenders and investors. " 

According to Phelps (1997:12), the lack of necessary information could impede market development more than 

any other single market factor. Necessary information allows investors to identify new markets, to select and 

monitor investments, and it allows municipalities to communicate conditions and performances and to measure 

progress - all very important factors in the development of municipal bond market. Many forms of information are 

important, including credit rating criteria and ratings, accounting standards, disclosure standards for the issuance of 
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bonds and other financial instruments, and systems for demand forecasting and performance measurement. Since 

the availability of information greatly affects the attractiveness of debt securities, madequate information may 

inhibit lending - as investors are unable to measure or quantie risks - and it may drive up the cost of borrowing. 

By ensuring the availability of information in South &ca (which would allow investors to satisfy themselves as 

to municipal creditworthiness), effective fmancial information would be critical for two reasons: (i) because of the 

expansion of the overall vohune of investment in the municipal sector, and (ii) it is necessary in shifting to the 

character of the market fiom a predomimantly bank-based model (where both liquidity constraints and loan 

structures are not particularly appropriate for large capital investment in infrastructure) to the desired securities 

based model (Phelps, 1997: 12). 

South Afiican municipalities often do not have adequate, clear, and accurate financial information available, and 

mostly supply information late. This seems to be the second greatest t h a t  in the way of achieving municipal 

creditworthiness - another important factor underlying the success of a municipal bond market. 

C) Proper Credii Ratings 

Another way to establish municipal creditworthiness or to evaluate an issuer is to regard the municipality's credit 

rating. According to the Bond Market Association of New Yolk (2002b:4) bond ratings are: "important 

benchmarks because they reflect a profssional assessment of the issuer's ability to repay the bond's face value at 

maturity." 

Peterson (2002:12) stated that there has been a tendency to rely on credit-rating agencies as the "gate keepers" in 

developing countries' local credit markets, and municipalities issues bonds in the domestic market only if they 

atlain such a minimum credit rating fiom an authorized credit rating agency. 

When one considers the fact that only five municipalities in South &ca, recently had credit ratings, it becomes 

apparent that this is also a very large factor contributing to the un-creditworthy state of municipalities - hence 

again limiting the a b i i i  of municipalities to access the municipal bond market. 

It is clear that South Afiica lacks proper revenue streams, adequate hancial information, and proper credit ratings, 

thus it is obvious that municipalities in South Afiica, (when compared to the necessary requirements as set out by 

the United States' model) is un-creditworthy. 

According to Glasser et al. (1998:92), one of the biggest concerns in the bond market supply side seems to be 

because: "some market players esteem the municipal sector unworthy or think the municipal sector is not worth 

their anention." This will continue, unless South &can municipalities, start doing something about their 



creditworthiness, which at this stage seems to be the greatest obstacle in the redevelopment of a municipal bond 

market. There is still hope however, and South &a can overcome this problem by reducing municipal credit 

risk. 

4.7. Reducing Municipal Credii Risk 

Reducing credit risk in the municipal market is perhaps the most natural defmition of credit enhancement. Credit 

enhancement mechanisms are used to strengthen or enhance the credit of a lower-rated entity such as a municipalay by 

improving investor concerns about the credit quality of underlying issuers. Credit enhancement mechanisms may 

include making use of government lending, grants, subsidies or guarantees, applying bond insurance, lending through a 

private sector intermediary, structured finance, securitization, and bond banking. Although several methods of credit 

enhancement exist in the world today, there will only be an indepth look at one of the most kequently overlooked 

methods, namely the bond bank. All of this will now be discussed. 

4.7.1. Government Lending 

One municipal credit enhancement option govemment could use is for the National Treamy, or another government 

agency, to lend directly to sub-national governments. This creates the following advantages; (i) national government 

can borrow funds for use by provinces and municipalities at vety low cost, and (ii) it gives national government the 

ability for direct lending to prionty programmes. The main disadvantage usually associated with such programme is 

the moral hazard implicit in government-to-government buskss  transactions and the potential crowding out of the 

private sector (National Treasury 2001:200). 

4.7.2. Government Grants 

One of the most direct forms of financial assistance to municipalities is to provide investment capital directly to the 

needy municipality. There are existing grant programmes, such as the Consolidated Municipal Infrastructure 

Programme (that is discussed below), that do this, and these grants will continue to play a role in the near future. The 

main advantages of these grants are simplicity and the fact that national government can control the flow of funds and 

influence or direct what is being built. 

One disadvantage is that the spending costs real money and that money cannot be leveraged The other disadvantage is 

that limited resources constrain the pace at which the inl?ashucture is being built and local communities do not always 

share and agree national government's view of their specific needs or of what projects are appropriate to address those 

needs. Projects mandated by national governments in many countries, including South Afiica have been criticized as 

inappropriate for local conditions and as expensive or impossible to maintain Some of these effects can be limited with 
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adequate community involvement, provided that due account is taken of the financial realities of municipalities 

(National Treasury 2001: 199). 

The Consolidated Municipal Int?astructure Pmgramme (CMIP) is a grant fund designed to further the aims of the 

Reconstruction and Development Pmgramme, which placed specific emphasis on the development and upgrading of 

household infrastructure, as part of a basic needs programme. According to the Depattment of Provincial Affairs and 

Constitutional Development (2002:l-2) the CMIP accomplishes this through two things: 

*:* One, through the pmvision of internal bulk and connector idfastructure in support of household infi-ashucture 

to needy South AJiicans in ways that enhance the integration ofpreviously divided areas. 

.:* And two, through enhancing the development impact of the delivery process, for example, by focusing on the 

transfer skills and the pmrnotion of small, medium, and micm-sized enterprises or (SMMEs), by using labow- 

intensive wnstnrction processes, and maximizing job-creation opportunities. 

The CMIP also aims to enhance long-term sustainability and the rapid improvement of delivery through a capacity- 

building programme. The programme will focus on strengthening the institutional ability of municipalities, including 

their contract management and operation and maintenance capacities. The CMIP consolidates previous grants for 

municipal infrastructure, such as the municipal inh&m&m programme, and the bulk and connector infrastructure 

grants, into a single, coherent funding process. According to the Department of Provincial Affairs and Constitutional 

Development (2002: 1-2), some CMIP principles include: 

*% Providing at least a basic level of services for all South Afiicans within 10 years. 

'3 Long-term financial sustainability. 

e3 The strengthening of the institutional capacity of municipalities. 

.:* A single, coherent funding process for municipal in6ashucture. 

*I. Rapid movement of delivery. 

Housing and inhtructure delivery must be synchronized. 

.:* Integration of apartheid areas, and urban and rural service delivery. 

Existing grant-funded programmes for municipal inkstructure. 

4.Z3. Government Subsiok for Local Bomnuing 

Some countries pmvide subsidies for local government borrowing, often in the form of taxexemptions on income 

generated by municipal debt. The United States is the most commonly cited example, and this study discussed this in 

chapter two. Such tax subsidies are often criticized because they erode the tax base. They also tend to create a 

preference for the public sector at the expense of the private sector, and are less transparent than budget allocations for 

the same purpose. Non-tax subsidies are also possible. According to the South African Department of Treasury, the 
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challenge would be to design a pure subsidy that minimizes distortion of capital markets. This is an especially difficult 

challenge given that municipal capital markets in South Atiica are dormant (National Treasury 200 1:200). 

4.7.4. Government Guarantees 

Government guarantees are less direct measures than oubight lending to bcal governments. The main advantage is that 

guarankes are less costly than direct lending, or at least in the short term. Furthermore, a national government 

guarantee can induce private lenders to provide credit for sub-national borrowers at low rates. There are four principal 

disadvantages associated with these guarantees: 

.:* Such guarantees increase government's contingent liabilities. 

'3 The cost of guarantees is ditlicult to predict and quantify. 

O The investor's focus shifts kom the creditworthiness of the borrower andlor the project to the creditworthiness 

of national government. 

O Investors become willing to lend to any guaranteed borrower regardless of its independent ability to repay, or 

the project's financial viability (National Treasruy, 2000:2). 

Guarantees are an indirect form of financial assistance and due to their contingent nature; their cost is not always easy 

to measure at the time the guarantee is given. Broad guarantees could lead to lax lending practice and hinder the 

creation of effective markets (Glasser et al., 1998:62). 

The South African, central government today made it clear both in the Municipal Infrastructure Investment Framework 

and in the Policy Framework for Municipal Borrowing and Financial Emergencies that it intends to reduce to an 

absolute minimum its use of central guarantees to facilitate municipal aedit. Municipalities instead, have to raise 

private fmance on their own books and bear the responsibility for servicing that kind of debt themselves (National 

Treasury, 2000:2). 

Interception of intergovernmental transfers is a form of aedit enhancement that involves the transfers of 

intergovemmental transfers that are due to municipalities, to third parties as collateral. This form of fmancial assistance 

need not have any significant cost to the national government. Such mechanisms may be more effective the more 

dependent the community is on transfer payments h n  other spheres of government. 

For many South Afiican municipalities that are financially self-sufficient a transfer payment intercept would be of 

modest credit enhancing vahe. However, as the national operating and capital assistance formulas are revamped and 

aid is concentrated on the poorest (and often least creditworthy) communities, this device may become a more 



powerful tool. A stream of stable, predictable intergovernmental transfers that are made specifically pledgeable and 

interceptable could be one of the best means to enhance creditworthiness. Significant penalties andor administrative 

fees wuld discourage municipalities &om relying on the h p t  mechanism, and enwurage them to manage their 

own debt payments. Such a mechanism would leverage private sector funding, rather than crowding it out (Glasser et 

al. 1998:63). 

4.7.6. Municipal Bond Znsumnce 

Bond insurance is a legal wmmitment by an insurance wmpany to make payments of principal and interest on debt, in 

the event that the issuer is unable to make those payments on time. Generally, such payments will be made as 

originally scheduled, and the principal will not be accelerated @aid earlier than its scheduled date). Bond insurance 

typically wvers the full maturity range of the bonds. The role of municipal bond insurance in the market is threefold: 

(i) to reduce interest wsts to issuers, (ii) to provide a high level of security to investors, and (iii) to furnish improved 

secondary-market liquidity and price support (The Bond Market Association, 1997:5). 

Municipal bond insurance protects investors in two ways: 

a) Occasionally cities or states that issue debt securities get into financial difficulty. When this happens, payment 

of interest and principal on schedule might bewme d=cult andlor even impossible. Even if an issuer does not 

default, the ratings on an issuer's securities, if its fmancial wndition deteriorates, will cause the market value 

of its securities to decline. Investors in bonds insured by Triple-A rated municipal bond insurers are insulated 

h m  these risks because tbey can depend on the insurer, whose claims-paying abiltty is rated Triple-A, to 

make timely payment of scheduled principal and interest. United States history regarding bonds has shown that 

insured bonds have more liquidity and price protection than uninsured bonds and municipal bond insurance 

proved very successful - where many f m c i a l  institutions experienced difficulties bond insurers posted rewrd 

performances. 

b) The insurance policies written by municipal bond insurers guarantee that interest and principal will be paid as 

scheduled, should the issuer default. Each guarantee is unconditional and irrevocable and covers 100 percent of 

interest and principal for the full term of the issue. A bond may be insured in the primary or sewndary market. 

While many investors are aware of the protection municipal bond insurallce offers against default, they may 

not realize it also shields them h m  other risks as well. These risks may include, for example, natural disasters 

(earthquakes, floods, tornadoes, etc.) and environmental hazards. If' an insured bond defaults, the insurer would 



immediately step in and make the scheduled payments. An investor would not experience any interruption in 

the timely payment of income (The Bond Market Association, 1997:l-12). 

Insurance also adds several valueenhancing features to municipal bonds. Insured bonds are much safer and of a high 

quality, they have high ratings strengths, are. liquid in the U.S. market, and in most cases Triple-A rated insured bonds 

offer slightly higher yields than Triple-A uninsured securities, and therefore also creates an opportun@ for higher 

earnings (The Bond Market Association, 1997:5). 

In the past 15-20 years, b d  insurance has played an important role in the growth of the US municipal bond markets 

where individual investors rely on bond insurance to enhance the quality of the assets they are willing to hold and 

allows non-xeditworthy issuers to have market access. The insurance by "M rated insurance companies allows 

small issuers at the lower end of the investment grade ("BBB" and "A") to access the national market for high 

invesment grade debt. This enhances the liquidity of the issues, which can then trade on secondary markets. Close to 

50 percent of total US municipal bond (75 percent of "BBB and "A") issues are covered by band insurance. Pmvidmg 

insurance coverage only to investment grade (i.e. low default risk) credits while charging low premium makes the 

economics of insurance attractive to issuets (El Daher, 1997:5). 

There is not a large enough pool of municipal debt issues in the South African market to make pure bond insurance 

feasible without public subsidy. Moreover, the risks of municipal bonds have as much to do with uncertainty about 

future fiscal rules, the future legal environment, and the future political situation as they do with known and 

measurable fmancial risks. This situation makes the pricing of insurance exhwnely difficult if not impossible in the 

intermediate term for South Africa (Peterson and Phelps 1997: 112). 

The payoff to municipalities fiom buying insurance is also highly uncertain. At present, market interest rates charged 

to borrowers are not greatly influenced by di rating differences. It is difficult to imagine that the bond insurance, 

whose principal impact on interest rates is realized indirectly through better credit ratings, could be cost effective to 

issuers without substantial subsidy. In the South African context, the assistance that bond insurers pmvide in reducing 

local project risk and supplymg monitoring and surveillance is probably more important to market development than 

the pure insurance component (Peterson and Phelps, 1997:112). 

A number of f m c i a l  institutions such as the DBSA in South Aiiica have already considered the creation of a private 

bond insurance pmgramme. In this environment such a bond insurance pmgramme would: (i) give municipalities 

access to the bond market as an alternative to bank loans; (ii) reduce the costs of bond issues; (iii) tide bond issuers 
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over liquidity squeezes; (iv) help to facilitate a more active sewndaly market in municipal bonds thereby reducing the 

cost of borrowing; and (v) encourage the retail market for municipal bonds (Peterson, 2001 :3 1). 

A range of municipal issuers as well as f m c i a l  institutions could make use of this product, depending on their need 

for risk management. One of the advantages if a local institution does this is that they would be better able to assess 

risks in the market. Among the con- that arise in this context, as in the case of a guarantee fund, are the lack of 

incentives for good quality bond issuers to buy the insurance, making it dacult to develop a welldiversified pool, and 

the need for grant funds or risk capital that ideally would not expose the institution to currency risk. The general 

conclusion of this assessment is that there are more fundamental developmental issues standing in the way of an active 

municipal fmance market that will need to be addressed, before bond insurance is a viable product (Peterson, 2001:31). 

A bond insurance mechanism, even if developed by a private entity, has some inherent risks such as questiom about 

credit quality, its value to borrowers at this time in the development of the market, and the small size of the pool. Many 

of the logical insurers of municipal bonds in the South Aiiican market m already large primary purchasers of such 

bonds, which remarked that they would in effect be insuring themselves against credit risk, or diverting credit 

assessment capacity to an insurance pool when they could earn higher returns as an active buyerIseller in the municipal 

market (Peterson, 2001:31). 

4.7.7. Bank Letter of Credii 

Letters of credit (LOC) increases market access for an issuer that may have difficulty in selling its bonds due to a 

perceived weakness in its ability to meet its obligations. An LOC issued by a suitable bank or lending institution will 

enhance the quality and appeal of the bond issue, by substituting the paying ability of the bank for that of the bond 

issuer. A commercial bank generally issues a letter of credit and it represents a contract between the issuing bank and 

the bond trustee. Under the letter, the bank irrevocably agrees to pay the trustee upon demand monies in an amount 

necessary to cover all payments due on the bonds. Letters of credit have two purposes, (i) to facilitate credit and (ii) to 

enhance liquidity. The letter of credit in the municipal market enhances the credit of a bond issue and thus protects 

investors 6om a default (The Public Securities Association, 1996:139). 

"Structured" financings have become part of the municipal debt markets. Structure instruments are conventional debt 

instruments combined with derivative products such as futures, optiom, and swaps. As mentioned in chapter two, 
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futures are contracts where financial commitments between two parties are settled at a future agreed date. Options are 

buyIsell agreements where, against an up-hnt fee, one party acquires the discretionary right-with no obligation-to 

settle a fmancial contract at an agreed price and time. Swaps are contracts whereby two parties agree to assume each 

other's financial liabilities as these come due. While derivatives may be used for speculative purposes, they are also 

powerful instruments for hedging risk, thus pmtecting a financial position against unwanted market price movements. 

Structured financings may entail risk mitigating and credit enhancement features embedded in the debt instruments (El 

Daher, 1997:3). 

4. %9. Special firpose Zntennrlimies 

Not every small municipal@ can access capital markets directly, so there must be market intermediaries that step 

financial flows down to user-friendly levels (see chapter three). Such intermediaries can be especially useful for small 

and medium-sized municipaLities in South A6ica, where (i) municipalities struggle fmancially, and (ii) where the 

creditworthiness of the municipalities seems to be a great obstacle. The two most important intermediaries operating in 

the current municipal credit market, as indicated in chapter three, is INCA and the DBSA. Although these 

intermediaries seem to be very succffsful within the South African market place, each intermediazy has a potential 

problem. Because of the fact that INCA is a private, profit driven institution its motive for lending and its role within 

the current credit market, might be more profit orientated than developmental orientated, and this might affect its 

eagerness to lend to the smaller "un-creditworthy" municipalities. The biggest pmblem underlying the DBSA is the 

fact that the low interest rates they provide can cmwd out the private sector. These two pmblems result in INCA and 

the DBSA only lending funds to larger urban municipalities (again see chapter three). 

INCA and DBSA instead of providing access and supporting the smaller, much needier municipalities - their number 

one goal - only provides capital to larger, more aditworthy urban municipalities. To make credit more available to 

these smaller municipalities, many countries around the world have developed special purpose intermediarie$ such as 

bond banks and bond pmls. This study will subsequently discuss one of the credit enhancement mechanisms, namely, 

bond pooling via bond banks as an option South African municipalities could use in solving the pmblem mentioned 

above. 



4.8. Bond Banks and Eond Pading 

4.8.1. Introduction 

Municipal bond banks first appeared in Canada in 1956 and in the United States in 1970. These banks were created 

because many small municipalities lack knowledge of financial markets, and they normally only need to borrow 

relatively small amounts of capital. Municipal bond banks have been offering a unique and very advantageous way for 

small communities to finance municipal pmjects, by enhancing credit ratings and by lowering the cost of debt for 

municipalities. The process of hiring an investment bank to float a small amount of normally an illiquid, possibly un- 

rated debt issue can significantly increase the cost of bomwing for municipalities. Together with small or poorly 

rated municipalities often face many borrowing pmblems because of low credit ratings, and because of fmancial 

pmblems within the municipality. All of this can be eliminated by making use of a municipal bond bank (Ghon Rhee 

and Stone, 2003:2). 

The principle behind the bond bank is very straightfornard. Municipal bond banks operate as credit enhancing 

organizations by ''pooling'' multiple municipalities' borrowing needs into a single bond bank debt issuance, thereby 

m e m g  two impor&ant characteristics of the municipality's debt according to Ghon Rhee and Stone (2003:3-5), 

namely: 

a) The credit rating associated with the debt is changed Municipal bond banks must have strong credit ratings if 

they want to ilfd the purpose for which they are intended. Bond banks operate by re-fending the funds 

obtained with their higher credit rabng to the municipalities with lower credit ratings, a process known as 

"credit rating arbitrage." 

b) The second characteristic modified by a municipal bond bank is that the debt issuance is the size of the issue. 

By "poolmg" multiple municipalities borrowing needs together, municipal bond banks are able to offer larger 

debt issues, which typically make the  prima^^ market offering more compehtive. With more competition in the 

primary market, one can expect the price of the bond to rise and the municipality's debt servicing cost to fall. 

Municipalities might realize savings through a reduction in transaction costs associated with the economies of 

scale in the undenuriting process, other savings might also occur from the anticipation of the increased 

liquidity in the seconda~~ market due to the increased size of the offering. 



4.8.2. Bondsank Definition 

A broad definition of a bond bank is an entity (private, non-profit, governmental or others which normally only issues 

debt for single purposes) that sells its own securities and relends bond proceeds to local government entities. A more 

limited, traditional definition of a bond bank is a state-sponsored entity that makes local inf?astnrcture projects feasible 

by providing access to the municipal bond market and by providing direct and indirect financial subsidies to localities 

primarily through debt issuance (Government Finance Group of the United States, 1997:l-3). 

These bond banks sell their own securities in the public bond market and relends the proceeds to local governments. In 

so doing, the bond banks not only provide communities access to the economies and efficiencies of the public debt 

market (especially smaller towns lacking the f m c i a l  expertise and credit history to go to the bond market on their 

own), but they also pool a number of smaller issues together, and back them with state credit. Thus, they further reduce 

the cost of borrowing for the locality. Most bond banks in the United States have contributed to infiastnrcture hance 

mainly by providing financing for community water and sewer needs, while other contributions were mamly for 

schools, transportation, solid waste management facilities, and economic development (Government Finance Group of 

the United States, 1997:l-3). 

4.8.3. The Opemtion and Function of BotuiBanks 

In the United States to be qualified for bond bank participation, municipalities must 6rst undergo their required 

jurisdictional obligations for issuing debt, and this usually requires obtaining either the approval of the citizens or the 

approval of the bond counsel. The municipality then submits an application to the municipal bond bank. When making 

a decision as to whether to include a certain municipality's debt, the municipal bond banks examines the same 

information as the credit ratings agencies. This information includes the amount of the bond, whether or not the issue 

was publicly voted on, what assets or taxes in addition to pmperty taxes are pledged, the project feasibility study, the 

intended sources and uses for the bond bank funds, the outstanding municipal debt, previous municipal defaults, the 

local economy, the largest employers, population figures, pmperty tax statistics, the current years' budget etc. All of 

this will affect the bond bank's decision (Ghon Rhee and Stone, 2003:8-12). 

Once the bond bank decides to accept the municipalities into the debt pool, the municipalities pay the same rate of 

interest on the borrowed funds as all the other municipalities involved in the debt issuance. That is, after being 

accepted, the municipality's credit rating ceases to be a distinguishing factor. After the bond bank entered the capital 

market, and after it combined all the approved borrowers in a single pooled bond issue, the financing team determines 

if bond insurance is needed and whether it is cost effective or not The necessary documents and copies of the 

applications are then submitted to the rating agencies for a credit rating review and update. Atter the ratings are 
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obtained, a new prelhinary otficd statement is printed and mailed to all investment firms. Most bond bank bonds are 

offered fmt to municipal individual investors and then to ins t iona l  investors, which may include banks, mutual 

funds, insurance companies and other wrporations (Ghon Rhee and Stone, 2003:8-12). 

When the municipal bond bank has accumulated a sufficient amount of debt or the regularly scheduled debt issuance 

date arrives, the bank then floats the issue and in some cases, an additional 10 percent designated for a reserve or 

sinking fund is set aside. The reserve fund is there to make individual bond payments in the event that its borrowers are 

unable to make their payments. This fund serves as a credit enhancement for the individual municipalities, and helps 

lower the cost of debt by reducing the default risk faced by investors. The reserve fund is typically equal to one year's 

worth of principal and interest payments and can be used in the event of slow pay or default by a municipality. The 

reserve fund is usually invested in Treasuty Securities and the interest rate spread between the return on taxable 

government securities and the tax-exempt bond bank issues is an &&age pmfit for the bond bank. In order of priority, 

the collateral behind the municipal bond bank's debt issues are the reserve fund, the 111 faith and credit of the 

municipality, a possible lien on state grants in aid to municipality or an "intercept mechanism," and finally, the moral 

obligation of the state to replenish the reserve fund in case of depletion (Ghon Rhee and Stone, 2003:8-12). 

The interest rates are established through negotiation with the selected senior managing underwriter and are based on 

the order demand fiom investors, current national interest rates and a review of recent comparable hancings. 

Borrowers are protected against having their interest rates increased due to a changing market. However, in the event 

interest rates decline by a substantial amount the bond bank will refund the existing bonds and pass the savings tbmugh 

to the borrowers. 

The bond bank and its advisors are wnstantly monitoring interest rates to watch for refunding opportunities, and when 

a refunding occurs, the bond bank will immediately not* the municipalities. Unfortunately, because of the pooled 

methodology for bond sales, individual municipal loans cannot be refunded, only an entire series of bonds (Ghon Rhee 

and Stone, 2003:8-12). 

Most bond banks are financially self-supportmg and are not reliant on the state to pmnde operating appropriations. 

Self-supporting bond banks rely on a variety of sources to pay for operations, but the most common means of support 

is fees charged to local borrowers. Contrary to this, some bond banks levy large lump-sum fees at closing, while others 

charge an annual fee based on outstanding loan amount or mark-up interest rates. Other bond banks partially or fully 

fund operations h m  appropriated cash balances and interest earnings balances that the bond bank has accrued over 

year of existence. The banks that are not self-supporting rely on state appropriations to subsidize their operations. 

Some banks in the United States have received state appropriations in the early years of its existence but since then 

have funded its operations with interest eamings on unexpected state appropriations and other available bond bank 

funds (Government Finance Group of the United States, 1997:13-14). 
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There are a number of different types of fmancing programmes that bond banks offer local governments. Most 

programmes can be categorized into three primary types: (i) long-term bond pook including refunding (ii) cash flow 

fmancing, and (iii) equipment lease fmancing. All the different types of fmancing pmgrammes that bond banks offer 

local governments will subsequently be discussed. 

a) Long term Bond Pool 

Bond banks will issue. bonds and will use the bond proceeds to purchase debt obligations of localities. Bondholders 

generally are secure by loan repayments h m  the pool of local borrowers as opposed to new locality and in some 

cases have additional credit enhancement h m  the state. Because of diversification offered in the pool, investors 

generally require lower interest rates than the interest rates they would have needed if they were purchasing a 

single obligation J?om the one locality. The pooling concept provides certain economies of scale by spreading fixed 

cost of issuance (e.g. rating fees, official statement pricing, etc.) across several borrowers and by negotiating lower 

fees for bond insurance and gaining coverage for smaller loans not insured on a stand-alone basis (Gov-ent 

Finance Group of the United States, 1997:3-5). 

Other advantages of bond pooling, according to a public fmance clearinghouse in California called ebondpoo1.com 

(2003) include the following: 

Q Pooled bond issuance provides package pmgrammes with proven financing teams. 

Rationalized documentation reduces municipal staff time requirements. 

':. Long-term finance of capital projects, in some cases for even up to 30 years. 

*:* In some cases, municipalities need no cash fund requirements. 

9 Providing frequent market access with 2 to 3 pools per year. 

.:. Lowering the underwriter's discount and insurance premium paid to underwriters and credit enhancers. 

b) Cash FIow Financing 

Localities in many states in the United States face operating cash flow shortfalls because of differences in timing 

between the receipt of revenues and timing of operating expenditures. Certain bond banks issue short-term pooled 

issues to provide localities with interim funding until it receives its operating revenues. These programmes are very 

similar to long-term bond pools in terms of their pooled structure and ability to provide economies of scale and 

interest rate savings, but vary in maturity and length and purpose of issuance (Government Finance Group of the 

United States, 1997:3-5). 



C) Equipment Lease Rnanang 

Vendor fmancing or conventional debt financing for relatively small equipment purchasers is often prohibitively 

expensive for small entities, while up-fiont purchases deplete limited cash reserves. Although the pmgrammes vruy 

h m  state to state, bond banks generally act as a placement agent or pass-through entity by placing the loans with 

one or several banks. The bond bank typically provides standardized loan and security documentation that 

modemises the process and allows banks to bid aggressively on the loans because of their increased comfort with 

the credit of the local borrower. The loans can be pooled or placed on a stand-alone basis (Government Finance 

Group of the United States, 1997:3-5). 

4.8.4. MuniciP(I1 Bond Bank Strudutv 

Municipal bond banks are structured in a variety of different ways. Because individual bond banks are designed to 

exploit the cost saving inefficiencies present in their particular region, bond banks lry to organize themselves in such a 

manner as to focus on their region's greatest inefficiency. Typically, this means focusing the bank's operations to take 

advantage of either the potential for credit rating arbitrage or the size of the debt issue aspect. 

Two bmad generalizations can describe bond bank structures. In one structure, the municipal bond bank issues 

"revenue bonds" in the national bond market using its own name, and then purchases "general obligation bonds" h m  

the municipality. When operated this way, municipal bond banks pass the debt service costs through to the 

municipalities and the term structure of interest rates for the municipalities is equal to that of the municipal bond banks. 

This allows the municipality to take advantage of the credit rating arbitrage process. In this case, the bonds are revenue 

bonds because the source of their principle and interest payments is the cash flows generated by the municipalities 

(Ghon Rhee and Stone, 2003 :8- 12). 

Figure 4.5 on the next page demonstrates this. First, the municipal bond bank sells securities to investors or 

bondholders, based on the municipal bond banks credit rating. The proceeds that then originate because of this are then 

used to purchase bonds h m  municipalities. After this, municipalities pay debt service back to the municipal bond 

bank. Lastly, the municipal bond bank pays interest and principle to investors h m  funds repaid by the municipalities 

(Ghon Rhee and Stone, 2003:8-12). 



Figure 45: A Bond Bank Focussed on the Credit Rating Effect 

1. Initial bond offering by municipal bond bank 
based on municipal bond banks' credii rating. 

2. Proceeds from municipal bond bank is used to 
purchase bonds from municipalities. 

3. Municiprlities pay debt service back to the 
municipal bond bank. 

4. The municipal bond bank pays interest and 
principle to investors from fmds repaid by 
muniaprlities. 

- 

Loul 
Governments 

(Source: Ghon Rhee and Stone, 2003:8-12) 

In the second operating structure, the municipal bond bank ascertains the borrowing needs of the municipal applicants 

together and issues debt in one large "poor taking advantage of the increased size of the issue. 
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Figure 4.6 on the next page shows this. The Bond Bank seUs securities to investors or bondholders and uses the 

p r m d s  of these securities to purchase bonds fiom numerous municipalities where all the small issues are bundled 

together. The municipality repays the loan to the bond bank then pays debt services to investors h m  bonds received 

h m  municipalities. Lastly in case of default or in the case where the bond bank wuld not make payments the state 

general or moral obligation have to repay the reserve fund (Ghon Rhee and Stone, 2003%-12). 
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5. State general or moral obligation to repay reserve fund if bond 

bank cannot make payments 

(Source: Ghon Rhee and Stone, 2003:8-12) 

48 5. The Advantages of Financing with Bond Banks 

Bond Banks have many sisnifiant advantages, namely: 

a) B a r  Aecess to the Mun+l Bond M a h l  

The number me reason stated for making use of bond banks, amding  to the Government Finance Group of the 

United States (1997: 1 l), is that they provide far better access to the municipal bond market. This can be ascribed to 

the much lower cost of capital (reflected in both interest rates and wst of issuance). 



b) Credi# fo Smaller Communities, Bojests or Municiptitk 

Bond banks are of great value to local borrowers for projects that are too small to be sold publicly on a stand-alone 

basis and on a cost effective manner, primarily because the fixed costs of issuance that are too great. Through bond 

banks smaller municipalities can easily be a part of the municipal bond market (Government Finance Group of the 

United States, 1997: 11). 

c) Lower Interest Rors 

Because of the bond bank's experience, credit ratings, and reputation in the capital market, they are able to obtain 

very low interest rates (Vermont Municipal Bond Bank, 2003). 

d) Lower Frvd Costs 

There are many fured wsts involved when a municipality wishes to sell its bonds. These costs include both an 

expensive issuance fee and an underwriter fee. Consolidating all of the approved municipalities' bonds and selling 

them at one time, spreads the iixed wsts for all municipalities involved, and ultimately lowers the costs for the 

taxpayers (Idaho Municipal Bond Bank, 2003). 

e) Credit Enhancement & Security 

Most bond banks in the United States is highly rated by credit rating agencies and has been able to obtain 

competitive low wst AAA bond insurance that iiuther reduces the interest rates (Idaho Municipal Bond Bank, 

2003). 

fl Lower Cosh of Issuance 

The bond bank usually pays for all the costs associated with the bond issue. The only costs the municipalities pay 

for are local bond wunsel fees and a fmancial audit costs (Vermont Municipal Bond Bank, 2003). Other wsts such 

as printing of the official statements, rating agencies, underwriter, fmancial advisor, bond insurance, and bank 

trustee the bond bank pays. 

The bond bank will help municipalities complete the application. If the application is approved, all the 

municipality then has to do is sign a few documents completed by local bond counsel and wait for the bond 

proceeds to be wire transferred after the sale and closing. The bond bank completes all the remaining documents 

and takes care of all the ongoing requirements (Vermont Municipal Bond Bank, 2003). 



h) Fekml Diselosure Requirements 

Federal tax laws in the United States requires ongoing secondary market disclosure of each bond issue while 

borrowers through a bond bank are not required to provide this information (Maine Municipal Bond Bank, 2003). 

i) Credit Monitoring 

Another advantage that bond banks can offer is their ability to monitor local credits and to act as a buffer between 

themselves and the ultimate investor, in case real or potential repayment difficulties arise. This role of monitor and 

mentor when and if tmuble arises helps both investor and local government (Maine Municipal Bond Bank, 2003). 

j) Bond Banks Are Economrmrml& Emient 

Bond banks are economically efficient The following example proves this. The bond bank of Alaska has produced 

excess retums to the state every year since 1977 for a cumulative $23.2 million. This sum is more than the State 

of Alaska's original investment in the bond bank of $18.6 million. While this may seem to be a relatively poor rate 

of return on capital, one must remember that municipal bond banks are not pmfit organizations. The bond bank's 

primary purpose is to pursue lower cost loans for the state's municipalities. The Alaska bond bank secured over 

half a billion dollars of funding for Alaskan communities and in the year 2001 alone, the bond bank issued $50 

million in debt and saved the wmmunities an estimated $4 million in reduced interest wsts. The turning of a small 

pmfit, while reducing the wst of debt, only emphasizes the magnitude of the efficiency gains that these 

organizations produce (Alaskan Municipal Bond Bank Authority, 2003). 

k) Ensures Strid Monitoring and Prevents Liabilw to the Gov.?I~I~M~ 

In the US., municipal bond banks are separate legal entities from the state in which they operate. Typically, the 

111 faith and credit of the bank is pledged to the payments of principal redemption premium, and interest, but this 

is not a legally enforceable obligation upon the state - although the state o h  pledges its moral obligation to the 

maintenance of a debt service reserve for all of the bond bank's bonds. 

Default problems rarely arise. One such an example is Leukerbad in Switzerland in 1998. Leukerbad a small ski 

and tourist town, unwisely borrowed to the point where it wuld no longer make its interest payments, and it 

defaulted. The Swiss government, under no legal obligation to help, stayed away from the situation. Several things 

make this less likely to happen when a bond bank is involved. First, bond banks examine the ability of the 

municipality to repay its bo~~avings. If the bond bank believes the wmmunity cannot repay its debt, the bond bank 

will refuse to issue bonds for that wmmunity and the wnununity would need to seek alternative methods of raising 

capital or forgo their intended project. Sewndly, the bond bank is a separate entity h m  the state of government. 



Should a community fail to repay its debt, and the bond bank also defaults, the chain of liability stops with the 

bond bank and the state need not step up and make the interest and principle repayments for the bondholders, 

thereby limiting the Liability of the state (Ghon Rhee and Stone, 2003:8-12). 

I) The Bond Bank Could Bwide Municipalities W& Cerlain Credit Evahotion andMoniroring Functions 

Bond Banks could assist the market by pmviding certain useful and accurate municipal credit evaluation 

techniques. By using municipal financial information, this "indoor" credit rating system wuld impmve market 

disclosure. Credit risk wuld also be limited to a large extend because by pmviding its own credit evaluation model 

bond banks could be able to allocate certain risks within its own portfolio and this in-turn could limit municipal 

default. Bond banks could also impmve guidelines regarding accounting, disclosure, auditing, and credit rating for 

South Afiica and would provide a good credit worthiness policy to South African municipalities. A good credit 

worthiness policy ensures municipal loan repayments. This way bond banks can identify possible fmancial 

pmblems or possible default early on. Lastly, one other credit monitoring advantage that bond banks could offer is 

their ability to monitor local credits and to act as a buffer between municipalities and the ultimate investor, in case 

real or potential repayment diEiulties arise. This role of monitor and mentoring when and if trouble arises would 

aid both investor and local government 

m) Other Advantages 

Other advantages bond bank could provide include: technical and administrative expertise in the complex area of 

debt issuance, pmvision of all the compiling, printing, and distribution of information, the responsibility of 

amding to all the details of the bond sale, the difficult job of obtaining credit rating ratings for the bonds, the 

periodic follow-ups with the credit rating agency, the payment of bank trustees and paying agent fees, monitoring 

transfer and bond registration records, schedulmg of bond sale dates. Additional tasks include the answering of all 

the ongoing questions, and the bandling of all the requested information from the bondholders, rating agencies, and 

other interested parties etc. (Vermont Municipal Bond Bank, 2003). 

4.8.6. Municip(l& That Benefit Mostfrom Bond Eank Patikipdon 

Because of the heterogeneous nature of various municipalities, municipal bond banks offer different benefits to theii 

participants, and some municipalities benefit more than others do h m  bond bank participation. Studies that have been 

done previously by Ghon Rhee and Stone, (2003:12-15) showed that almost all municipalities benefited h m  making 

use of bond banks. The only municipalities that did not benefit were municipalities with large, competitive bid bond 

issues h m  issuers with Aa ratings or better. 



4.9. Bond Banks for South Afiifa 

4.9.1. Introduction 

As already mentioned in chapter three, the world's capital markets convey huge flows of money every day, and these 

international capital flows are likened to high-tension power transmission lines. High voltages are necessary to move 

power efficiently over large distances, but these transmission lines are either unavailable, or dangerous to small users 

of power (or capital). To overcome this, Glasser et al. (1998:63) proposed for South Afiica to make use of special step 

down transformers to reduce these voltages to usable levels. The intermediary discussed earlier in this study, namely 

INCA, is one example of such an institution that steps the voltage down to a level that is appropriate for a broad range 

of users. For still smaller users, that need only small and occasional capital flows, Glasser et al. (1998:63) stated that 

'3rther s t epdwns  is needed.  

Although the paver (or capital) can still come h m  the grid, separate facilities are needed, not to generate the power 

(or capital), but rather to intermediate and disbibute it. As noted in the White Paper on Local Government (South 

Afiica, 1998), such special intermediaries should not replace existing commercial institutions, but should rather 

complement them. According to Glasser et al., (1998:63) private sector representatives have indicated that they may be 

able to pmvide such intermediation, without the need to create a new agency or function for government In principle, 

this is desirable, but small issues may still not attract the market's attention. 

Although many intermediaries do exist in the world today, this study will only focus on municipal bond banks, which 

makes use of bond pooling, as one such an intermediary. The reason for this is that an intermediary similar to that of 

the United States' municipal bond bank could offer a unique and advantageous way for small South Afiican 

municipalities to 6nance municipal projects. This d d  be done by enhancing municipal credit ratings and by lowering 

the cost of debt for municipalities, via bond pooling. Since many small municipalities in South Africa (i) lack the 

knowledge of fmancial markets, (ii) only need to bormw relatively small amounts of capital, (iii) since the process of 

hiring an investment bank will normally result only in an increase in the cost of borrowing and (iv) since most 

municipalities today are poorly rated, and (v) most municipaldies face many borrowing problems (because of low 

credit ratings and financial problems), municipal bond banks could well be the only hope for these smaller "un- 

creditworthy" South African municipalities to ever access the municipal bond market. 

The bond bank, once established, could by means of pooled fmance pmvide the following functions: (i) it could assist 

and support local governments in South Africa to access the capital market in a much easier, and more successful way 

than would otherwise have been achieved, (ii) it could provide various forms of technical assistance, training and 



support to municipalities, regarding municipal creditworthiness, municipal finance, the municipal credit or bond 

market, debt issuance etc. 

4.9.2. Possible @emtion and Fun& of a BondsrmR in South Africa 

The proposed bond bank's primary function would be to assist South Afiican local governments with infi-astruch 

finance. Any South &can municipality therefore, that has difficulty in financing capital improvement projects or 

infulstructure such as schools, water and sewer systems, andlor public buildings could approach the proposed bond 

bank for help. 

Large metropolitan municipalities in South Atiica generally do not have a problem accessing capital for infrastructure 

purposes, and currently borrows most of its money from INCA and the DBSA. These municipalities would have no 

problem in accessing the bond market, if, and when it reemerges, but the problem lies with small and medium sized 

municipalities, which usually find it much more difficult to access the capital market. These municipalities are not so 

fortunate. 

Bond banks would especially contribute to these small and medium sized municipalities, which infrequently or 

irregularly issues debt because of the following reasons: 

Firstly, smaller municipalities in South A&ica have much more constraints, infrastructure backlogs, improper 

service provision and are generally much needier. 

Secondly, most South a c a n  municipalities lack knowledge of fmancial markets and bond markets, they do 

not have qualified or educated staff to assist them in accessing these markets, and they have limited finances. 

Hiring professionals that do have the necessary expertise is expensive. Smaller municipalities usually suffer 

fmancially and to put an extra financial burden on them regarding municipal bond market access is inadvisable. 

O Thirdly, the greatest impediment South Afiican municipality's face, when compared to the underlying 

strengths of the United States municipal bond market, is the fact that South A&ican municipalities are seldom 

creditworthy, since they have low bond ratings, lack investor familiarity, they lack proper fmancial information 

vital for disclosure, and many of the municipalities today experience great fmancial difficulties. 

Lastly, the process of hiring an investment bank to float a small amount of what will be an illiquid, and 

possibly un-rated debt issue, can sigruficantly increase the cost of borrowing for municipalities and would not 

be economically feasible. 



Therefore, it is evident that South African municipalities experience major disadvantages in the capital market. They 

have limited (if any) access to municipal debt and investors and lenders do not have a market appetite for municipal 

bonds because they are sceptical and feel that municipalities must iirst prwe themselves aeditworthy. 

The l?amework which government pmposed for municipalities to access the bond market involves direct access via 

bond issuance. By using the United States' municipal bond model as a background comparison, it is evident that South 

Africa municipalities lack the number one requirement - municipal creditworthiness - that is necessary for this 

6amework to work. Since most municipalities in South Africa are uncreditworthy and since only a handful of South 

A6ica municipalities currently have the necessary requirements to access the capital market via bond issuance, and 

given the fact that the municipal finance situation continues to deteriorate, it wuld take years for South Africa to see 

the long awaited municipal bond market redeveloped. 

Government could solve this problem through the pmposed bond bank, where the most important function of the bond 

hank would be to make use of "bond pooling." This process would involve the merging of a variety of bonds issued by 

different South A$iican local municipalities, into a single large bond, which wuld then be sold on the open market. By 

selling this large bond, rather than a bunch of smaller bonds issued by different South Akican municipalities, could 

lead to all of the bond bank advantages that were mentioned above. 

Another great advantage of such an intermediary for South Africa could be that this one institution could single- 

handedly change and reduce all the unknown anticipation and investor uncertainty within today's unEvniliar municipal 

debt market environment. The one or two aeditworthy municipalities in South Africa that would have faced the risk of 

entering this unstable market alone, need not explore this unfamiliar territory by themselves anymore. By making use 

of the "pooling" mechanism via the pmposed bond bank, a few municipalities can share this risk. The proposed bond 

bank could therefore act as a forenuming soldier in a battlehld. If it could manage to destroy the uncertainty and if it 

could victor this current unfamiliar territory, it could leave a place for all other market players to get involved in the 

market, simply by restoring market interest 

4.9.3. Advantages South Afrim Could Enjoy By Making Use of the Pqwsed Bond Bank 

The advantages that South A6ica will gain by making use of the proposed bond bank - if structured and operated 

correctly a~ endless. For the purpose of this study, these advantages are divided into two types, (i) the advantages 

bond hanks could offer municipalities in particular, and (ii), the advantages bond banks could offer the entire market. 

Most advantages that bond banks wuld provide municipalities include better access to the municipal bond market, 



credit provision to smaller municipalities, lower costs of issuance, simplification etc. Most of these advantages were 

already mentioned above. This study will now discuss the advantages that bond banks wuld offer the entire market. 

4.9.3.1. The Advantages Bond Banks Could weer the Entire Market 

a) The Bond Bank Could lncmase Municipal Bond Market Liquidity 

The proposed municipal bond bank could sell its bonds on the national market and could then utilize the proceeds 

of its sales to purchase the bonds qf other municipalities, thereby providing these municipalities with the funds for 

their capital, or infrastructure projects. As municipalities pay principle and interest to the bond bank on their debt, 

the bond bank wuld use these payments to pay the debt to their bomlholders thereby improving market liquidity by 

increasing the volume of trading. The larger bond issues would amact buyers who are interested in large pmhases, 

that could create a wider distribution of fixed costs through economies of scale, and this could broaden the demand 

of municipal bonds on a national level. 

One other alternative the bond bank could use is to buy back bonds h m  current holders, and then to resell them on 

the secondary market. The bond bank could fulB this function by, either serving as its own market maker, or 

another financial institution wuld pay the bond bank to perform such a service. By doing this one of the major 

obstacles in the South Afiican municipal bond market, namely the issue surrounding liquidity because of an 

insulXcient trading volume, could be limited, both for the primary, and secondq market. When designating a 

market maker the intermediaty institution like this, could also potentially overcome the scale problem by pooling 

demands for financing, and by fmancing them through a single large bond issue (see bond pooling). 

b) The Bond Bank Couldlncmwe Market Compelrtron 
. . 

By "pooling" multiple municipalities' borrowing needs together, municipal bond banks wuld be able to offer 

larger debt issues, which typically make the primary market offering more competitive. With more competition in 

the primary market, one could expect the price of the bonds to rise and the municipality's debt servicing cost to 

fall. 

c) Bond Banks Couldlnbvduce and Stnrdure Credit Enhancement Mehankm 

The bond bank wuld introduce, and could structure credit enhancement mechanisms, like bond insurance, 

securitization and other divemitication and transfer measures to the South Aiiican market - which wuld only work 

in the case of an expanded and diversified pool of issuance. 



d) The Liability of the BondBanh Regarding MuniLipolDefoult Could Rvted the South Afrimn Government 

Bond bank bonds are the bond bank's responsibility to repay, not the governments. This means that the South 

African government would not be held liable for any municipal default This wuld be a great motivation for 

govemment and it w d d  encourage the South &can government to support, and to get involved in the 

development of such a bond bank. 

e) Municipalities Could Gain a Mzgher Risk-Return Trade-off 

Municipalities in South Afiica have low credit ratings, and many are not creditworthy. One of the basic ideas of 

diversification is that whenever the returns of individual securities do not perfectly correlate, the risk of a portfolio 

of these securities reduces. This same idea w d d  be applied to the "pooling" and reselling of bonds 6om multiple 

municipalities. Because of the fact that the economies of most South African municipalities differ, and because of 

the scepticism within the market, the risk of the overall portfolio of bonds fiom South %can municipalities could 

have a better risk return trade-OK and this could result in lower costs of capital, if bond banks bonds instead of 

ordinary municipal bonds are used. These savings w d d  be passed on to the different borrowing municipalities. 

fi Municipal Assistance and Tmining 

Acwrding to Glasser et al. (1998:57) some municipalities, because of the small size of their f m c i n g  needs, their 

inability to do the analysis and planning necessary, or because of their inability to speak the language of the capital 

markets, still cannot gain access to the private credit market. This gap could be bridged by assistance and training. 

This study divides assistance and training into two separate parts. Fitly, technical assistance and eaining could 

assist municipalities in becoming more creditworthy, by providing them with information on how to increase the 

reliability of their financial information, their capital planning information, information on how to increase 

effective management, and by asswing financial viability in order to ensure achieving the most sustainable capital 

6nance system. Secondly, and most importantly, financial assistance and training in order to increase capital 

market acxss assistance (especially for smaller municipalities). This would be one of the most important functions 

of the proposed bond bank in South Aliica. 

According to Glasser et al. (1998:59) technical assistance and training, which assist municipalities to become more 

creditworthy, is the categoq most likely to efficiently increase private sector capital investment, least likely to 

result in crowding out and least likely to incur moral hazard risk. Technical assistance and training could aid 

municipalities in accounting and budgeting, by identifying capital investment projects, by analyzing capital 

investment projects, operating and managing facilities andor by wllecting and disbursing funds. 

The measure of creditworthiness of any municipality correlates positively to investor interest. If South African 

municipalities are educated and assisted to improve their creditworthiness, it wuld have a profound effect on the 
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number of investors and ihe quantity of investment capital. This could directly contribute to an increase in demand 

for municipal bonds and could reactivate the municipal bond market. 

Technical assistance, which assists municipalities in becoming more creditworthy, is not the only solution. 

Municipalities also need to improve their fmancial assistance through providing access to the capital markets in 

order to obtain funds for infktmcture development. Providing municipalities with the necessary fmancial 

assistance will be the most important function of the pmposed bond bank in South Afiica. 

The South Afican m i c i p a l  credit or bond market experienced major transformation during each of the local 

government transition periods. Each period was characterized by many factors that contributed to the municipal credit 

market situation South Afiica experiences today. The most important obstacle in the way of municipal bond market 

development is the un-creditworthy state of most South Atiican municipalities. This situation would first have to 

improve before municipal borrowing is undertaken in South Afiica, since no investor would substitute a high potential 

investment for a risky municipal bond investment. 

One solution to all of this c d  be if South Afiica reduces the municipal credit risk through certain credit enhancement 

mechanisms. Not only wuld these credit enhancement mechanisms bring additional investment within the municipal 

sector, but it wuld also aid municipalities in accessing the long awaited municipal bond market. When one considers 

and compares all the different credit enhancement mechanisms, such as government lending, grants, subsidies, 

guarantem, interception of intergovernmental transfers etc., it becomes apparent that the most effective credit 

enhancement technique, which pmvides the most advantages, would be making use of a special purpose intermediary. 

Although two types of intermediaries are available within the South M e a n  market, they only borrow to larger urban 

municipalities. The majority of smaller much needier municipalities in South A6ica do not have any hope of ever 

accessing the capital market via municipal bond issuance, or via the direct access method which government pmposed. 

Our country needs special step down transformers. The United States have also experienced this problem, and 

successhlly solved it by making use of a concept called "bond pooling" via municipal bond banks. This aim of this 

chapter was to discuss the different credit enhancement options, the bond pooling concept via a proposed municipal 

bond banks, with the sole purpose of proposing this same intermediary for South Afiica. 



Chapter 5 

Conclusion 

5.L Zntmduction and Conclusion 

South Aiiican municipalities today hce enormous challenges. Not only are they faced with severe ~as t ruc tu re  

backlogs, increased service provision and deteriorating municipal finance, but they also have to pmvide certain 

constitutionally assigned municipal services to all citizens. These services, which include water, sanitation, electricity, 

and waste disposal, are essential for the basic needs of all citizens in South Aiiica, and contribute greatly to local 

economic development. The problem South Afiican municipalities face regarding this is that they neither have the 

necessary revenue to supply these services, nor the necessary infrashucture to support these services. In order not to 

cause further deterioration of municipal service provision, additional municipal infrashucture investment is needed. 

Additional inftastructure investment can come h m  various sources, but the ultimate goal which government wants to 

achieve is to ensure the flow of private finance or private capital to the municipal sector. This can be achieved either 

through issuing municipal bonds, or by providing bank loans to municipalities. In the past, South African 

municipalities have borrowed extensively h m  the private sector by using both these methods. They issued municipal 

bonds and they made use of loans, but today the situation surrounding private finance is changing. Although private 

lending has continued throughout the transitional phase from 1994 to 2000, there has been no new private lending to 

local government in South Afiica recently. Private 6nance stagnated, and the long-term debt market - which is 

especially critical for providing fmancial resources for municipalities for investment in infrastructure that is critical to 

both economic and social development (water, electricity, mads and waste) - has stagnated. 

Only a limited number of new municipal bonds was issues recently, and only a few of the previously issued municipal 

bonds do trade. Although the private sector continues to be an attractive option for financing infrastructure, it remains 

untapped. The municipal market in South Aiiica today, is only concentrated among a few lenders and larger urban 

municipalities. The majority of the private investment community draws back h m  the municipal sector, and access by 

municipalities to private capital is becoming harder. 

The residual credit market in South AJiica is largely an intermediate one, where banks and- other financial 

intermediaries hold most loans. Government wishes to see this market supplemented by the development and 

expansion of a securities market, or a "bond model" that lowers the cost of capital to the municipal sector. This market 
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will imply that municipalities (usually the larger ones) issue debt in the form of bonds, which then trade in the 

secondary market To encourage this, government in South Africa designed the main elements of a municipal debt 

market necessary to support such a framework. Not only will this framework promote the emergence of a vibrant and 

innovative primary and secondary market for short and long-term debt, but it wuld also support the growth of a market 

for other forms of debt i.e. bank lending. The only pmblem regarding this framework seems to be the effectiveness this 

framework would have in stimulating bond issuance by municipalities given today's municipal fmancial situation. This 

study addressed this pmblem. 

To acbieve this, the fmt objective accomplished was to investigate the function and operation of municipal bonds, and 

the municipal bond market and to examine the underlying requirements and strengths of this U.S. municipal bond 

market, in order to use it as a background, and comparison to the South AGican municipal bond market situation. One 

of the fmt things that became apparent regardmg this is that in a market such as that of the United States, where capital 

market access is achievable thmugh municipal bond issuance, a few essential things have to in place fust before. 

municipalities issue bonds. When one considers the underlying strengths of this market, one of the most important facts 

is that US. investon are familiar with the municipal bond market, and they have confidence in the municipalities' 

abilities to repay their interest and principal. If municipalities are able to pay back their interest and principal, they are 

generally considered creditworthy. To remain creditworthy municipalities need to have three things in place (i) 

adequate revenue that supports borrowing, (ii) reliable financial information, which is necessary for public disclosure, 

and (iii) proper credit ratings. By identifying this, this study fully accomplished its first objective. 

The second objective this study set out to achieve was to create an understanding regarding municipal credit, the two 

models the municipal credit market rely on, the remaining municipal credit market in South Afiica, its function and 

shucture, and the relevance thereof to the primary problem of this study. 

The municipal credit market consists of two models, a municipal bond model, and a municipal lending model. The 

municipal bond model implies a market where municipalities issue municipal bonds to finance inGastructure via direct 

access to the capital market and the municipal lending model implies a market where municipalities makes use bank 

loans to finance infrastnrcture via hancial intermediaries, thereby accessing the capital market indirectly. What 

became evident is that the remaining credit market in South Afiica is an intermediate one, with the two most important 

market players being INCA and the DBSA who together held more than halfof all municipal debt in 2001. 

The relevance of all of this to the primary problem of this study is because the indirect access method is inconsistent to 

that which government wishes to achieve, it remains one of the largest obstacles in the development of a South Afican 



municipal bond market. As have already been mentioned govemment wishes to achieve market access via municipal 

bond issuance rather than indirect market access trough intermediaries, which is currently the case. 

After this study successfully reached this objective, it achieved the third objective, which was to investigate why the 

previous municipal market collapsed, and to determine the current ability of municipalities to access the municipal 

bond market. What became evident was that one of the greatest factors that contributed to the collapse of the previous 

South Afiican municipal bond market was investor uncertainty, which resulted because of the inevitable local 

government transition period at that time. 

The fourth objective this study accomplished was because it successfully identifled and proposed certain critical 

requirements that need to be in place first before the municipal bond market wuld reemerge successfully, given all the 

factors prevalent in the current South Afiica market place. What became evident was that South Afiican municipalities 

today experience great fiscal and fmancial constraints and they face major revenue collection and outstanding debtor 

pmblems, which resulted in inadequate revenue to support bmowing. Together with this, the fmancial information of 

most municipalities in South Africa - which is imperative for public disclosure - is usually absent, late or unreliable, 

and lastly only five municipalities in South M c a  currently reported having credit ratings. All three these elements are 

important to ensure municipal creditworthiness - the greatest market strength underlying the municipal bond market. 

Because of the fact that most municipalities in South Afiica today lack this very essential requirement, the ability of 

municipalities to access the capital market via bond issuance, is dubious. 

The second last objective this study set out to achieve was to iden* the greatest limitation currently in the way of 

municipal bond market development in South Aliica, and to introduce certain solutions government could use to 

decrease the effect of this limitation It is obvious 6om all the facts mentioned above that the uncreditworthy state of 

most municipalities in South A6ica is currently the single greatest obstacle in the way of municipal bond market 

development. If South Afiica wishes to achieve a successful and effcient way to reemergence the municipal bond 

market, via bond issuance, it would have to reestablish municipal creditworthiness though reducing the credit risk of 

most municipalities. One way to reduce municipal credit risk wuld be by making use of credit enhancement 

mechanisms. 

The last objective of this study was to compare all the possible credit enhancement solutions in order to pmpose the 

most effective credit enhancement mechanism that government wuld use to overcome the "uncreditworthiness" 

obstacle, given all the information that was obtain during the course of this study. 



This study achieved this objective by introducing all the di£€erent credit enhancement mechanisms. These aedit 

enhancement mechanisms includes government lending, government grants, government subsidies, government 

guarantees, interception of intergovernmental transfers, municipal bond insurance, bank letters of credit, making use. of 

special purpose intermediaries. Although many special purpose intermediaries exist in the world today, this study only 

discussed one of the most frequently overlooked methods, namely the bond bank. What became apparent is that in the 

light of all the information given regarding these different aedit enhancement mechanisms, and regarding all the 

information about municipalities in South Africa it seems that the municipal bond bank wuld well be the only 

workable solution effectively used in the re-activation and stimulation of a long desired municipal bond market. 

A bond bank is an agencies created by some states in the United States to buy entire issues of bonds of municipalities. 

The purchases are f m a n d b y  the issuance of bonds by the bond bank. The purpose is to provide better market access 

for small, lesser-known issuers via a process known as bond pooling. Bond pooling involves a principle where a few 

small municipalities pool their issues together to create one large bond pool with numerous advantageous. 

The conclusion of this study is that larger municipalities in South Africa would have no problem accessing the 

municipal bond market directly, through government's proposed framework of municipal bond issuance, but the 

majority of the smaller much needier, uncreditworfhy municipalities in South Africa still face a problem. These 

municipalities would find it diffcult to access the municipal bond market. One solution to the problem wuld be if the 

smaller poorly rated municipalities started making use. of a municipal bond bank, similar to the municipal bond banks 

in the United States. The proposed bond bank besides providing access assistance to smaller municipalities to the 

capital market could also provide certain technical assistance and trainimg concerning the municipal bond m d e t ,  bond 

issuance, the role of municipalities in this market, and municipal creditworthiness. Since most South Aliican 

municipalities do not have the necessary requirements to access the capital market via the direct bond issuance method 

proposed by government, accessing the capital market indirectly through a bond bank could prove to be more effective. 

This way South Africa can also achieve two very important market strengths of the United States' model namely (i) 

investor confdence in the market, and (ii) the assistance of fmancial intermediaries. 

The conclusion of this study is that government could do better by establishing a bond bank that (i) could eliminate or 

reduce the greatest obstacle in the way of municipal bond market development (namely the un-creditworthiness of 

municipalities) and (ii) could provide capital market access to all municipalities. Although the bond bank wncept 

might work, and although it may seem rather favourable as a solution to local government access to capital in South 

Aliica, it will remain risky. Establishing such a proposed bond bank for South Africa would be very costly, and if not 

operated and managed correctly, it could result in major fmancial Losses for the. country. Bond banks in the United 
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States each developed differently, based on its statutory mandate, political backing, state financial support, local need 

and other factors. Because of this, the composition of operation, function programmes, and programme structures of 

each bond bank are markedly different from one another. 

In the case of South Atiica, the proposed bond bank, although similar in various ways to that of the U.S. would have to 

be uniquely structured, functioned, managed, and operated, to reflect the South African municipal and financial 

environment. To adopt this model and to make it fit into the South AJiican environment, this model would have to 

undergo various changes. 

Some of the questions that might arise when deciding on such a possible bond bank for South Africa could include any 

of the following: 

*:. The form of umbrella or governing body of the proposed bond bank. 

*:* The role local govemment would play in all of this. 

* Whether or not an existing commercial bank should llfil this function. 

*:* Should a new more closely government related entity, perhaps through the Local Government Department, 

undertake the role of the umbrella? 

0 Should issuers of bonds or makers of loans be created to fulfil this function? 

8 Should a private entity like that similar to INCA undertake this mle, with the additional advantage of creating 

competition within the new municipal bond market? 

*:+ Will the national govemment undertake even a minimal effort to regulate the local government credit by using 

a moral obligation make up provision or a reserve fund model for loans of bonds? 

.:. What would governments' opinion be regarding this? 

.:. Would the government offer direct fmancial assistance such as credit enhancement (e.g. in the form of debt 

positions or guarantees), and would govemment provide interest rates at or below market rates? 

Other questions and important elements surrounding the bond bank might include: 

.:. The stnwtural and regulatory conditions needed to establish the bond bank need to be defmed. 

O The elements of public support (such as central capital grants or subsidies) initially neededlacceptable to assist 

the bond bank intermediary in leveraging their equity resources through bond issuance on private credit 

markets need to be defmed. 

O The strategic objectives and main institutional factors of the bond bank need to be defmed. 

+ The different products ranges (loans, guarantees, equity participation, technical assistance, advice, and pooled 

fmance ex.) offered by the bond bank need to be defined. 



03 Operational features including guidelines for portfolio diversifxation amongst sectors/bomwers need to be 

defmed. 

-3 The main fmancial parameters related to bond banks W i n g ,  lending, and product-pricing policies need to be 

defmed. 

5.3. Further Areas of Study 

One very important aspect that government should take into account, before South Afiica adopts this process of pooled 

fmance via a financial intermediary such as bond bank, is that the whole process needs to be very carehlly researched 

and analysed, to address the uncertainties identified in the recommendation. International aid and experience should be 

consulted regarding this specific issue. More can also be done to address the financial and administrative problems that 

municipalities in South Africa are facing. 
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