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Executive Summary

A recent analysis undertaken by the Urban Institute (UI) for the Republic of South
Africa (RSA) and the United States Agency for International Development (USAID)
identified a number of constraints on attracting private investment into the South
African local authorities. According to figures provided by the South African
Reserve Bank (SARB), approximately R9 billion of local authority bonds is held by
South African investors. Much of this debt was issued prior to 1989 when
prescribed asset allocations were still in force, and institutional investors were
mandated to purchase this debt. Furthermore, the central government of South
Africa provided implicit guarantees of local authority debt.

Over the past decade, local municipal governments experienced some significant
degree of financial stress. However, the amalgamation process has placed sharply
increased financial stress on local authorities during the past two years. This has
resulted in strained municipal budgets and a small but increasing rate of local
government defaults and near-defaults. Subsequent to South African elections in
1994, the central government made an official determination that it does not
guarantee local authority bonded debt.

Presently, there are few new local authority bonded issues being originated and
little of the already issued local authority bond issues are being traded. A more
robust primary market for local authority short-term debt remains, although there is
no evidence of trading in such instruments. In contrast, private sector short term
debt instruments such as bankers acceptances do trade actively.

INCA is one exception to the prevailing pattern of stagnation in the long term local
authority debt market. INCA has successfully floated its own senior debt and
originated loans to localities (transactions executed as local authority bond issues
purchased by INCA). INCA's own debt does trade albeit infrequently.

In view of the magnitude of local government debt outstanding, and the estimated
medium term future infrastructure financing requirements estimated at R170 billion,
there is an urgent need to stimulate the primary and secondary municipal credit
market(s). This report presents the main findings of the Urban Institute's
examination of the South African primary and secondary debt markets. At the
request of INCA, and with the sponsorship of USAID and its contractual relationship
with The International Resources Group, the Urban Institute under the direction of
George Peterson organized the team of Thomas Cochran, Michael Schaeffer, and
Kenneth Von der Heiden to assess the current state of the South African municipal
debt markets and recommend actions which could be taken by INCA or others to
stimulate a more active market. The team was asked to give particular emphasis to
providing "assistance to INCA in the creation of a Secondary Municipal Bond
Market. "This report examines current obstacles to primary and secondary market
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municipal credit activity and presents recommendations to stimulate additional
activity in these markets over the short, medium, and long terms.

Sub-sovereign governance and finance issues are by their nature diffuse and
typically do not capture or consistently hold the attention of powerful decision
makers. Nonetheless, a great deal is at stake in improving South African sub
sovereign governance and finance. The South African Constitution vests such
substantial power and responsibility at the local level that the ability of the public
sector to deliver on the promises of the post-apartheid era rests heavily on the
shoulders of local government. Failure to perform at the local level would prove
disastrous to the new South Africa.

Principal Findings

Our principal findings and recommendations can be summarized in four broad
categories, as follows.

First, there is some objective evidence that at least certain sub-sovereign credit
characteristics (e.g., local tax and fee collection rates, need for short-term
borrowing to smooth cash flows, etc.) are continuing to deteriorate in much of South
Africa, despite sustained central government attention and increasingly rigorous
collection efforts encouraged by the RSA. For example, nonpayment rates for taxes
and user fees have steadily increased over the last year for all large, medium and
small municipal categories. As of June 1997, small municipalities have the largest
percentage of tax and user fee arrearage. These non-payment rates now stand at
38.2%, followed by medium and large cities at 31.7% and 28.7%, respectively. Due
to the general increase in total customer billings and increases in service price
levels, total collected revenues have increased. In general, the incremental
increase in user fee receivables has expanded at a faster rate than the incremental
increase in revenues. However, it should be noted that these are aggregate data
and there are municipalities which have substantially lower non-payment rates than
the averages.

Most of the investor community remains anxious and skeptical about the willingness
and/or ability of most local public borrowers or prospective borrowers to pay debt
service on long term obligations. Hence, there can be only modest improvements
in the primary and secondary markets for local authority debt until the fundamental
building blocks of a sound and stable sub-sovereign public finance system have not
only been conceived but put effectively into place. The conceptualization and
design process is well-advanced, but implementation is still at an early stage. The
fundamental skepticism currently characterizing the investor community responsible
for the near grid-lock. in the primary and secondary markets is not likely to subside
until this process is far more advanced.
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Second, in South Africa as in most places around the world, primary and secondary
markets are so mutually interdependent that any action which helps or hurts one will
almost certainly help or hurt the other. Key government decision-makers seem
keenly aware of the relationship between the heath and stability of the overall
system of local public finance and the ability of primary and secondary capital
markets to finance much of the infrastructure investment required by a citizenry with
high expectations. Dramatic indications of the government's understanding of this
and related issues include the national and provincial governments' forceful and
initially successful intervention in the Johannesburg debt crisis. This strategy may
have avoided the appearance of a sovereign guarantee and thus strengthened the
developing hard credit culture among local authorities throughout the country.

Equally significant, but not as well understood among investors and others are 30
other interventions of the National Intervention Program which have resulted in
corrective instructions being issued by provincial Members of the Executive Council
(MECs) responsible for local government to local authorities which were found by
Project Viability or through other means to be in some degree of financial distress
due to mismanagement and/or other problems. The National Intervention Program,
an RSA initiative developed over the last two years, has reportedly completed an
additional 70 management audits and assisted MECs in drafting instructions which
are to be finalized and sent to local authorities by the end of 1997. The team vtews
this record of monitoring, problem identification and initial steps back toward sound
management as being very favorable signals about the future of South Africa's local
debt markets.

Third, it is likely to take up to two years before the critical elements of a sound sub
sovereign public finance system can be put fully into place and shown to function
properly. Current plans call for some vital components to take even longer, e.g., a
multi-year phase-in of the critical intergovernmental transfer formula. The need for
this new formula to be fully implemented as speedily as possible is urgent.

During this transition period, certain steps can be taken by INCA and/or third parties
to increase the liquidity of INCA's own senior debt obligations. This, in itself, is
important because INCA is already both a primary and secondary market
participant; increased liquidity in INCA bonds is itself increased market liquidity.
INCA can sWiftly build its portfolio of investments through improved primary
transaction origination, secondary market purchase and/or swaps, and potentially
other means. Improved marketing and application procedures, a more predictive
credit evaluation modeling capacity, use of new forms of structural and legal risk
mitigation, increased use of revenue bonds, and use of serial bond structures for
both INCA's and the borrowers' debt structures are among the methods INCA can
employ as it builds and maintains the credit strength of its portfolio.
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Fourth, other steps can be taken which may improve the activity and liquidity of the
broader sub-sovereign market in the near term. These include such actions as
requirements that the valuation of securities held in portfolios be done on a current
market basis (usually referred to as "mark-to-market" requirements), improved
disclosure of holdings by all classes of institutional investors, and improved
information flows to all sub-sovereign market participants. These improvements are
likely to assist INCA's own liquidity as they increase the level of activity and liquidity
of the broader market. Perhaps more importantly, they will help prepare the way
for a far more vibrant market once the building blocks have all been put into place
and are functioning effectively.
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Introduction

South Africa's parastatal and private infrastructure capital markets are
sophisticated, demonstrating relatively active primary and secondary market
characteristics1

• However, the same level of sophistication and liquidity is not
evidenced in the municipal bond market.

According to figures provided by the South African Reserve Bank (SARB),
approximately R9 billion of local authority mid- to long-term bonds are held by
private South African institutional investors. Much of this debt was issued prior to
19a9 when prescribed asset allocations were still in force, with institutional
investors mandated to buy this or other government debt. Furthermore, the central
government of South Africa provided implicit guarantees on the local authority (sub
sovereign) debt. Approximately, one-third of the R9 billion in local authority bonded
debt is held by South African banking institutions with the remaining two-thirds held
by pension funds and insurance companies.

Recent analysis undertaken for the RSA by USAID, The Urban Institute, and the
International Finance Corporation (IFC-World Bank) among others have identified
a number of constraints in attracting private investment to local authority debt. As
local governments amalgamate and reorganize into newly democratic entities which
strive to extend services to a much larger constituency, they have experienced
sharply increased financial pressure. This has resulted in strained municipal
budgets and a small but increasing rate of local government defaults or near
defaults. Subsequent to South African elections in 1994, the central government
determined and communicated to the investor community that it will not guarantee
local authority bonded debt. For these and other reasons, most of the local
authority bonded debt is not traded, and little primary market activity is occurring.
A more robust primary market for local authority short-term debt continues in the
form of overdrafts, bankers acceptances and other instruments. This primary market
is growing, although there is no evidence of trading in such instruments.

The Infrastructure Finance Corporation ltd. (INCA) is one exception to the pattern
of stagnation in the local authority long term debt market. INCA is a unique
institution in the team's experience in that it is a wholly private entity established
to on-lend to local authorities to finance municipal infrastructure projects. INCA has
successfully floated its own senior debt and originated loans to localities
(transactions executed as local authority bond issues purchased by INCA). Finally,
INCA's own debt does trade, albeit not in as great a volume as many market
participants would prefer. Still, according to BESA, INCA stock was the 6th most
active institutional stock on the exchange.

I Parastatals include Eskom. Telkom, and Transnet.
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A number of strategies are currently underway to assist in the development of the
local bond market including the efforts of INCA. At the request of INCA, and with the
sponsorship of USAID and its contractual relationship with The International
Resources Group, the Urban Institute organized the team of Thomas Cochran,
Michael Schaeffer, and Kenneth Von der Heiden to "provide assistance to INCA in
the creation of a Secondary Municipal Bond Market."

Specifically, the team:

• Reviewed the existing municipal capital finance system;

• Analyzed the risks and rewards of stimulating the secondary market;

• Identified the key market mechanisms;

• Provided suggestions for overcoming municipal debt market stagnation; and,

• Provided suggestions for INCA in improving the sub-sovereign bond market.

The report examines the primary obstacles to expanding municipal credit market
activity (primary and secondary) in South Africa and explores options for INCA,
capital market regulators. and other parties to strengthen the local authority debt
market. An expanded version of this report, including specific business
recommendations to INCA, was prepared and submitted on a restricted basis to
INCA.

9
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1 Local Authority Fiscal and Debt Finance Overview

The amalgamation of previously separated areas over the past two years has
increased the geographic area and population which many local authorities must
serve. There has, however, been little corresponding increase in the tax base of
the newly amalgamated local authorities due to the impoverished and previously
under-served nature of most of the people brought into the expanded jurisdictions.
Service backlogs, deteriorating infrastructure, administrative inefficiencies, and
escalating accounts receivable have combined to place many local government
authorities under sharply increased financial stress. Perceived credit worthiness
has fallen and access to mid- to long-term debt has been sharply reduced.
Nonetheless, INCA and The Development Sank of Southern Africa (OSSA, (the
government's development finance agency now focused principally on
infrastructure development) still provide some capital market access for some local
municipalities.

The difficulties in municipal government finances have transcended the primary and
secondary municipal debt bond market. The following sections serve as a brief
overview of the current state of the municipal government finance system.

1.1 Structure of Local Government

South African local govemments are currently undergoing profound transitions. The
843 local authorities are experiencing a range of parallel changes to their political
and socioeconomic bases. In addition to substantial changes in municipal
government personnel, the structures, functions and operational and financial
responsibilities of municipal governments are continually and rapidly evolving.

South African local governments can be divided into two broad categories: urban,
and rural. Table I below, defines the various levels of local governments within
these categories. The two tier system consisting of a metropolitan council and
metropolitan local councils has been established for six metropolitan areas,
including: Greater Johannesburg Metropolitan Council (GJMC), Vaal/Lekoa
Metropolitan Council, Pretoria Metropolitan Council, Khayalami Metropolitan
Council, the Durban Metropolitan Council, and the Cape Metropolitan Council.

10



Source: Green Paper on Local Government, October 1997.

The former local government categorization scheme also remains in effect using a
number of factors to define local authorities including population, tax base, and
water hook-ups. Grades 10 -15 represent the largest cities in South Africa. Grades
6-9 and 0-5 represent medium size and small cities, respectively.

Despite the increasing fiscal difficulty under which local authorities now operate,
it is clear that the financial position of local government(s) contrasts sharply with
that of the provincial governments, specifically:

• the revenue/expenditure gap in 1996/97 was much smaller at the municipal level
(minus R 4 billion) than at the provincial level (minus R78 billion); and,

• provinces were able to finance only 4% of their expenditures with their own
revenues, whereas local municipalities were able to finance 90% of
expenditures from their own revenues.

'REV %
·'EXP

90%-548.043.0Local

Table II
enditures and Fiscal Ga

Provincial 3.2 80.8 -78 4%
National 147.0 96.7 50 152%
Total 193.2 225.5 -33

Source: FFC, July 25, 1997.

The figures presented in Table II lead to a number of observations, including:

1. the vertical imbalance between different spheres of government is considerably
greater between the national and provincial governments than between the
national and local governments;

2. in the case of the local government, the financial gap cannot currently be filled
by the provincial governments because of inadequate own-source provincial
revenues; and,

11
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3. the relative fiscal independence of the local municipal sector implies that the
local governments currently do not receive large predictable revenue sharing
transfers which can be used to secure municipal borrowing2

. Nonetheless, the
revenue streams may be substantial enough in some cases to provide a source
of risk mitigation (e.g. interception in the event of defaults).

1.2 Financial Status of the Municipal Sector

Chart 1 below illustrates the composition of the total public sector budget.
According to the recently released Green Paper on Local Government, the national,
provincial and local municipal budgets, exclusive of debt servicing, represent 28%,
35%, and 20% respectively of the country's total 1996/97 public sector R193.2
billion budget.

Chart 1
Total Public Sector Budget - (1996/97)

Debt Servicing
17%

Municipal Government
20%

National Budgets
28%

Provincial Budgets
35%

Source Department of Constitutional Development, November 1997.

Approximately 90% of municipal revenues consist of "own-source" revenues, taxes
and users fees raised at the local level. The major revenue sources are property
taxes, and user fees services for electricity, water, sewerage, and solid waste
removal. Chart 2 on the next page, illustrates the principal income categories3

• The
largest amount of most local governments' income is generated by "trading
services", including: electricity (41 %), water (12%), and sanitation (8%). This is due
in large part to the historical role of municipalities as direct deliverers of services.
The surplus derived from the sale of electricity and water is an important source of
local municipal income. Property taxes provide about 20% of local government own
revenues. The payroll and turnover taxes levied by district and metropolitan
councils are an additional source of revenue, generating over R2 billion annually.

2 Potential future loan repayments will be tied far more closely to municipal own-source revenues than in many
other countries. This raises the importance of stable and transparent local tax and fee collection and sound
local budgetary management, as well as a stable intergovernmental operating and capital grant system.
) Chart 2 excludes capital funding, regional services and district council income.
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Estimated Local Government 1996/97 Income - R31.6 billion
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Water
12%

Property Tax
20%

Subsidies
7%

Other Income
12%

Project Viability (formerly Project Liquidity), ,operated by the Department of
Constitutional Development has monitored payment of rates and service charges
to local authorities since 1995. Project Viability mails questionnaires to 843
municipalities on a quarterly basis. The questionnaire's response rate is on
average between 75% and 85%. Table III provides Project Viability data on all
outstanding customer and taxpayer arrears, as a percentage of total scheduled
annual service charges and rates income. The table shows that for the local
authorities providing information over the entire period, average total outstanding
arrears (or non-payments) are approximately 27%. Non-payment of rates and
service charges has gradually increased over the past year.

~ Property tax administration issues which appear to require additional local municipal government attention
include but are not limited to: the basis of property valuation; the regularity of valuations; valuations in
informal townships; and property taxes in rural areas. Collections systems and their improvement - the most
urgent administrative issue readily visible to decision makers at all levels and to investors -- are inextricably
bound up with these less visible but equally vital administrative issues.

Electricity
41%

1.3 Outstanding Arrears

Two kinds of fundamental change now underway have serious implications for the
way that municipalities finance future operating and capital expenditures. The
amalgamation process has extended the application of utility rates and property
taxes into areas formerly excluded4 for all practical purposes.

Further, new electricity institutional polices imply that the utility "trading account"
surpluses enjoyed by general purpose local governments must be replaced with
some other form of revenue (e.g., utility excise taxes). For example, if
municipalities are no longer responsible for electricity distribution and thus unable
to charge user fees, local governments may find that 41 % of their revenues are in
jeopardy.



Table III
fPd' Ao

Source: Department of Constltu~onal Development, Project Viability October, 1996; and, June 1997.

utstan In rrears as ercent 0 Propert\ Rates and Service Charges
DATE ALL LARGE! MEDIUM' SMALLT

UNIClPAUTlES
June 1995 25.7% 26.8% 20.1% 29.3%
December 1995 26.8 27.7 22.0 30.3
March 1996 25.8 26.5 22.5 27.0
June 1996 28.3 28.1 28.7 33.0
Auqust 1996 26.6 25.9 28.7 38.2
October 1996 25.1 23.9 29.1 38.2
December 1996 26.5 25.6 30.0 36.3
March 1997 28.2 27.3 31.5 36.6
June 1997 29.4 28.7 31.7 39.7

Averaqe 26.9 26.7 27.1 34.3
..

Chart 3 below, shows steadily increasing arrearage rates for all three municipal
categories. As of June 1997, small municipalities have the largest percentage of
arrearages 38.2%, followed by medium and large cities at 31.7% and 28.7%,
respectively. Interestingly enough, after a brief dip in October 1996 arrearages for
large municipalities have shown a steadily increasing trend.

Chart 3

Outstanding Arrears As % of Property Rates and Service Charges
(June 1995 - June 1997)

40.0

35.0

Q)

30.0Ol
ltl-c:
Q)
(.)....

25.0Q)
a..

20.0

15.0
6/1/95 12/1/95 3/1/96 6/1196 8/1196 10/1/96 12/1/96 3/1197 6/1197

I...... Large -Medium -Small I

5 Grades 10-15.
6 Grades 6-9.
7 Grades 0-5.
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The figures presented in Table III probably understate the non-payment problem
for the nation as a whole, given the imperfect response rate for Project Viability's
questionnaire.

1.4 Intergovernmental Operating Transfers

In fiscal year 1996/97 approximately 76% of all government revenues were raised
at the national level. The remaining 24% of all government revenues were raised
at provincial and local levels. During the same period, the share of government
expenditures was approximately 43% national, 36% provincial, and 21 % local (see
Chart 4, below)8. The disjunction between tax assignment and expenditure
responsibilities has clearly defined the opportunity for a rational system of
intergovernmental transfers.

Chart 4

Percent Own Revenue and Expenditure By Level of Government
(1996/97)

80%

70%

60%

C
Q)

40%e
Q)
a.

30%

20%

10%

0%
National Provincial Local

1_% Revenue 0% Expenditure

According to the Ministry of Finance, the funds allocated from the national
government to the provincial government are easy to identify. Many of the funds
allocated to the provincial government come in the form of untied revenue sharing.
The funds allocated to municipalities by the national government are less
transparent to identify, especially when they are transferred through provincial
govemments. As a result, national government transfers to local governments are
not easy to quantify nor are they predictable. Until very recently, the earmarking
of intergovernmental funds through provincial governments was not a common

~ Department of Finance, Budget Review, 1997/98.
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occurrence. In terms of the interim period outlined by the LGTA and the
Constitution, there are virtually no obstacles to earmarking funds for local municipal
governments. However, it has been difficult to obtain reliable information on the flow
of funds to localities through the provinciallevel. 9

In the new budget system defined in the Constitution of 1996, funds to be allocated
to provincial governments are divided into "investigated" and "non-investigated"
functions by the Department of State Expenditure. Investigated funds are more
commonly known as "purpose" funds, directed toward health, education and
welfare. All other funds made available to provincial governments by the Central
Government are defined as non-investigated funds. These funds are made
available to the provincial government in lump sum form without any preconditions
of use. The non-investigated funds provided to Provincial governments includes
funds to be provided to municipalities for certain functions that the local authorities
must perform as agents of the Provincial government as well as for general financial
assistance to municipalities. The total level of non-investigated funds distributed
to municipalities depends on the Provincial government concerned.

Chart 5 below illustrates the total level of capital and operating subsidies given to
local government over the past three years. The figures supplied in Chart 5
exclude "agency payments" made to local governments for the performance of
contractually specified services, as well as bad debt provisions made by Eskom.
Intergovernmental transfer payments reached R5.9 billion in 1997/98, a 110%
increase from 1995/96 levels of R2.8 billion. Total subsidies for current local
authority expenditures have increased by an average annual nominal rate of about
6.6% over the past three years reaching R2.5 billion in 1997/98. Intergovernmental
capital spending transfers to local authorities increased by more than 4.5 times over
the three year period, climbing from R779 million in 1995/96 reaching R3.4 billion
in 1997/98. Briefly stated, intergovernmental operating budget transfers have been
declining in real terms, whereas intergovernmental capital spending transfers have
been accelerating over the past three years.

'i "Investigation Into the Row of Funds to Local Government". Ministry of Finance. July 1997.
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Chart 5

Provincial/National Government Transfers to Local Authorities
(1995/96 to 1997/98)
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The current state of intergovernmental transfers can be described as follows:

• The national and provincial governments are prioritizing intergovernmental
transfers towards capital spending rather than operating budget subsidies.

• Of the operating budget subsidies, fUlly 30% are directed toward health,
transport and social services.

1. 5 Intergovernmental Capital Transfers

A system of intergovernmental transfers providing funds for meeting the capital
costs of infrastructure for basic services, the Municipal Infrastructure Program
(MIP), has been designed by the Department of Constitutiona1 Development. For
the 1997/98 fiscal year, R500 million has been earmarked for the MIP. These
grants are expected to remain constant in real terms over the medium term. The
team was unable to determine whether these funds could be "leveraged" by using
them for debt servicing. This option deserves consideration.

1.6 Current Debt Market Overview

South Africa provides a relatively wide variety of public sector institutions and debt
opportunities. In comparison with other developing countries (Poland, Hungary),
South Africa has a relatively liquid and well-capitalized stock exchange, a
substantial domestic government bond market, a relatively liquid bond market for
parastatal companies (e.g. Eskom), and a substantial number of competing
institutional investment vehicles. However, its govemment debt sector is remarkably
limited for the size and nature of the South African economy.

17



Within the public sector, the National Government is the largest issuer of debt
estimated at approximately R350 billion. The other primary issuers of debt are
Eskom, Telkom, and Transnet. The RSA is used to benchmark all other parastatal
issues. The benchmark long government bond is the "R150". The R150 is the
consolidation of several RSA issues with the same fixed rate coupon of 12% with
similar maturities. Trading in the R150 alone represents about 30% of all trading
done on the Bond Exchange of South Africa (BESA). Table IV, below, illustrates
how much each issuer represents as a portion of the South African listed debt
market.

80.0%276.1RSA

Table IV
South African Bond Market as of June, 1997

r===i!IS~SUUEEiRr=F=~fNDMlRii:; DUrn ===.e='=;;if=o=rrA=.l=S=O=U=TH=;==i1
NS . CAN1DEBTMARKET

Eskom 23.7 6.9
Telkom 6.5 1.9
Transnet 18.1 5.2
Other10 20.7 6.0

Total 345.1 100.0%
Source: Bond Exchange of South Africa, Annual Report 1997. June, 1997.
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Directly under the Government debt in perceived credit quality come the parastatals
(Le. Eskom, Telkom, Transnet). The Republic of South Africa is widely understood
to directly or implicitly guarantee the outstanding debt of these parastatals under
a variety of different agreements. However, the central government has made it
clear that new parastatal debt will not carry a direct or implicit sovereign guarantee.

The third, and most thinly traded, tier of debt is the municipal or local government
authority sector. The amount of local municipal mid- to long-term debt stock in
private sector portfolios is estimated at R9 billion. There has been a serious
deterioration in the perceived credit quality of much of this outstanding local
municipal debt arising from the recent amalgamation of the outlying townships,
informal communities and other areas with the old established white municipalities.
Local authority bonds are held in institutional portfolios (insurance companies,
pension funds) and are rarely traded. 11

According to BESA, from July 1, 1996 through June 30, 1997 there were 11 new
listed bond issues introduced to the South Africa market through the exchange
including 5 by the RSA, 3 separate maturities in one issuance by INCA, 1 by the

10 The R20.7 billion figure includes an estimated R 9 billion in local authority debt as well as corporate debt.
11 The actual holdings of all institutional investors is difficult to determine. There is a substantial level of
secretiveness (or "'non-transparency") and reluctance to divulge holdings by the South African institutional
investor community.
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Landbank and 2 by Lesotho Highlands Development Authority. These issues
totaled R13 billion.

Within the commercial sector, there are apparently only two corporate bonds
currently outstanding, an issue by S.A. Breweries and the relatively small issue 3
maturity issue for INCA.

1.7 Local Authority Borrowing

The LGTA (1996) includes some specific rules with respect to local authority
borrowing. Section 10G(8)(a)(i) states "that a municipality may obtain money and
raise loans for capital expenditures...provided that the Minister of Finance
determine reasonable conditions and criteria to the raising of loans". This section
also requires that a resolution authorizing borrowings be supported by a majority
of all members of the local council. Specific debt conditions found in the LGTA
include:

• Loans for cash flow management purposes ("bridging finance") normally taking
the form of overdrafts or Banker's Acceptances (BAs) may only be raised by a
municipality in order to finance current expenditure in anticipation of receipt of
revenue in that particular financial year. The bridging loan may not be used as
a continuous or revolving credit.

• A municipality may not raise funds in a foreign currency or incur any liability in
a foreign currency.

1.7.a. Short Term Municipal Borrowing For Capital Purposes12 South
Africa does not currently have a matching grant structure under which local
authorities of limited fiscal capacity can have their own-source revenues (or
borrowing) matched by intergovernmental capital grants. As stated above,
the current practice is to finance capital projects either through government
grants or through the local authorities' own-source revenues supplemented
by near market-rate borrowing. Given the stagnation of mid- to long-term
municipal borrowing, many municipalities are now reportedly financing
investment from short-term lines of credit from local banks (generally at rates
of between 16-20%).13

12 In terms of section IOG(8)(a) a municipality may obtain money and raise loans for capital expenditure. Such
resolution requires a majority of all members of the local council. The Minister of Finance may determine
reasonable conditions and criteria with regard to the raising of loans by municipalities and as part of that
process may limit or disallow such loans.
13 Section IOG(8)(a) also echoes the provisions of Section 230(1) of the Constitution of the Republic of South
Africa. Act 108 of 1996. in that loans for bridging finance which includes bank overdrafts may only be raised
by the municipality during a financial year in order to finance expenditure in anticipation of revenue in that
particular financial year and not as a continuous and revolving credit
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Local authority short term debt to banks stood at almost R3.6 billion in
September 1997. This level of short term "overdraft" debt has increased by
193% since September 1996. The peak of the short term borrowing
occurred in June 1997 when local authority overdrafts hit R4 billion. The rise
in local overdrafts is further evidence that local authorities are finding it
increasingly difficult to manage their cash flows within their prescribed
bUdgets or that they are using their short-term debt to finance capital
projects (or, some combination of both). Discussions held with the
Department of Constitutional Development indicate that many municipalities
are failing to comply with the annual requirement that short term borrowing
for cash flow management be "cleaned up" by the end of each fiscal year.

1.7.b. Collateral The only form of collateral that the LGTA expressly forbids
is described in Section 10G(12), "No claim of any creditor or any municipality
may attach to or be paid out of the national revenue fund or attach to or be
paid by the national provincial government unless specifically and duly
authorized by such government." This clause appears to the team to be self
explanatory. But many local advisors have implied that this statement
means that intergovernmental transfer payments as a form of collateral--Le.,
voluntary intercept mechanism--are completely prohibited, as are bonds
backed by nationally collected revenues. The possibility of governmental
approval of the use of such mechanisms seems to be overlooked by many
observers and decision-makers.

It does not appear however, that a municipality is expressly forbidden from
using any other form of collateral (or revenue stream). Nonetheless, the
team was informed that it is not common practice to pledge specific property
or such other assets as user fee revenue streams as collateral. Any pledge
of specific collateral would likely reduce municipal credit risk because it
would eliminate the uncertainty in settling general obligation claims.
Furthermore, most lenders are including negative pledge provisions in their
debt agreements to prevent any future "double pledging" of specified assets.

1.7.c. Voluntary Intercept Arrangements The LGTA does not expressly
forbid the use of voluntary intercept arrangements by local authorities and
their creditors. It is not clear whether current local authority loan contracts
contain provisions requiring the municipality to establish special account(s)
for receiving revenues transferred to the municipality by the central
government. Under normal voluntary intercept arrangements, as long as any
debt service payments are still owed, the loan provisions would grant the
lending institution exclusive access to this account.14

1-1 Any loan agreement should be encapsulated in contract form stipulating repayment schedules and clearly
define each party's contractual obligations. It follows that the party whose rights have been breached may
enforce its ordinary contractual rights. This implies that the party would notify a defaulting municipality that it
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1.7.d. Debt Service Ratios An important measure of municipal
indebtedness is the debt service ratio, defined as the ratio of annual interest
and principal payments on debt to total municipal recurring revenue. A high
ratio suggests that a municipality has relatively little financial flexibility. The
LGTA does not place a hard ceiling on any local authority debt ratio.
However. in light of the fiscal deterioration of Johannesburg, there is a
heightened level of concern that some municipalities have placed
themselves at risk by taking on excessive debt (including overdrafts).15 The
Departments of Constitutional Development and Finance are currently
developing a draft document outlining potential municipal debt service caps
(or restrictions).

1.7.e. Revenue Bonds16 The "ring-fencing" of utility revenues and
dedicating future revenues as bond security, has not been used at the local
level in South Africa until very recently. However, interest in the general
idea of utility ring fencing has recently increased because of the widespread
attention given to the concept of municipal utility privatization (Le. Nelspruit's
water system). Municipal revenue bonds have not generally been employed
in South Africa although INCA is beginning to use the technique.

In many instances, there is a misunderstanding as to what is meant by
municipal revenue bond obligations. We define this form of municipal
borrowing as bonds secured by the revenue stream of a specific service
such as solid waste collection. The service itself remains within the general
sphere of the local municipal government. The credit quality of a specific
revenue stream can be reinforced by a general obligation pledge (double
barrel) of all other revenues and assets.

Opinions vary regarding the legal status of revenue bond financing. Our
discussions with numerous capital market, central bank, and government
officials indicate that there is a considerable amount of ambiguity about
whether municipalities can "ring-fence" the revenues from a particular
function within the municipal budget and dedicate future revenues for debt
service. The arguments regarding the legal foundation for revenue bond
obligations center on whether local authority councils have the legal right to
dedicate future revenue streams. Some of those interviewed felt that
municipal councils would always be free to tap the future (ring-fenced)
revenues for general budgetary purposes. The team found no provision in

is in breach of one of the conditions of the contract. and that a court order could be obtained to enforce the
obligation.
15 Data on South African municipal debt obligations and municipal debt service are not readily available.
There is no mandatory reporting of the information to the Department of Finance or the SARB.
16 See George Peterson and Priscilla M. Phelps. "Municipal Credit Enhancement in South Africa: Strategic
Opportunities for USAID" April 1997.
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the LGTA (1996) that explicitly overrides the general authority of the
municipal council. Others interviewed stated that the local municipal
councils could contractually bind itself and future councils to pledging future
revenue streams.

The consensus is that it would be prudent to clarify legislation and
regulations authorizing ring fencing of project revenues and the issuance of
revenue bonds, and specify the procedures that the local authority, council
and private investor must follow in doing so.

1.7.f. Privatization and "Asset Stripping" Among investors and others
there is considerable anxiety about the financial consequences of
transferring a local authority's assets (and their attendant cash flows) to the
private sector. The term "asset stripping" is often used to encapsulate this
concern. South African examples include the privatization and concomitant
transfer of water utilities and, to a lesser extent, retail electric power
distribution systems. At the present time, privatization is not prevalent and
hence has no perceived immediate impact on municipal balance sheets or
income statements. However, due to energetic advocacy of privatization by
some leaders in government and elsewhere there is a marked concern
expressed at all levels that financial asset stripping will negatively impact the
future financial stability of local municipalities.

Because some South African municipal general purpose budgets have been
heavily reliant on surpluses produced by municipal utilities, the issue of
"asset stripping" does pose a major challenge. The problem can be mitigated
only if municipal general purpose budgets end their reliance on surpluses
produced by municipal utilities. To do this, they must find new sources of
revenue and/or do a better job of collecting property taxes and other existing
revenues.

One practice regarded by many in the investor comrnunity as a form of asset
stripping - the sale and lease-back of physical assets - has now been
prohibited by specific legislative action.

One prudent measure which local authorities could take to clarify the status
of physical assets would be to clearly state in their financial statements and
budget which future revenue streams have been ring-fenced.
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1.8 Securitization

According to a section of a study provided by USAI017
, the South African market

has completed just two asset backed securities to date: a mortgage backed
security issue in 1991 by the United Building Society18 called MS1 01; and, a small
commercial company Sasfin (Asset Securitization Limited) - which did a modest
receivables securitization involving leases. In brief,

• MS101 was issued by the United Building Society (currently, ABSA Group) in
1990. The size of the issue was R250 million. The maturity is 2009. The
debentures were issued in two classes: Class A - R225 million was senior in
order of preference of payment of capital and interest; and, Class B - R25
million. Both classes carry floating interest rates. The United Building Society
undertook this issue in order to test the South African capital market's appetite
for securitization. The primary investors were Sanlam Liberty Life and Old
Mutual.

• Asset Securitization Limited (Sasfin) Sasfin Asset Securitization Limited
issued a 20 -year R30 million debenture in 1991 backed by lease agreements
which had been held on the books of a company known as Sasfin Limited. The
interest rate on the debenture is floating and is paid quarterly. The rate is
adjusted once per quarter. Sasfin Limited is a lease company providing credits
to small and medium sized businesses for the purchases of machinery and other
equipment. The debentures had the benefit of credit enhancement from the
Credit Guarantee Insurance Corporation of Africa Limited (CGIC). CGIC's
cover in this securitization was to underwrite the full risk of failure of the end
users of the lease agreements to pay on the installment agreements up to R12.5
million of the R30 million issue amount. Based on the quality of the collateral
and credit enhancement, the debentures earned a South African in-country
rating of "AA" from Republic Ratings. Since 1991, Sasfin has issued additional
securitizations for R30 Million in 1992 and R8 million in 1997.

These two issues ''tested the waters" to determine the SA capital market's
understanding and appetite for securitizations. Several lessons were drawn from
the these two issues that resonate through SA financial community. These lessons
include:

• The investors that purchased these bonds did not have a good understanding
of the underlying structure of the securities that they purchased. The securities
were purchased on the basis of the reputation of the underwriter and on the
underlying yield of the offering.

17 Abt Associates study examining mortgage securitization done in conjunction with the National Housing
Finance Corporation
18 The United Building Society is currently known as the United Bank and is part of the ABSA Group.
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• Investors found that that both debentures were relatively illiquid due to their
small size.

• In the case of MS101, transaction costs were high as the mortgages had to be
registered, and thus incurred stamp and other transfer duties. The transfer
costs were significantly lower for the Sasfin securitization: by the time of the
offering, transfer duties were not payable on these assets. (Transfer duties
continue to be payable on mortgages, however.)

• With respect to the Sasfin offering, the "AA" rating had little impact in stimulating
investor demand. Investors were not willing to rely on the rating agencies'
assessments. Although the debentures were initially listed on the
Johannesburg Stock Exchange (JSE) they were de-listed in early 1997. The
issuer found that there was little additional value in listing on the JSE (lack of
liquidity). De-listing the debenture eliminated the listing fees and associated
administrative costs.

• The insurance provided by CGIC for the Sasfin debenture was replaced by
"over-collateralization". The lesson to be drawn from this is that investors are
willing to accept over-collateralization as a replacement for credit enhancement.
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2 The Role of INCA, OSSA and others in the Municipal Market

The South African municipal bond market is largely inactive with the exception of
INCA's work. Most new issue activity ceased with the end of a prescribed
investment regime and the realization that the central government would no longer
provide an implicit or explicit guarantee of municipal debt. As noted in the
introduction, INCA's involvement in new municipal issues over the past year is the
first visible sign of non-government sponsored activity. Most institutional and other
investors have not re-entered the municipal credit market because they remain
uncertain about the new legislative and financial environment and local authority
management capacity.

Secondary market activity such as purchases, sales and swaps have never been
a major factor in the SA municipal bonded debt market because municipal bonds
represented a very small percentage of institutional portfolio holdings and were
basically set aside as low risk securities to be held to maturity. From the portfolio
managers' perspective, it makes little sense to sell something that is scarce; filled
specific structural investment needs (e.g. maturity matching); and, offered
significant yield spreads over sovereign debt.

Primary and secondary debt markets are interdependent in a number of respects.
First, when there is a primary market activity, there is some supply of paper which
could trade in the secondary market. Second, primary market issuances may cause
portfolio managers to change their mix of existing holdings, thus creating the
possibility of secondary market activity. Third, uncertainties about the general
credit environment which prevent primary market activity are also likely to prevent
secondary market activity.

2.1 The Primary Market

InterViews with a cross section of the investment community ·indicate that most or
all of the institutional components necessary for a vibrant municipal bond market
exist but are not necessarily operating effectively. Such existing institutional
components include: The Bond Exchange of South Africa (BESA); broker/dealers;
clearing systems; commercial banks; DBSA; financial planners; institutional
investors; issuers; jobbers; market makers; merchant banks; paying agents, and
trustees.

The Bond Exchange of South Africa (BESA) is a licensed financial exchange and
is charged with the responsibility of regulating the bond market. The Exchange -
formerly, The Bond Market Association (BMA) -- was licensed in 1996, and
operates within the framework of the Financial Markets Control Act (FMCA) and a
set of Rules and Directives approved by the Registrar of Financial Markets.

There are over 75 members of the Exchange including broker/dealers, issuers,
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insurance companies and banks. In time, members with investor profiles may have
to form separate dealer subsidiaries if they wish to continue to hold membership.
The BESA market is designed for institutional investors or very wealthy individuals,
because the minimum round lot is R1.0 million. Disclosure and other rules
governing formal listing designation are still in draft form at present.

The BESA reports that as of June 30, 1997, it has granted formal listing status to
268 bonds issued by 21 different borrowers. The exchange concludes more than
750,000 trades per annum. However, RSA bonds constitute 80% of all listed
securities.

BESA publishes a monthly "Valuation of Bonds", referred to as the "Yellow Book".
According to the October, 1997 issue, there were 45,047 trades in September 1997.
The October issue contains over 1,000 separate line items of listed and unlisted
bond issues. Each line item describes: stock code; whether listed or unlisted;
issuer name; coupon rate; redemption date; loan number; interest payment dates;
yield to maturity or price, and bond value converted from YTM to Rand price. The
Yellow Book also prints a 0-30 year yield curve. Evaluations of individual line item
securities are assigned using actual transactions; or in relation to the yield curve
and the perceptions of differences in risk on items that have not actually traded.

Market makers in SA frequently refer to securities issued by sovereigns and a few
well founded sub-sovereigns as "gilts". SA market makers refer to municipal bonds
as "semi-gilts". According to BESA , gilts are called bonds or bond-edged. Semi
gilts are called semi bonds or "stock". Equity investments in INCA are called
"shares" and INCA bonds are called "stock". INCA stock is traded on the BESA.

Only four issuers of municipal bonds are now formally listed: Beacon Bay (now part
of East London); Durban; East London, and Johannesburg. According to a BESA
spokesperson there were no municipal bond trades in October, two in September,
none in August, and six or seven in July. Most of these trades were in unlisted
names, such as Cape Town. BESA members did report them to the Exchange even
though the transactions were in effect executed "over the counter" (direct broker to
broker trading not executed through an exchange). Listed or not, there is still a
transaction fee that must be paid to Universal Exchange Corporation (UNEXcor)
which is the approved clearing house.

Municipalities are not currently required to list their bond issues on the Exchange.
The most recent draft of BESA's "Listing Disclosure and Requirements" is dated
October 28,1997. Requirements contemplated in the application process include
the name of the issuer and financial instrument; the issue date, coupon rate,
payment periods, payment dates and maturity date; a copy of the resolution by the
governing authority of the issuer authorizing the issue of financial instruments; a
copy of the provisions of the Act under which such financial instruments are to be
issued and listed; a copy of any applicable govemment guarantee in respect of the
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financial instruments; a copy of the placing document or prospectus; and copies of
all marketing material used in connection with the original issue of the financial
instruments. The draft contains several other requirements and procedural
suggestions

Secondary market municipal bond transactions are legally required to be executed
("crossed") through the Bond Exchange19. However, the team was told that many
trades are completed without the use of BESA. In the long run, a formal bond
exchange may not be the most efficient medium for an efficient and actively traded
secondary municipal bond market. There may well be a lot of daily activity but
rarely in the same name. Such trading may ultimately prove to be more suited to
the over the counter (aTC) markets as in the U. S. experience.

Serial debt structures ("annuity bonds" in South African parlance) which use annual
maturity of principal avoid the problem of sinking funds left unfunded by
irresponsible local decision-makers. In South Africa, we would expect serial bond
issues to be used as a mitigant for principal risk as interest rates decline,
competitive pressures increase and the sophistication of issuers rises.

Serial bond issues also fulfill the requirements of investors with predictable
redemption patterns. Examples are actuarial requirements of pension and
insurance funds as well as INCA debt matching. When sellers and buyers both
benefit from structure, then greater activity in the secondary market is a predictable
result. However, BESA rules that define minimum round lots of R1 million will not
accommodate serial bond issues. In the U.S., the aTC markets have proven to be
very effective in accommodating the unique requirements of municipality debt
issuance, as well as the needs of investors and dealers, in all shapes and sizes of
transactions. Concerns about suitability of investment for different investor groups
(e.g., individuals with small investment requirements) are valid in any market and
can be addressed by appropriate oversight of dealer/client activities. Self
regulation is just as effective in aTe markets as it is in exchange-base markets.
Dealer activities regarding suitability and price need to be the subject of vigilant
regulation and enforcement, no matter what institutional form the market takes.

The BESA maintains a Guarantee Fund as required by the FMCA to protect
members and clients against price movement losses that may occur in unwinding
trades with a defaulting member. The Guarantee Fund has been established at
R30 million. The exchange is reportedly exploring the possibility of increasing it
to R100 million via an insurance policy.

We have not found any previous history of reliance on qualified legal opinions as
to the validity of bond issuance and subsequent enforceability of bond indentures.

19 A possible exception may be a swap between INCA and institutions using bonds in their portfolios in
exchange for INCA stock that has been registered but not yet distributed
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Trustees are sometimes used but not by municipal issuers. No such structures were
deemed necessary as long as there was an implied central government guaranty.

The financial market institutions are undergoing a rapid and profound transition.
The Johannesburg Stock Exchange is the world's eleventh largest. Nonetheless,
the Central Depository is only two years old. BESA settlement date moved on
November 17, 1997 from 14 days to 3 days and electronic settlement is replacing
the former manual physical system. SARB is recommending the further relaxation
of exchange controls to coincide with other sweeping reforms to the financial sector
including the introduction of a repurchase agreement system in the money markeeo,
the appointment of primary dealers in government stock. Primary dealers in
government stock are scheduled in April 1998 to take over the SARB's function of
selling debt to fund the budget deficit.

2.2 Broad Ranking of Municipal Credit Quality.

There are 847 local authorities in SA that could conceivably issue debt. It is now
common practice for the municipal finance community to group local authorities into
three principal tiers of potential investment quality:

• Tier 1 - Communities or other entities capable of achieving stand-alone
investment quality, ideally suited for INCA portfolio;

• Tier 2 - Communities with some of the characteristics of investment
quality, but requiring at least some technical assistance and/or direct
subsidy to achieve that level of quality; and,

• Tier 3 - Communities so impoverished as to be the responsibility of the
provincial or national government.

2.3 The Secondary Market

As noted above, the primary (new issue) and secondary (trading) markets are two
inter-linked components of the municipal bond market. One cannot flourish without
the other. This section will address two different types of secondary markets,

• the secondary market for individual municipal bonds; and,

• the secondary market for INCA's senior lien bonds.

~o A repurchase agreement consists of two simultaneous transactions whereby one party purchases securities
from a second party and the second party agrees to repurchase the securities on a certain future date (sometimes
as soon as the next day) at a price that produces an agreed-upon rate of return.
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These are two somewhat different markets, although both are traded on the bond
exchange. The typical SA institutional municipal bond investor has tended to place
municipal bonds in the static part of the portfolio. These are investments that will
probably be held to maturity and are ideally suited to match schedules of maturing
pay-out obligations.

There are numerous impediments to the development of an active secondary
market for existing municipal bonds, including:

• Lack of Transparency in Institutional Investments. Only unit trusts are
required to disclose their investments. Unit trusts must publish quarterly
reports identifying the amount and full descriptions of their investments.
Insurance companies, banks and pension funds have no such requirement
and therefore do not disclose anything specific enough about their holdings
to help potential trading partners recognize opportunities for mutually
advantageous transactions.

• Unwillingness to Book Accounting Losses. Institutional investors are
unwilling to book losses in static portfolios even if that were to result in
improved performance. A requirement for all investors to "mark to market"
would help eliminate this problem. If holdings must be marked to market,
and published at least quarterly, then there is nothing to hide. Market
professionals can then devote time and effort to portfolio improvement
suggestions.

An argument is made that one cannot mark to market if there is no market.
However, the team believes that this can be dealt with in a similar manner
to U.S. municipal bond market practice where well over one million different
bond descriptions exist. Since few bonds relative to the total quantity
outstanding actually trade in the U.S., it has become necessary to develop
theoretical market values based on the relative quality of the bonds in
comparison with highest grade securities, and to the relevant high grade
yield curve. There already exists a SA base yield curve for high grades
published in the BESA monthly "Yellow Book". Municipal securities' issuers
are already tiered into three distinct groups of quality. Additionally, the use
of objective ratings by increasingly credible independent bond rating
agencies is likely to grow over time and assist in marking-to-market.

29



I
I

3 General Findings and Recommendations

This section makes a series of general observations and recommendations
regarding both the conditions in which the municipal debt market can best develop
and specific municipal debt market mechanisms.

3.1 Improving the Conditions Necessary for Municipal Credit Market
Development

Neither primary nor secondary municipal credit market(s) are likely to flourish until
basic pUblic finance building blocks are in place and have reached a reasonable
level of stability. At present, "the rules of the municipal borrowing/lending game"
are not readily understood by the all-too-reticent participants in the South African
municipal capital market. Having been raised on a "diet of soft credits", South
African municipalities must learn how to exist in a hard credit financial environment.

A basic set of easily understood principles is the foundation of a sound municipal
credit market. Reforms to put these principles in place are already rapidly evolving
in the South African market as indicated by the publication of "The Green Paper on
Local Government" in July, 1997 and the promulgation of new financial reporting
requirements for local CEO's by the DCD, as well as such prior initiatives as Project
Viability and the National Intervention Program. The initiatives already
implemented and the reforms prefigured by the Green Paper and other planned
reforms should bring greater clarity to municipal finances, increase the number of
credit worthy projects, and make it easier for any potential municipal credit suppliers
to enter the municipal market.

Elements of the municipal credit market's permanent foundation that are still not in
place or adequately functioning that require reforms, include:

• Accounting, AUditing and Full (Transparent) Disclosure of Municipal
Financial Condition Of great concern to potential municipal credit market
investors is the non-transparency and non-comparability of municipal financial
statements and budgets. South African national policy should establish a clear,
comprehensive municipal chart of accounts to be uniformly applied across the
country. At present, many municipal accounts are audited by the Auditor
General. Many investors would find independently audited accounts to be more
credible, particularly if such independent audits were accompanied by
management letters. Without reliable financial data, meaningful credit analysis
cannot take place and municipalities will continue to find it difficult to access
private capital.

• Increasing the Availability of Municipal Financial Information The current
level of uncertainty is exacerbated by the limited flow of municipal (and even
national government) financial inforrnation available to the private financial
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sector. Even given the difficulties associated with accurate and reliable local
government reporting, municipal financial reports are often released too late and
are too infrequent to be of much use to private investors in assessing risk, given
the rapidity of change sweeping through the South African municipal sector.

The national government has sought to address this problem with Project
Viability, formerly known as Project Liquidity. Project Viability requests cash
flow information not normally reported by municipalities in standard financial
reporting documents. The publicly reported data in Project Viability are in many
instances highly aggregated, and too limited in focus to be of use to private
investors. Project Viability analysis appears to be concentrated on gathering
information on nonpayment of taxes and service fees. The questionnaire should
at least be expanded to include information on local authority short and long
term borrowing and arrears in paying debt service. Furthermore, Project
Viability reports are not delivered on a regular quarterly basis. The fact that
Project Viability information is not shared with the financial community is a major
impediment to well·informed investor decision-making.

The SARB has, over the past year, started collecting short-term municipal
"overdraft" data from banks. This data is very useful in determining whether a
municipality has breached sustainable debt service levels. This short-term
overdraft data has not been released to private investors via the normal
Reserve Bank pUblications. Confidentiality restrictions also limit information
from other sources. OBSA, for example, treats the financial information from its
local project appraisals and technical assistance as proprietary.

Disclosure in the Financial Markets Full disclosure of institutional investor
holdings facilitates trading. and other market activity. In South Africa,
confidentiality and the lack of financial transparency in normal financial reporting
requirements constitute a major impediment to the successful stimulation of the
municipal credit market. Only Unit Trusts (mutual funds) currently disclose what
is held in their portfolios. The absence of requirements for full disclosure
creates a market that is opaque and relatively immobile. (For example, in the
U.S. insurance industry, full disclosure takes the form of a Schedule 0 filing,
part of the normal documentation that insurance companies must annually file
with their respective state Insurance Commissioners. The Schedule 0 discloses
on a line item basis all holdings of the insurance company at calendar year
end.)

Full disclosure of institutional investor holdings can also bolster the credibility
of rating agency judgments as these holdings are subject to increased scrutiny
by all market participants. As the credibility of rating agency judgments
increases, so will the market interest rate spread effects of these ratings.
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• Assessing Municipal Credit Risk The capacity to accurately identify the credit
risk of different local authorities is a pre-requisite for making the primary and
secondary municipal credit market operate successfully. Effective credit risk
assessment is essential in boosting private capital investment to the municipal
credit market. Unfortunately, local financial risks are still difficult to appraise.
Pro-active credit analysis and vigorous financial monitoring of local municipal
financial conditions by lenders is imperative to the successful evolution of a
municipal credit market. Many South African institutional investors do not
actively monitor their current portfolio. Most investors exercise a "buy and long
term hold" philosophy. Moreover, their involvement in the municipal market has
been limited as a percentage of total holdings, that they see little need to
establish active surveillance capacity at each institution.

• Stabilizing Intergovernmental Transfers and Shared Taxes The future
revenue structure of local authorities has not been fully clarified yet. Nor has
the sector's complete range of expenditure obligations. The central government
has been working over the past year on a well-defined, transparent and
predictable intergovernmental and shared taxation formula. It is projected that
the intergovernmental transfer formulas will be finalized by the end of 1997 and
gradually implemented over the medium term. A transparent and predictable
intergovernmental transfer and shared taxation formula will provide some
measure of security to investors.

Equally important, the rapid stabilization of intergovernmental transfer and
shared tax flows will open more practical possibilities for the use of
intergovernmental aid intercept mechanisms to enhance credit quality in some
situations.

• Change in South African Bank Loan Loss Reserve Requirements Actual
South African local government default experience remains relatively low. Local
authority loans carried a 10 percent additional risk weighting over loans to the
central government over the 1994-1996 period. (Additional risk weighting
percentages are calculated against a basic 8% capital adequacy standard.)
SARB raised the capital adequacy requirement to 20 percent in late 1996 (early
1997). However, the capital adequacy ratio has recently been raised by SARB
in November 1997 to 100 per cent for local authority debt. This places
municipal debt capital adequacy ratios on par with local corporate adequacy
ratios. The result of increasing the South African banks' local authority capital
adequacy ratio is likely to make municipal borrowing from institutions affected
by the change either more expensive or less available (or both). However, the
capital adequacy requirement for investors holding INCA bonds has always
been 100%. INCA bond pricing in the South African capital market already
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reflects this fact. 21 Thus, the playing field between INCA and traditional lenders
such as commercial banks has been leveled, effectively increasing the
opportunities for INCA. For example, the change in reserve requirements may
induce some current municipal debt holders to trade their holdings for cash or
INCA bonds. As a result, a secondary market for municipal bond debt may be
gradually, albeit slowly emerging.

• Rapid Development of Local Government Public Management Skills The
local authority infrastructure financing challenge will require public management
skills to be rapidly upgraded. Virtually every interviewee stated that the primary
problem at the municipal level is "inadequate public management skills." Clearly
the municipal finance investment community has the perception that local
municipal governments are not run in an effective manner. Some of those
interviewed believe the problem is associated with the turnover of key personnel
and affirmative action, while others see it as a more general challenge facing a
level of government confronted with new fiscal and management
responsibilities.

Local govemment staff should be trained in skills to improve public management
efficiency. As efficiencies improve, local staffing levels may be reduced. Local
government officials should be required to develop performance indicators to
determine whether their efficiency gains have been realized.

To generate the operating surpluses necessary to finance borrowing, local
govemments will have to extract significant surpluses from upper- and middle
income service users and from property tax payers. Further, local authority
accounts receivables due to non-payment of service fees and local taxes are
continuing to rise. Cash flow management and increasing (and making more
transparent) local reporting requirements is an area where local authority
management skills should be raised.

• Defining Municipal Capital Asset Inventories The amalgamation of local
govemment authorities has created ambiguous capital asset inventories. Given
the nature of some credit structures (e.g. revenue bonds), it will be necessary
for local municipalities to develop a clear legal understanding of the assets that
are under their jurisdiction.

• Developing Multi-Year Capital Investment Plans (CIP) Most local government
authorities currently prepare some form of capital investment and infrastructure

21 INCA's internal capital adequacy risk weighting policies and practices both differ with respect to the
municipal credits to which they are exposed. Its policy is to assign weightings of 1.6% (20% of 8%) to
Category 1 credits. 3.2% (40% of 8%) to Category 2 credits, and 4.8% (60% of 8%) to Category 3 credits. Its
current practice is to hold all credits at 4.8% to provide a "buffer" in the case of re-ratings and for other
reasons.
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maintenance plan. However, a brief review of several local municipal budgets
indicate that the CIPs are more comparable to capital project "wish lists" rather
than documents which clearly define future project and financial spending
priorities. Local authorities should be required to prepare multi-year capital
investment and infrastructure maintenance plans integrated with a separate
municipal capital budget. The plan should include some details as to how many
of the priority projects will be financed.

3.2 Improving Primary and Secondary Markets - Key Mechanisms

Key capital market participants and systems are already in place or could rapidly
be put into place during the next two years. These resources can be mobilized to
bring about a degree of improvement in the liquidity and other characteristics of the
present market environment. Moreover, they can prepare the way for more
substantial market improvement once all the public finance building blocks have
been put into place. The following section identifies the existing and future risks to
the municipal securities market and reviews risk mitigation systems for the
municipal securities market as a whole and for INCA.

3.3.a Identifying Existing and Future Risk

Debt market participants need the most reliable possible methods of identifying
existing and future risks so that they can price and allocate their capital in a risk
adjusted manner. Most emerging markets share the problem of little or no risk
differentiation among a variety of issuers or potential issuers. In South Africa's
case, this lingering problem appears to be a legacy of the nation's past use of both
a prescribed investment regime and implicit or explicit sovereign guarantees of sub
sovereign public purpose debt. The accurate identification and estimation of risk is
also constrained by the quality of information supplied by the entities being
evaluated. As noted earlier, this is an area that needs substantial improvement in
South Africa as it does in virtually every developing sub-sovereign debt market.

As with any other evaluative model, the "garbage in/garbage out" principle places
absolute constraints on the quality of sub-sovereign risk assessment. However, it
is important to note that there will never be perfect information available in even the
most sophisticated and transparent capital markets. Imperfect market information
and the ability of different market participants to make the most of what information
exists typically provide an important impetus to market activity, particularly
secondary market activity. Thus, the need for improvement in South Africa's basic
sub-sovereign information and reporting systems is not a valid reason for market
participants to avoid using whatever information is available to make the best
informed credit judgments possible.
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3.2.b Rating Agencies, Project Viability and OSSA Credit Analysis

Independent, objective and un-regulated ratings of high quality are an essential
component to the development of a vibrant hard credit marketplace.

The rating agency CA Rating has affiliated with Standard and Poor's ("S&P"), and
has already scanned financial characteristics of approximately 100 municipalities.
While this process reportedly did not go into the depth necessary for either
published or shadow ratings, it is nonetheless an important step. CA Rating's
affiliation with S&P should substantially enhance the credibility of this agency within
the South African issuer and investor communities. S&P also has a highly regarded
bond evaluation affiliate (Kenny Information Service).

IBCA recently announced its acquisition of Fitch, the widely respected New York
based rating agency specializing in sub-sovereign and other debt issuers. This
acquisition should substantially increase the credibility of IBeA in the sub-sovereign
community. Project Viability is clearly another important means by which existing
and future municipal and other sub-sovereign risks could be identified, if its findings
were made available to the investor community. The team recommends that as
much aggregate Project Viability data as possible be published on a regular and
timely basis and that, once the accuracy of data has been confirmed by indivtdual
local authorities, the data be published in disaggregated form as well.

OBSA has also developed an internal rating system for its existing book of
outstanding loans, analogous to that employed by the surveillance departments of
banks and financial guarantors in fully developed markets. This information is not
made available to other market participants or potential market participants.
Because this data is used directly in making credit decisions by a banking
institution, it should not be pUblished. However, consideration should be given to
finding ways that OBSA information could be used in studies and analytic work
without compromising the confidentiality of the credit decision-making process.

3.3.c "In-house" Investor Credit Assessment Capability

In fully developed debt markets, neither institutional investors nor guarantors would
rely solely on such third parties as rating agencies or government-sponsored
monitoring programs to assess existing or future risk. However, in South Africa, only
INCA and OBSA appear to be taking an active investor's approach to this crucial
issue and developing their own systems for estimating and tracking changes in risk
in the sub-sovereign sector. Most other investors continue to take what appears to
the team to be a passive approach to these credits.

In addition to the lingering legacy of the prescribed investment regime and implicit
sovereign guarantee, there probably is a more practical reason why even the
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largest institutional investors have not developed their own in-house systems for
sub-sovereign risk assessment. Sub-sovereign securities typically constitute a very
small portion of each investor's holdings and the institutional investors can be
expected to allocate scarce research resources to sectors in which their exposure
is relatively greater.

3.4 Risk Mitigation Systems

Once accurately identified, risks embedded in new debt financings can often be
mitigated through the use of special structural techniques and/or legal covenants.
There appears to be little experience with these techniques to date in South Africa.
This is probably due to the nation' s history of prescribed investments and implicit
sovereign guarantees. However, OSSA's risk management staff director informed
the team that it is beginning to seek structural and/or legal provisions to reduce its
risk exposure in certain new transactions. OSSA could assist in developing the
South African sub-sovereign debt market at large by sharing information regarding
these techniques and how well they are accepted by issuers as its staff gains
experience with their use.

While INCA's or any other lender's ability to use legal and structural risk mitigation
techniques might appear to be limited to new borrowings, this may not always be
the case. There may be instances in which an existing loan or bond issue can be
restructured with the consent of the borrower, (e.g., a current or advance refunding
undertaken to "stretch out" the final maturity of the debt or in some other way
provide relief to the issuer). In such instances, INCA could seek new provisions
that effectively mitigate its risks in the restructured existing transaction.

Examples of techniques which the team' s U. S. and international experience
suggest can be explored and possibly applied in some South African transactions
include:

3.4.a. Debt Structure Provisions

• Secure means of "carving out" and dedicating specified revenue streams for
payment of principal and interest;

• maximum feasible use of fixed rate debt, minimum possible use of floating rate
debt (particularly floating rate debt with put features) in order to eliminate
interest rate risk (and potentially put risk) for issuers;

• "Shirt-tail" periods in concession agreements which allow substantially longer
periods of time for operating revenues to continue to flow to the concessionaire
after the final maturity of the debt, allowing time for adjustments of final
maturities in cases where that is a useful way of curing a problem (e.g., slower-
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than-anticipated growth in traffic on a toll facility);

• Gross revenue pledges, "super liens" and similar devices which provide bond
holders with superior position to those of any other claimants on an entity's tax
and/or fee revenue - devices such as these will be particularly crucial in
structuring transactions used in working out troubled or defaulted credits;

• Frequency of loan payments (i.e., riskier borrowers required to make principal
and interest (P&I) payments to the trustee as frequently as monthly) 
increasing the frequency of P&I payments to a payment fund allows the investor
or trustee to track the borrower's repayment performance more closely and
provides an earlier warning of possible debt service payment problems;

• "Double barreled structures" that provide effective backing to the primary source
of revenue being depended upon and provide investors with the substantially
increased comfort of a "backstop" to the primary source of credit;

• Letters of credit from banks of acceptable credit quality or financial insurance
from an insurance company of acceptable credit quality, used as a form of credit
enhancement;

• Interest rate swaps to hedge against interest rate risk and/or currency swaps to
hedge against foreign exchange risk, with conservative guidelines for their use
(e.g., credit quality requirements for counter-parties, etc.);

• Amortizing debt structures (mandatory sinking fund requirements for term
bonds) to better match debt requirements with the useful lives of assets and
avoid unaffordable "balloon" payments at maturity;

• Debt service structures coinciding with "known" increases in future revenue
flows (e.g., an approved rate plan calling for annual increases in instances
where regulatory risk has been effectively mitigated);

• Use of senior/subordinated lien structures to enhance the quality of the senior
debt; and,

• Over-collateralization in structured transactions (e.g., pools of municipal credits,
publicly sponsored residential mortgage-backed transactions, receivables
backed transactions by utilities, etc.).

3.4.b Legal covenants

• Methods of ensuring regulatory support for fee rate increases necessary for
borrowers to remain in compliance with all provisions of a financing during its
life - these could include guarantees by rate regulators, two or three party
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performance agreements among regulators, utilities and general purpose local
governments, etc.;

• Cash-on-hand requirements (e.g., 30 or 45 days of cash flow) included in the
basic financing documents, particularly for hospitals, and similar institutions
heavily dependent on a regular flow of transactions;

• Enforceable debt service coverage tests and additional bonds tests - key
elements in any limited tax or revenue bond transaction that ensure rate
increases necessary for a "cushion" of cash flow over the bare minimum
necessary for 1:1 coverage of debt service;

• Debt service reserve funds or similar liquidity devices to "buy time" for
borrowers to cure defaults;

• Major maintenance and replacement reserves as required elements to assure
investors that the assets producing the streams of revenue to which they must
look for payment of P & I continue to be capable of efficient production for the
life of the bond issue;

• Requirements that independent experts be used at intervals over the life of the
transaction for both financial and technical operating opinions to provide
professional second opinions on key economic and other issues central to the
continued success of a financing or the operation of the asset producing the
revenue stre.am that makes the transaction possible;

• Construction completion guarantees by rated entities, particularly important for
project financings;

• Requirements that facilities being financed carry appropriate levels of insurance
during construction and operation;

• Requirements that appropriate levels of environmental performance be
maintained by facilities during operation - as environmental regulation becomes
an increasingly important consideration in public as well as private enterprise
operations, these requirements become more and more essential to a
successful transaction;

• Rate stabilization funds which act as "savings accounts" that can be drawn upon
by public enterprises during periods of lower-than-normal rates of operation and
delay or avoid rate increases;

• Permitted investment requirements, including restrictions on the use of
derivative products to avoid losses of bond proceeds before expenditure and/or

. losses of interest payment funds before bondholders have been paid;
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• Take or pay contracting (this can be either a risk mitigant or a risk factor
depending on which part of the municipal system is being enhanced);

• Requirements that excess cash flow be captured to retire debt ahead of
schedule to reduce the maturity risk of securities with nominally long lives;

• Trustee-administered "lock-box" mechanisms for sequestering revenue for the
exclusive purpose of principal and interest payments, including "oft shorell

versions of such mechanisms to reduce possible convertibility and transfer
problems;

• Security interests (e.g., mortgages) in property which has value, liquidity and
importance to the borrower, but which is not so essential to the borrower that
enforcement of the security interest in the event of default would be politically
or practically impossible;

• Restrictions on liens which can be granted to other creditors to avoid dilution of
security interests;

• Limitations on asset transfers to reduce the risk that assets producing revenues
to which investors are 10'oking for P & I repayment will be removed from the
control of the issuer during the life of the issue;

• Restrictions on mergers to reduce the risk of credit quality down-grading caused
by a new partner;

• Guarantees by stronger, more senior levels of sUb-sovereign government;

• Limitations on guarantees that can be made by the entity receiving the benefit
of the credit enhancement to avoid increased risk exposure to both the
guarantor and the recipient of the guarantee;

• Central government aid interception in the event of a default; and

• Investor or guarantor consent requirements in the event of any changes in
financing documents to avoid the unilateral addition of new sources of credit risk
by the borrower.

3.4.c Revenue Bonds Structures and Risk Mitigation

It is important to note that some of the risk mitigation strategies outlined above have
tended in the well developed U.S. municipal bond market to be most useful in the
context of revenue bond or limited tax bond financing structures. However, in a
market such as South Africa's in which the general tax backed (''full faith and credit"

39

•
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I



I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I

or "general obligation") credits must do everything possible to reestablish credibility
and provide as much comfort as possible to investors. Therefore, the team believes
that virtually all of these techniques can be used to good effect in some situations
with all types of bond structures However, a few are likely to be difficult or
impossible to use when structuring debt. These are likely to include use of carved
out dedicated revenue streams (by definition) and over-collateralization.

This point underlines the importance to the development of a vibrant sub-sovereign
debt market of:

• establishing full clarification of the legal "rules of the road" for sub-sovereign use
of revenue bond structures; and

• introducing locally-issued revenue bonds into the market as soon as possible.

3.5 Central Bank - Monetary Policy

The principal ways in which SARB can help mitigate risk is through stabilization
and, to the extent prudent, reduction of interest rates. The South African Rand has
depreciated by more than 6% since early 1997 due to fears of rising global interest
rates and weak gold prices. SARB has, however, resisted pressures for early cuts
in interest rates. With the SARB itself not reducing liquidity in the market, the
Central Reserve Bank decided that the circumstances were right for an interest rate
cuf2. Based on lower than expected producer price inflation for August and the fact
that monetary aggregates had moved closer toward the SARB's guidelines over the
June to August period, the central bank reduced lending rates from 17% to 16% in
August. Commercial banks followed by cutting their prime mortgages rates by one
percentage point to about 19%.

In addition, SARB can and does monitor local debt levels of local government and
playa useful role in providing data of this kind to other govemment decision-makers
and to the market. As noted elsewhere in this report, SARB has played this role with
respect to the use of short-term debt by municipalities. Also, as discussed
elsewhere, the SARB sets reserve requirements for institutional investors in various
classes of securities and recently made a substantial change with respect to
municipal securities.

The risk-mitigating effects of these roles are indirect and general, but nonetheless
real.

22 First National Bank, South African Economic Indicators: 3 November, 1997.
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The team has been able to identify two areas of local debt finance that
experienced substantial defaults. The first is debt incurred by local authorities from
the national govemment for housing. It is the team's understanding that most local
authorities which took on such debt are in default on such obligations. However the
team also understands that this debt is likely to be written off by the government in
the near future, thereby eliminating it from the local authorities' books. It would be

Chart 6
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Chart 6 compares the yield curves for two recent periods and demonstrates the
impact of Central Bank action taken to influence domestic credit policies. The
inverted SA yield curve is an indication of the commitment to control inflation. Note
the change in an already inverted yield curve. Municipal borrowers have relied
heavily on short term borrowing. Borrowing costs under tighter bank reserve
requirements will inevitably be impacted. Bankers acceptances are an alternative
to bank overdrafts for short term borrowing. The advantages of BA's in recent
months have been lower cost money.

In November, the Central Bank raised capital adequacy ratios to 100 percent for
local authority debt, representing a fivefold increase from the previous level. This
places municipal debt capital adequacy on par with local corporate adequacy ratios.
The result of increasing the South African banks' local authority capital adequacy
ratio is likely to make municipal borrowing either more expensive or less available.
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helpful in clarifying the financial position of the municipalities which are currently
carrying these debts if this write-off takes place as swiftly as possible.

As noted by Peterson and Phelps in their April/May, 1997 report, a substantial
number of loans made prior to amalgamation by the Local Authorities Loans Fund
(LALF) have experienced defaults. The most recent data reported by Peterson and
Phelps showed 425 borrowers with 48 in default and a total of R9.1 million in
arrears. As of November 14, 1997, the number of borrowers had been reduced
apparently through full loan repayment to 399. The number of borrowers in default
has been reduced to 31. The amount in arrears has increased to R13.0 million.23

The LALF portfolio is now administered by OSSA and will soon be fully integrated
into OSSA's own debt portfolio. OSSA's own portfolio contains 80 other loans to
localities, which are experiencing no defaults24

•

OSSA has sought to cure defaults through aggressive use of actions available to
all creditors. Although first impressions suggested to OSSA's LALF administrators
that many of the communities were too destitute to pay debt service, close
inspection revealed that, at least some are capable of paying in a timely fashion.
Some LALF defaults may even have been part of a strategy to protest reductions
and obtain restorations in central government fiscal assistance. Accordingly, OSSA
has taken a tough stance on arrears and reports progress in curing defaults. The
next major test of the LALF portfolio is expected to come in December, 1997 when
the next semi-annual debt service payments from many borrowers are due. OSSA
staff express guarded optimism that the default rate will be substantially lower at
that time.

In discussions with investors holding significant amounts of sub-sovereign debt,
neither the Urban Institute team nor the Oeloitte and Touche team could detect
more than a handful of defaults. When defaults did occur the existing legal
mechanisms (e.g., court summons procedures and asset attachment) were of
substantial assistance in curing such defaults.

There continues to be general apprehension in the investor community that the
current estimated default rate of 1% will rise dramatically in the near future. This
apprehension seems based on the investors' generally dim view of local
government management capabilities, increased financial stress on local operating
and capital budgets since amalgamation and on press reports of aggregate Project
Viability findings.

23 The increase in arrears may be an artifact of difference in reporting dates. Many local authorities try to cure
arrears by the end of a reporting period.
24 There is one technical default which has arisen between a small locality that merged with the borrower. The
technical default is a result of a dispute over which community owes DBSA.
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3.7.a The Greater Johannesburg Metropolitan Council (GJMC) Experience25

The recent, highly publicized case of the Greater Johannesburg Metropolitan
Council (GJMC) financial crisis and the government's response to that crisis has
important implications for the sub-sovereign debt markets on several levels. This
financial crisis occurred when the GJMC began spending money transferred from
operating accounts for capital projects in the belief that long term debt would soon
be successfully issued in the domestic and international markets to pay for the
capital program. The national government enforced a provision of the Transitional
Local Government Act prohibiting the international transaction. GJMC had been
negotiating with Sumitomo Bank. It also raised questions about the quality of
GJMC's budgeting and other financial management procedures, in particular,
GJMC's practice of budgeting revenues as if it would achieve 100% rates and fees
collection when its current collection rate had declined to 88%. As a result, GJMC's
capital market access effectively ended and it was unable to pay back the inter-fund
transfers, throwing the operating budget into serious imbalance in the current fiscal
year.

The response from higher levels of government was swift. Financial and
management discipline was mandated through a set of "Instructions" issued
October 10, 1997 by the Gauteng Minister of Development Planning and Local
Government to the GJMC and its Substructures pursuant to the Local government
Transition Act. These instructions were apparently drafted with substantial central
government involvement. A bulk infrastructure loan of R585 million was negotiated
with the OSSA to provide an immediate solution to the problem of market access
for the GJMC's capital program. The precise terms of the loan were not made
available to the team, but we were assured that the interest rate was non
concessional, an amortizing structure was used (normal OSSA practice) and that
at least two risk mitigating provisions were included in the loan's structure. Those
cited to the team were:

• use of R85 million of the loan proceeds for the required purchase of a "sinking
fund" zero coupon security to mitigate principal risk; and

• a requirement that, if the loan falls into arrears, part of a specified local revenue
stream sufficient to amply cover debt service be diverted to a "lock-box"

25 The Constitution of the Republic of South Africa, Act 108 of 1996 states, "When a municipality cannot or
does not fulfill an executive obligation in terms of legislation, the relevant provincial executive may intervene
by taking appropriate steps to ensure fulfillment of the obligation, including: a) issuing a directive to the
municipal council describing the extent of the failure to fulfill its obligations, and stating any steps required to
meet its obligation: b) assuming responsibility for the relevant obligation in that municipality to the extent
necessary, which includes i) maintaining essential national standards or meeting established minimum
standards for the rendering of a service; and, ii) preventing a municipal council from taking unreasonable
action that is prejudicial to the interest of another municipality of to the province as a whole or to maintain
economic unity."
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mechanism from which the arrears would be made up and future debt service
payments made.

3.7.b Impact of GJMC on the Municipal Securities Market

The crisis and its initial resolution appear to the team to have had at least two
significant market impacts. First, there is no question that this crisis heightened the
anxieties of many existing and potential investors in the sub-sovereign debt
markets. The case was cited numerous times to the team by investors already
concerned by the results of the Project Viability report and other anecdotal
indicators of financial difficulty being experienced by local authorities.

Second, more sophisticated specialists in the municipal market perceive the crisis
and the governmental intervention as a positive development with respect to
municipal credit-worthiness in general as well as a demonstration that GJMC in
particular would never be permitted by higher authorities to default on outstanding
debt. However it also is clear to the team that there is a need for the investment
community at large (particularly the less sophisticated "passive" investors) to be
informed fully about the steps that were taken by higher levels of government and
the GJMC's response to date.

For example, the team understands that the Instructions were drafted with
substantial involvement of central government players concerned with local and
provincial government. Pursuant to the Instructions, the swift appointment of the ten
person commission to oversee the implementation of these reforms and a "technical
task team" to advise the Committee on the detailed design of the reforms, and
several initial reforms have all taken place. These reforms include a reduction in the
revenue estimate to include a collection rate assumption of just over 90% and a

.concomitant reduction in the operating budget large enough to create a substantial
working capital reserve.

The Instructions themselves and the local compliance with the Instructions are all
positive developments in the credit quality of the GJMC and set important
precedents for other similar situations around South Africa. Additional, comfort can
be taken by investors in the coordinated conditionality of future disbursements of
the GJMC's bulk infrastructure loan from the OSSA. Future draw-downs of this loan
are tied to the achievement of financial management improvement "mile-stones" by
the Johannesburg govemment. There is lingering skepticism about how thoroughly
the Johannesburg intervention and the OSSA's loan conditionality and risk
mitigation features will change the management behavior of those in charge of the
GJMC. If we can be guided by the analogous experiences of other major cities,
including those of a number of U.S. cities, the process of designing and
implementing the far-reaching management reforms that are needed will be a long,
painfUl process, with each stage fraught with political and technical complexity.
However, if the central and provincial authorities persevere with the highest
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possible expectations, the necessary changes are likely to be made and to become
part of the fabric of Johannesburg municipal government.

Another case of intervention by higher authority occurred in Ladysmyth, a relatively
small municipality in Cape Province which was reportedly experiencing severe
operational and financial mismanagement. Here the provincial government did take
the leading public role in an intervention which saw the virtual suspension of local
powers, including financial management responsibility.

Equally significant, but not as well understood among investors and others, are 30
other interventions of the National Intervention Program which have resulted in
corrective instructions being issued by provincial Members of the Executive Council
(MECs) responsible for local government to local authorities which were found by
Project Viability or through other means to be in some degree of financial distress
due to mismanagement and/or other problems. The National Intervention Program
has reportedly completed an additional 70 management audits and assisted MECs
in drafting instructions which are to be finalized and sent to local authorities by the
end of 1997. The team views this record of monitoring, problem identification and
initial steps back toward sound management as being very favorable signals about
the future of South Africa's local debt markets.

The team believes that the interventions by higher levels of government and OSSA
the Johannesburg and Ladysmyth crises -- as well as the OSSA's continuing
recovery efforts in the LALF defaults -- are potentially watershed events in the
development of a hard credit culture among sub-sovereign issuers in South Africa.
Some investors appear to share this view, but many seem too poorly informed to
take appropriate levels of comfort from these events. Hence, the establishment of
means by which INCA and other parties can quickly inform the sub-sovereign
investor community about the swiftly changing landscape of South African sub
sovereign public finance is vitally important.

Fortunately, this is beginning to happen. Examples include INCA's planned
quarterly newsletter and the recent establishment of a forum on municipal finance
under the leadership of the Council of South African Sanks (CaSAS). Such efforts
should have a directly positive impact on liquidity and other characteristics of the
sub-sovereign debt markets.
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3.8 Policy Issues Affecting Municipal Borrowing

While higher level government intervention in both the Johannesburg and
Ladysmyth situations have positive implications for the municipal finance market,
further well-publicized efforts ensuring that swift, consistent central and provincial
reaction to possible default situations will continue to comfort market participants.
For example:

• The Department of Constitutional Affairs introduced new regulations on
November 14, 1997 requiring municipal Chief Executive Officers to submit
regular and detailed reports to councilors on the state of council finances and
making it possible for provincial and national governments to intervene in cases
where municipalities appeared to be headed for a financial crisis. Specifically,
the new regulations,

a) require the CEO of the local authority to age all current debts and debts
outstanding for 30 days, 60 days, 90 days, 120 days, and more than 120
days;

b) require the CEO to complete an age (aging of accounts) analysis for the 20
highest monthly paid creditors including the reasons for all amounts
outstanding for more than 30 days;

c) require the CEO to reconcile the cash book with the bank statement and
provide more detail of all reconciling items cwhich have been outstanding for
more than three months;

d) require the CEO to provide information with respect to the type of
investment, interest rates, period of investment and a summary of the local
authorities exposures to particular financial institutions; and,

e) require the CEO to provide a six month local authority cash flow projection
which should include detailed plans to finance any shortfall.

• Failure to comply with the regulations would be a breach of the law and would
leave CEO's exposed to possible court and disciplinary action by their
councilors. These new regulations clear up, to some extent, the current
uncertainty among capital market participants and government decision makers
alike about the degree to which provisions of the Local Government Transition
Act can be used to deter Mayors and Councilors from taking actions leading to
debt defaults.

• It would be helpful for all market participants to understand that "structural
adjustmenf' or similar "bailout" loans will only be made in extremes and only with
partial or full higher level government takeover of local fiscal and possibly
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operating responsibility.

• Lenders to sub-sovereign borrowers can currently obtain court intervention in
the event of default (e.g., use of the "summons" procedure and attachment of
physical assets) and some holders of municipal bonds in default appear to have
used these powers to assist in curing defaults. Nonetheless, it would be helpful
in strengthening the sub-sovereign debt markets for the national and provincial
governments to make clear their strong support of such legal actions.

• In addition, it would be useful for model default or pre-default work-out
mechanisms to be prepared, and made ready for swift use by national and
provincial decision-makers in financial crises. For example, clear state aid
interception mechanisms can be legally authorized and the circumstances under
which they may be used in transaction structuring clearly spelled out.
Furthermore, such provisions could be fleshed out with detailed standard
operating procedures (e.g., early warning ''trip wire" triggers) that ensure they
will actually work in the event they must be called upon. Similarly, trustee'd
"Iockbox" mechanisms for sequestering revenues and "super lien" structures to
provide debt holders unquestioned senior positions before all other claimants
(e.g., operating costs, employee compensation, etc. should be authorized for
possible use in the work-out of default or near-default situations.

• The government can strictly enforce the Local Government Transition Act,
Second Amendment Act 1996 provisions on bUdget submission and review,
paying particular attention to the budgets' provisions for paying all debt service
known to be due in the upcoming budget year and for paying debt service on
any new debt planned for issuance in the up-coming bUdget year.

• Further elaboration of regulations in this area may be useful. For example, the
government could require that payments for debt service be made to a trustee
in equal monthly installments so that investors are further assured that the
amounts needed for semi-annual debt service payments will actually be on hand
for debt service when they are needed. Such a provision could be applied to all
local authorities or only those that have been in arrears on any debt obligation
in the past few years.

• It is useful in the development of a hard credit culture for national and/or
provincial govemment to prevent sub-sovereign issuers in default from access
to new subsidized debt or capital grants, unless such access is conditioned on
imposition of rigorous fiscal control from a higher level of government.

• It will also be important for the government to continue the National Intervention
Project and further develop local government fiscal crisis intervention team
capabilities at the provincial level. While the Constitution makes clear that
provinces have the leading role in conducting the kinds of interventions already
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carried out in Johannesburg and Ladysmyth, there is a legitimate national
interest in making sure that these capabilities are of consistently high quality.
Hence, national level policy leadership, technical assistance and coordination
will continue to be desirable. Making these national and provincial crisis
intervention capabilities highly visible will be useful in restoring investor
confidence in the sub-sovereign sector.

All the policy initiatives outlined above should not be confused with an implicit
sovereign guarantee. In some instances, financial default cannot and should not
be cured by higher levels of government. In a hard credit culture investors must
understand that no implicit guarantee exists that higher levels of Government will
bailout insolvent local borrowers, regardless of the cause of excessive debt or the
cost of remedying it. Credit risk will always exist to some degree or other in the new
hard credit culture of South African sub-sovereign public finance.
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4. Conclusions

Sub-sovereign governance and finance issues are by their nature diffuse and
typically do not capture or consistently hold the attention of powerful decision
makers. Nonetheless, a great deal is at stake in swiftly improving South African
sub-sovereign governance and finance. The South African Constitution vests such
power and responsibility at the local level that the ability of the entire public sector
to deliver on the promises of the post-apartheid era rest heavily on the shoulders
of local government. Failure to perform at the local level would prove disastrous to
the new South Africa.

The team has reached a number of general conclusions from its exploration of the
present state of South Africa's sub-sovereign debt market and of INCA's current
ability to participate effectively in that market.

1. Primary and secondary markets are so mutually interdependent that any action
which helps or hurts one will almost certainly help or hurt the other.

2. There is some evidence that at least certain sub-sovereign credit characteristics
(e.g., local tax and fee collection rates, need for short-term borrowing to smooth
cash flows, etc.) are continuing to deteriorate.

3. Most of the investor community remains anxious and skeptical about the
willingness and/or ability of local authorities to pay debt service on long term
obligations. Hence, there can be only marginal improvements in the primary
and secondary markets until the fundamental building blocks of a sound and
stable sub-sovereign public finance system have been put into place and
broadly pUblicized.

4. It will likely take one or two years before the fundamental building blocks of a
sound sub-sovereign public finance system can be put into place. During this
transition period, certain steps can be taken by INCA and/or third parties to
increase the liquidity of INCA's own senior debt obligations. This, in itself, is
important, because INCA is already both a primary and secondary market
participant; increased liquidity in INCA bonds is itself increased market liquidity.

5. Other steps which can be taken which may improve the activity and liquidity of
the broader sub-sovereign market in the near term include mark-to-market
requirements, improved disclosure of holdings by all classes of institutional
investors, and improved information flows to all SUb-sovereign market
participants. These improvements are likely to increase INCA's own liquidity as
well as the level of activity and liquidity of the broader market.
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Schedule of Completed Interviews I Contacts
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Arend Adriaanse Senior Dealer Fixed Income ABN AMRO Bank
Tel: (011) 784-9026
Fax: (011) 269-8401

Tim Marsland Chief Dealer Fixed Income ABN AMRO Bank
Tel: (011) 784-9026
Fax: (011) 269-8401

Rudi Bam Bond Exchange of South
Africa
Tel: (011) 482-2605
Fax: (011) 482-6699

Allen M. Jones Market Operations Bond Exchange of South
Africa
Tel: (011) 482-2605
Fax: (011) 482-6699

Chris Kapp C J Kapp and Associates cc
Tel: (041) 38-4009
Fax: (041) 38-4008
Cell: 082-655-1222

Bob Tucker C.O.S.A.B
Tel: (011) 838-4978

Barry Jackson D.B.S.A
Tel: (011) 313-3686

Mandla Gantsho Executive Manager D.B.S.A
Tel: (011)313-3319
Fax: (011) 313-3151
Cell: 083-275-2824

Oscar Somers D.B.S.A
Tel: (011) 313-3740
Fax: (011) 313-3086

Trevor De Kock Treasury D.B.S.A
Tel: (011) 313-3744
Fax: (011) 313-3401

Pieter Van Der Gryp Money and Capital Market De Witt, Morgan and Co.
Tel: (011) 838-6413
Fax: (011) 838-1499

Gavin Fennell Director and Partner Deloitte and Touche
Tel: (011) 806-5614
Fax: (011) 806-5666

James Veitch Deloitte and Touche
Cell: 083-610-0534
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Jackie B. Manche Chief Director: Local Department of
Government Finance Constitutional Development

Tel: (012) 334-3700
Fax: (012) 320-8026
Cell: 082-459-6749

Moeketsi Mosola Director: Municipal Department of
Planning and Partnerships Constitutional Development

Tel: (012) 334-3700
Fax: (012) 320-8024
Cell: 082-459-6750

Roland White Senior Manager: Municipal Department of Finance
Finance Policy Tel: (012) 315-5346

Fax: (012) 323-1585
Andy D. Stuart Senior Legal Adviser First National Bank

Tel: (011)371-2111
Fax: (011)371-2744

Belinda Dryer Assistant Legal Adviser First National Bank
Tel: (011) 371-2111
Fax: (011) 371-2744

Willem A. Van Zyl Head - Bond Trading First National Bank
Tel: (011) 371-0770
Fax: (011) 371-8400

Willem Wiggett Director HSBC Simpson McKie
(Pty) Limited
Tel: (011) 836-9642/3/4/5
Fax: (011) 836-9646
Cell: 082-821-1571

Attie Van Zyl Executive Director INCA
Tel: (011) 352-3465
Fax: (011) 352-9678

Dirkje Bouma Credit Manager INCA
Tel: (011) 371-8615
Fax: (011) 352-9678

Hylton Mathews General Manager of Finance INCA
Tel: (011) 532-4410
Fax: (011) 352-9678

Joanne Quinn Secretary INCA
Tel: (011) 371-2247
Fax: (OIl) 352-9678

lohan Kruger Managing Director INCA
Tel: (OIl) 352-3455
Fax: (011) 352-9678
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Philip Van Den Heever Executive Director INC A
Tel: (0 II) 371-8604

Sonja Van Der Walt Secretary INCA
Tel: (O II) 352-4399
Fax: (O II) 352-9678

Ismael Ayob Ismael Ayob and Partners
Ronald T. Gault Managing Director J P Morgan

Tel: (OIl) 302-1620
Fax: (011) 302-1678

Doug Drysdale Assistant General Manager- Liberty Asset Management
Fixed Interest Limited

Tel: (011) 408-3054
Fax: (011) 403-1777

Henk Viljoen Assistant General Manager- Liberty Asset Management
Fixed Interest Limited

Tel: (011) 408-302/3/4/5
Fax: (011) 403-1777

Neill Maree Portfolio Manager Public Investment.
Commissioners
Tel: (012) 328-3766
Fax: (012) 325-6778

Philip M. Chen Managing Director South Africa Infrastructure
Fund
Tel: (011) 636-0434
Fax: (OIl) 636-1517
Cell: 083-300-2579

Thenjiwe Sibanda Senior Manager Project South Africa Infrastructure
Development Fund

Tel: (011) 636-0522
Fax: (011) 636-1517
Cell: 083-307-5022

Andre Bezuidenhout Deputy Registrar of Banks South African Reserve
Deputy Head:Bank Bank
Supervision Department Tel: (012) 313-340 I

Fax: (012) 313-3758
Christo F. Wiese Registrar of Banks South African Reserve

Head: Bank Supervision Bank
Department Tel: (012) 313-3770

Fax: (012) 313-4135
Cell: 082-451-8404

A H Arnott Executive Director Southern LIte
(Employee Benefits) Tel: (011) 491-6417

Fax: (011) 838-7335
Cell: 083-700-2297
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Lauren Nolan

Sharon Manfred Trail

Daan Wandrag

Joel E. Kolker

Logistic Coordinator and
Research Assistant
Secretary General

Executive Director

Housing and Urban
Development Division
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Tel: (01 I) 942-3543
Cell: 082-924-6688
The African Union for
Housing Finance
Tel: (0 I 1) 326-0 I83
Fax: (01 I) 326-0073

Cell: 083-290-1070
Theta Securities
Tel: (011) 447-1253
Fax: (011) 788-8113
U.S.A.I.D
Tel: (012) 323-8869
Fax: (012)323-6443
Cell: 083-600-9709
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Appendix B

Selected Data Sources
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Data Sources (Publications)

Bank of America

Bond Exchange of South Africa
Bond Exchange of South Africa

Bond Exchange of South Africa

Bond Exchange of South Africa
Bond Exchange of South Africa
Business Day

CDE

DBSA

DBSA Proposal

Department of Constitutional Development

Department of Public Works

Economist Intelligence Unit

Financial and Fiscal Commission

Foreign Investment Advisory Service

Future Bank Corporation

Gauteng Provincial Government

George Peterson

George Peterson, Priscilla M. Phelps

South Africa - Financial Markets Review,
April 25, 1997.
Annual Report 1997
Electronic Settlement in the South African
Bond Market
Listing Disclosure and Requirements,
October 28, 1997.
Publications Various
Valuation Bonds, September 30, 1997.
Article "Funding Corporation Inca to
Receive RllO m loan" August 27, 1997.
CDE Publications Various, including:
"Durban-South Africa's Global
Competitor?" October 1996.
Development Bank of South Africa, Annual
Report (1997).
Rationale of IDB and Guarantee Structure
(Overhead Slides)
Overhead Slides (Public Sector Budget et
al.)
Asset Procurement and Operating
Partnerships - Macro-economic Issues,
August, 1996.
South Africa Country Report, First/Second
Quarter, 1997.
Local Government in a System of
Intergovernmental Fiscal Relations in South
Africa, July 25, 1997.
"Foreign Direct Investment in Infrastructure
- The Challenge of Southern and Eastern
Africa," February, 1997.
FEC - Future Bank Corporation, Annual
Report, 1997.
Instructions in Terms of Section lOG of the
Local Government Transition Act, 1993:
Greater Johannesburg Metropolitan Council
and its Substructures (Revised October
1997)
"Building Local Credit Systems," May
1997.
"Municipal Credit Enhancement in South
Africa: Strategic Opportunities for
USAID", April 1997.
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mCA
IFC - World Bank

INCA

The Liberty Group Life

Inca

Local Government Transition Act

Ministry of Provincial Affairs and
Constitutional Development
One Mutual
Project Viability
RDP Infrastructure Investment Conference

Report to the Gauteng Provincial
Government
RTI

South African Ministry of Finance

South African Reserve Bank
Southern Life
Syfrets

"Default Procedures" IFCL - 8/96 p3-6
Investigation into Possible Establishment of
a Financial Guarantee Insurance Program
for Municipal Bond Financing, April 1997.
Deloitte-Touche Interview Notes (Various)
August-September 1997.
The Liberty Life Group. Annual Report,
1996, 1997

Inca Interim Report, June 30, 1997

Statute of the Republic of South Africa 
Local Government Issue, No. 31.
Supplementary.
Green Paper on Local Government,
October 1997.
Quarterly Report, June 30, 1997.
June, 1997 Quarterly Report.
Towards A National Infrastructure
Investment Framework, March 28-29,
1996.
Mobilizing Municipal Bond Finance in
South Africa, August 1997.
Financing Municipal Infrastructure in South
Africa, March 1996.
Investigation Into the Flow of Funds to
Local Government, July 1997.
Annual Economic Report, 1997.
1996 Annual Report
Quarterly Report, September 30, 1997.
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Vermont Municipal Bond Bank Application Form
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AU Al'l'UCATlDIIS fIfUST IlKC!JHtANIED"THEFOu.pw[1Jf:

I . Annual reportS for the Iut: three~ (2 copies of each)
2. M independent (CPAQI" RPA) audit ofyour iinanc:ial StatementS for the most recent ~ar (2 copies)
3. A preli",in;ry legal opinion from 'f04Jf' bond coul"5e1

(8C2) 223·271'"
(BOO) 894.'71'" (1" 'wit)
(802) 229.4709

TO;:; I:
ToH,.:
~ ..:

A. General Information

Bank kcQl.l1t *':
Acalunt =.... lTaI'lSf!:r bend p!tICftds at dcIslnr

Amount o(bonds rtqweS(tl1 musr. be rn lrl(JemerJl:S ofSS.OOO
Total bonds requested 11"1 tI'"IIS ipplic:atior1: $. _

___% I. Purpose $ _
___% 2.1Vposc $ _

___% 3. Purpose $ _

1997 Municipal Application

--_%
--_%
--_%

------. __ ...

Date of iPpl"OVinE ~s):
Number of ~ter'S -.oting:
Pe~ntaee of eligible VC'ters:

P tale fer prt)ject:

Pen::entil~ apnst projeCt:

Name of Applicant

LOCi! Bord Counsel:
Applicant's Bank:

Bink l.ociltioo (T~iQf}

~ermont MunidpaJ Bond Bank
17HlmS~t. PC*Ofia:b 121';1

ier. V~Oseo'·1219

I
11M dl'Phwl:lOll stv:cJId be as c:ompIftI as~ It wJ be~ by tne Send Ilo\I: 8ollI'd ofOirecrcrs. che~~,~. end ~CJfI£ .,,~.

YQU l'!'lCIY:et Cl call directly (iom ti.em~ tiItII te\IItW a{"..~. ,~i'lcl¥t~

c. Will the debt seNice be paid by taxes. =:s or bOth?

----..----_....._----

1. -
1

2. _e.
3. _

Date:

Tel':
Fax#:

Estimated ccml'letion dateS:

WontHYftIJf

BEST AVAILABLE COpy

I. f'roiect Summary

1._---
2. _
3. _

b. Describe who th! \JIIl!r$ of the p~jee:twill be:

Start Dates:

I
ConGa PersorvTitle:
Name of OAicial '='r Si2nature:
Address:

I _

I
I. Project description:

I
I
11. Pro;act(s) Drt and completion cla(s):

I
I Pige I.

I



11tequind pennia
1-faIo'e}'OO oOtained all the rec:rl.ired permits for tHs prqect(s)l Yes [ ) orNo( )

IfNO. p-. dD:t!OI ft aaaA 4I"d~ c*'tR ~~ for IDdt ;, IN~ -=ti:ln ~ pt:lIP II

4. Sourw and .... 01 bIds_ pniect(s)

A. $Sources ofFtn:Is B. $LJas of Funds

TI-is Bond ISSLe: ............- Project Costs . '

Federtd: Relinarcing Debt:
Stale: _..... Costs of issuance:
L.caJ: ----- OtI'er (Describe): --_.._--
Other.

T_ Sll/I'CIS

$TotiIJ So~: must equalloGIS $TctiJ Uses:

So SpendinclCheduit of bond pnlCHds;

Qtrt!'w $Amolnt: 0trJ!ear: $ Amount:

-.,-_.._..- -' .. -.,.. - ---_ ....__ .......

ExrrncM IN amQUIIt of /:Ioftd ptlDeds JPI"t by qI#'lI!'~ Q '*'flPt

0(IN nnJ,,!Jutt /99/ TOQi$:

TCItd mlAl~ rht tJxld iIIue

6. hrment tcheduJe of bond issue 6nnyp! pqrusw> r'!!IIJt b!:' Iff """"MPrIsS,@
(2.) 5c:c~ (or JtQllJlIlfY llGI""C"It JI:i'tecfuIc~tJ

Dec 1st Principal Dec 1st rrincipaJ

#YeaIJ !Rill SAmount :# YeJ!"5 !m SWOUnt

I 1998 16 2013
2 1999 17 2014
3 2000 18 2015-

) 4 2001 19 2016.. " " ...._....... '."

5 2002 20 2017 ............ ..
6 2003 21 2018
7 2004 22 2019.....•..••..

8 ~OOS 23 2020
9 2006 ,- 24 2021

10 2007 25 2022 .. _.
II 2008 26 2023
12 2009 27 2024 ..- ..-
13 2010 28 2025
14 2011 29 2026
15 2012 30 2027

~

Total $:
(I)~~ JIl:II'[ OecoWnblr 1'198l1'iess}lOll~~ Muse IqUd'" lImCll/IIf~" bt:Jrid IS5W
(2.) Sdlclct Ie ,.,. f'IICJI'I«:W~ (QI'I /XJnd fir l.O II' 10~WIO'lIMJ (T dtc/itTttIf {)fIfICJfJd paymem:s

Woterand Jell'&'~ c:aIl bend~~ lD JO)'Q:I'S wiCh.."..~~ tIT~ c*::bt JD'¥IC2
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Tax EQualized Tota! $

Year ~ Tax Rate· Taxes Billed %~
% of Delinquent taxes

atN End

1996

1995
1994
1993

1992

·rl'lllTlS=r~~&~~ T«r:I/amounc~~tcPceS

at 'f'II7 and as 0 %~1l:l4S I:I~

1. Tax rom chqe beuuse of this bond issue
'M'lat will be the estimated effect of this bond issue 0I"l tMe overall tax I"ite? (I.I'Jrt t"- jftU fJll"Qt' at dIDt swva)

~ After ~_C~

Tax Ra!e:

·13. T. tiline information:

•. T.x Due Dib!s:

b. Penalties charged for late paymem:s:
c. Interest charged on late payments:

D. Property Valuations

Annual

%ctaniE:

1996

1995
1994

1993
1992

. 2. Tur 01 last reappnisill:

I

~identiaJ & mobile homes
Ccmme.-o.t
Indl...!5trQl

Utility

--_%
--_%

%

--_%

Vill3tion
Farm & Woodland
GoYt & Misaln01JS
Owned by non-state ~dents

%

......%

.• - ...- _%
--_%
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C1sh[ r.
2. JALANC! SHEil' (Geneni Fvnd only)

Eo FinanciaJ Statements ]

Modified kcnJal [ ] or

.. / .. )94

Cash
Irrvestrnents

,A£counts ~eivable (less uncolleaables)
Taxes Rea=rvabIe (less ul'l:Cllectables)

Due from Other Funds
Due from Other Go'iernmems
Other

TaQ/ Assn:

Utbili!i!s

TiX Notes Payable
Other Notes Payable
Ac:counts Payable

Due to Other Funds
Due to Otner Gowmments
Revenues Collected in .Advince
Other
Other

Total Liabilities:

Fund ...ng

Total UabiHtlu I Fund IaIanca:

StartrJFY
Erd ofF.Y
Startd F'r
m:I cf F'1"

Start al F'r
EnddFY
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--._~

Projected
_1_f14 _1_Jy5 _/_196 _1_fi7

$. . or none [ )

Tl7ISfers In:

Tl"insfers Out:
kljustmerns:

Budgeted ecpenditul'CS'*:
• Amount~ f"Ct' llJ cr.r Jll:Irt ", ti'II yCJt'

Annual Surpl~cIeficit):

Total ReYl!l'lue~r

Total Ocpenditures:

Beginning Balance:

Mnditura
OperiltlOn5
Debt Service
Other
Other

Mooicipal [ ]. Teachers [ ]. Your~ [ ). or None [ )

Yes [ ]. oc- No [ ]

ifm /uYr hM/6fU1UI tk6cits in ",.. tIun two":lIS"" in the mett"W't t'I'pIusf dfIgfH
IY8IIIU for tht! ddidt Md p/lIns til IYtirr! the tkIicit in th~ crJffIIMtIt Rdion on RR! n

.mnuu
Leal taXI!5

Licenses & Permits
Federal
Swe
Owges for SerY.ce
Interest

Other
Other

• If you~ )'QUI" own retlrement system please provide il"l estil'T'\ite of any unfundeclliability:
/
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2. SeIf-supportlrvg bonds: bi:lndJ If:IIaId Wtd!~~ I'lCIt f.C1ICfrJI rcacs
3 Other:

---_..~..------

Total Outst;.nding Gener;l Obliption Notes:
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F. Deit Inlvnnation

I. Bond anticipation notes (BANS):
2. fax antJCipation notes (iAN$) outstarding at N end:
3. Other:

t. Genera! obIigtion ...

I . OutstM'din& with the Bond Bank:

2. Outstanding with other lenders:
3. Bonds requested in this ;pplic:ation:

%. Ovtrfappi"C direct debt:
See dI/InI1:lan in a=ct"«I .flSC'UCticIns

Nam: of' GeM um

IPage 6.

I. Debt statlmcnt u of; MfJrIrH'ftlX _

I.isc ClI\'lCU'lt rtf~~. Q:l not~~

l. General oblfptfan bonds



• Descriptian 01 aistin& debt
Director Year-of Yeard $ Original S.AmoI.n

Puwse Self.S\JQQO!'!i"l !mil Maty'ity ~ Ou!mr'c!iOi
.. General obliption bol"lds

-_. ,."-,,,.-.- .._-_ .. -~ .....-

-- - -_.- ---"-- ._.-

--- ..... .'

--_._-. -'_..... ..... ' •.. ' -- ._- .... .. -...,.-- -_...... ._.....

This fhou/d~ wiUl~ llQI:e A CJ:Ad> Totid:

lb. ~'"'ort term debt Director Year or Yeara SOriginai $ Amount
Ptspose Self.supporti~ Issue MaJritY. Amount ~j~

r .._---- ,

... - ~_ ....__ .... _- _....._... _......._- - -
....._--_.. .- --- --... .. ...•..._... ...... ~.- ..._-

I

I
...... .... ,_...... -

r
•..._----- ..... •.__..

This ftJkJ "I!I'ft witit pI'CIIirJus~ IS. =e:l/> Total:

\4, T. antidpadon nota

Issued OutsWdine

• F'f Duiulf)' At FY Frcl

I 1992
1991

I
_.

199~ ~~forTANS

1995 ~«"Itldcif~r /996 - .. __ .-.....- ...-
1996 ., CIlIM'C.1It~ on~ II

ls. Do 7QU~ anr authat ized un' ... dftt:t debt: Yes [ ]orNo[ 1 IfVES. lilt bI/aw

Puve· $Arncunt

I .......-----._..... -_ ..... -.........._-
6. Do YDU h..e any aud100iad unislued lMNppinl debt: Yes [ ]orNo[ ) 1fYE5."~

I Pl,1rtj!95e: $Amcynt:

----_..'-"-

I~.,·

I BEST AVAILABLE COpy



7. ScheduM 011.. term dir'lCt debt senice

A. "'giN Debt:
tnt only CllSI.A'W drea detlc. rt -- S

FY Prinsip!! l!mm

.AG.rned Interest Ram:
.. Praposed Dsbti
Thit ... tit~ /)r rtIe &end acn

Pri~pa/. I.~

--- --_.__...

---_._-- ..•_._--

% af New Debt PIid of in IO,.ears:
% r:ITotal Debt PIid glf in 10 ye;rs:

1997
1998
1999

2000
2001
2002
2003
2004
2005
2006 _

2007
2008
2009
2010
2011
2012
2013
2014
2015
2016
2017
2018
,019

2020
2021
2022
2023
2024
2025
2026
2027
2028

Total:

.. Future Iorrowinc fIbnI:
Attach 5 year aptal plan.• available. or explain in e:cmment section on page I I

9. ,tnd1nc UdCadon:
Do you haYe any pending litigation in excess ofSIO.OOO? Yes ( ] or No [ ]
It l'LS. pIl:ml:~ the Cl:Dl:S~ arrlOIRlO~ tIr~ond. any~ the~ f\Jndtd by~ iSSc.oI It!

ll'lt~ -=tlOn an". II

P;.p B.

BESTAVAILABLE COpy



~_..:-_-----------....;..--....;..------------ ----------,

It Gqraphic Data:
i. L.oated in c:ounty.

r G. Economic Data

b. Square miles:

12. Population:

1995
1994

1993

IC)?O
1980
1970

13• Inc:.ame I Employment Data:

lnc1udr all~~~ union xittJob

Hi&l:'~.1 l~.Hi&" A.e~

i. Unemployment R.1te
County or IocaJ area
StQ1J:! l"ilte

b. MedJaILAdl~G..ross lnsome
District. Median Incon'll!

State Median
I~

J

I c. ,AdJusted Gross Income per exemotiol'l
District incol"ne per ~mption
State A\lerage
Index

d. School Disnig Total Miusted Gross Income for 1995

J4. Schoat Information:
a. ENROLLMENT Data

Yes [ ]orNo[ )

Yes ( ] or No ( ]

1995: 1996:

PFST AVAILABLE COpy

1992
1993
1994

1995

1996
Projected:

1997
1998

b. Do )'QU have ...,., OVERCRO'NDING problems or~ ;rTf artticipated?
1f'fES.~UJlb" '" CI:lPIlr'IWIt-=- GPI pcp I I

d. Do you ha-..e ar-ry ASaESTOS problems tt'lolt haYe !'lOt beel"l addre~?
1fY6.~~ III e:tmIMl( S#lCtIOt'I on pq:e II

c. Num~ of BUDGET DEFEATS in the last three years: 1994:
If~ !tIcln 000 (2) pet')'ear lloWDI~ in c=rnmem: -=t/OrI on~ t I

I
I
I
I 9.
~------------------'

I

I



S.luildinc Permia (1f Pai~e)

Number of
Perm~

1992
1993
1994

1995
1996

Tot;I

$ Values

6. Ten lM'&est T~;rye"
Named
Taxwt!f

~~thf:~~~aAr(th!cen~~

Type of bl..Siness or

l.MefP~m

$ Taxes Paid
in 19

--_ _ _--

I

/._--------
3
4
5 _
6 _
7 _

8 _
9 _

10

--_._-_._ .._...._-

7. larJest Employe"

.._ _----

Pi 10.

Name of

;mo!oyer

I
2 _
3 _
4 _

5 .
6 _

7
8 _
9 _

10

Troe of 8usI!'!!5S

--_ _~----

Es'til"l'1ited "
of Full Time
Emoloyees

BEST AVAILABLE COpy

I
I
I



It. c..._ $«dell
'feu may use .... tJtt' at' ocJci/:iD Id pc:.ps

Please furnish brief c:omn-ents~U, &etJC!j!I ;cO! lQmic dc\iltlQQ!'!'!! trI!'!ds evident in your ccmm.nty or $UITOlSldinz
i1U. Be sure to indude a briefdisc ssion of the I"lItU'e of )QU' sr.cqpmjc taR ture~ Ie( with irion reb i relari"l tlO

0JIT!I'lt or~ R!MII dewloprrm grpjcs;!:i, ctwvs in emcio)mert OQOO!V1itifS ard lXIoy1ation e:t-snm

_ - - .' ..

',.-. ..... eo .... ._. _,., _ ...

.. .. _._~._.

Page II.

....-'-......""' ......_.

.. - -' .- .. _.... ~_ .. "'-"'-'"- -..:..:.........:..:..,;:.

-", <......_-'••-r-._ ........... :..... '._"

BEST AVAILABLE COpy

a.
b.
1;.

d.
e.
f.
g.
h.
I.
j.
Ie.

1. lm....Jent pideIina ... CDnI:roII: Oe:scnbe '(QJr policies r!flC7dinf the irPr6TJ' ient rt'fOCJf fixrds

3. AdcIitianIIlPPIiation lalormatian: lAe this area to expkitt 01' expand upon ntb'l'l'lCition in tN _cation. ifnea:ssary.
indlJCiirl, but rwx limited to the~

ReQtired permits:
Maier S1ab1izabon c:ontrads:
General f\.n:l~;
~ and/or~itute prgb!ems:
~ retiren'e'lt liability.
TANS outst:andinI Z ye¥ end:
Fut.n~ pIar5;
Pendir1l litipticln:
Schcol ave/'O'OlNdir"i probleMs;
Blxiset defeats;
Schc:loi ISbestDs pn:lblems

-
I
I
1--···· --'.
I
I
I )
I
I
I
I
I
I
I



Vermont Munidpal Bond ~k

MVIIlgPAL mutATION 'NS'TJUtJ1QNS

Municipalities m\.5t "'-'e i fpsnbIc led•. ¥l ind!ll!!!dent finnjaI urIC of tre most recently completed fiscal year a.nd
aprc!irniMI'" opinion rrcm bOr"Cl c:ec.neI. T1'e application rrwtI be submitted in dr;ft form befcre the audrt is complete,
but the appliaOon Will nCIt be corsldered fer fir1il ippI"'QVil until the llJdit is finished.

The apprant must complete ill sections ofthe ;ppfQtlon eJIt.pt~ sNded. The application does not haft tD be typed.
TJ-e Bor"d BanK will enter the draft application on our computer and return the 1inald~ fer YQlT reVlf!w. When lW1r6."

rpmgIcW* ',mp p/f:fH Bnrlit d tilt IlIr"'ff" BMWPI' t!mImtnq to:

Ruth Sabol
PD #1. Box 1602
Northfield, vr OS663
Tel#: 485·8096

If )'OU~ any questions or need more information contact Ruth it t/'le number listed~ or call the Borel BanK at either
of the following numbers:

(800) 894-2717 (Toll free in VT') or (802) 223-2717

Io1td Counsel: Ths must be one of three Vermont firms approved by the 8clnd Bank.. For .. listci the eJi&'ble firms contact
the Send Bank office.

PelmiD; If you do not tTave all your reQuired permits please descnbe~ ones you do not I"Qve aJ"Idw~ you eJq:leCt 'to obtain
them.

Sowas IIId Usa: The 5O\.JQ!$ re~ntthe inc:cme fer the prcjed(s) i/"ld the l.RS are the expenditures. VVhen completed
the totals of the two coIu"nns shOUd iCl'!e.

SpenclinclCheduie 01 thebond~: This is ;n estimate by qlRf'ter ofwhen the bond pnxeeds will be spem on the
) project. The total should avee -Mth the amount of1t1e bond rssue.

""'rnent Idled.: This must be in lI'lCI"el"I'lnts d $5.000 and can generally be for any runber of years you want subject to

!Me~rs listed below the schedule.

C. Ta infonnllion

Total T. Blatt: om b this secrJon should represent the total taX effort for the entire mUnlc:ipality Including both the
townII:ity and~nt m.*, M b.n:l in 'the Town Reports. The" delinquent represents the amol.flt turned OYer 'to

the taX coIleacr divided by1he tDQ/1I.e billed.

Iond iIaIe ttreet on the tal ....: 'Ths is l/"l estimale of the total tax rw: before this bond and then wMat it would be after
factoring in 1tle fir1t full year d principal and interest.

D. Property Valuations

Local ListId Vllun: Ust tOtiIloc:aI values for the mt.l"1icipality from TOWT'l ReportS or lister's appraisals. If StICe Equafaed
Values an: available. list !-ere, if I'1Ot tre Bon:l Bank wiH complete t/'IIs~

BEST AVAILABLE COpy

I
I
I
I
I
I
I



I
I
I
I
I
I
I
I •
I
I
I
I
I
I
I

DatI all.ast Ruppnisal: ~rom listers; CompositiGn ofT.Iue: from State Form #411. listers shoufd ha'tle this it1formaton;
Owned by non-stIte midencs: from ownership ratios report.

Wblch Financiat Statemena at inch.: IT the applicant is aTown. City or Village then only indooe the General Fund of the
mltlldpa/ entity, exdu:li'" school irw:cme .;nO experses. If the applicant is aSchool District then only include the general fund
nf tr.. ~hcx:li rli¢rirt.

luis of ICcounti"l: If cash, 'tte only fi2\Jre5 in the~ section WIll be the ending cash for the yecr Invot-.,.ed. No liabilities
will be listed an;j the Furo Bal;nc:e will be the same as the cash balance. Also the bottom section \Nill ha~ to be completed.

IaJInce Sheet: The to1aJS rJ the Liabilitill!S and the Fund Balance must agree ..-.1th the total Assets exh year. In addition the
Fund Balances musta~ witI'1 the Re¥enue and Expenditure Statemetlt ending balances foIJnd on the next page.

Rlftllue and E1qMnditure StaUmtnt: Be sure tD enter tre expenditures bIxleeted it the becinnin: of the fiscal year. If this
is kIr aTowntCity App!eatJen de I"ICIt irdudl! the sd'1Qol district d&ti. AI$o do not lr'lCllXfe Tale Arrticip;tion Notes as Income
and exper-se Items ~I't fer TANS~anc ityear end. The BegJnf11ng and Ending 6iIances sMould trade. from year to
yeaJ' and agree 'NittI the FU"Id 6alvces sJ-own on tre BaIan:e SI'"oeet (unless adjusted by audlt~ Ifyou~ h;d ending balance
deficits you WIll need to explain the reasons for 1he deficit i1'd whiIt ycur p'-n$ ;roe to retJr-t It (c:omment area. page I I).

F. Debt Information

Self-Supportinc Debt: debt paid by user fees or reYelU!S. not tiPaS. Examples are sewer vel wztI!r department debt. IT the
bond appIicabon is b- self-supportinc c1ebt then i se~ 'ngaMB Application 'Nill aI50 have to be completed.

OftrtapP"I debt: 1M~ the debt that is shared with another political entity. Information fer these balances should
be In TC'M"l ReportS arod the reportS of the Union School. Village or Town. SolidW~. W~r. Sewer or Fire District ~.

Schedule of Lone Term Debt: Consolidate the amuaI debt SCNic£ of al11or1 term direct debt. The total principal should agree
WIth the General QbIiptJon 60nds Total listed on page 6 (Section A).

G. Economic Dill

SchooIlnfonnation: Thl$ snould include the schcol enrollment data of all grades. This will be found in the Town ~port

(Sc:hool DIStrict Section) or from the ofIice of the Superincondent ofSchools.

Buildil1l ltermits: TMe tct2J "Jmber of permits shculd be fbund in the Tewn Report, rf not check wi'th the Zonln:
Admintstrator. The $values of permits st10uId be inch.decl. if available.

Larcut Taxpayers: Information for the IarJest~ can be found in the Grand list book and the taX book. Multiple
~ip of properties lrder the same name or names should be tDtaIed for asin&le listing.

briat Empto,vs: EstirniIB:f empIoyrnent I"UT1ber$~ usu;IIy av;i~e it the Ioc;;/ Charrlbe,. of Commerce. If net, c:alilocal
employers. The total should be b' the average CIIn.laI fUll time number ofemployees.

H. CanII1Ient SectIon

This mtian must be campI!ted. Pease use this~br general economic ccmmerns arcI to~n or expand on inb'ma:tion
in the application.

BEST A VA IUJ,BLE COpy



EPIQ is sponsored by the
US Agencyfor International Development

GlobalBureau Environment Center

EPIQ's Purpose: EPIQ-an environmental policy and institutional strengthening Indefinite Quantity Contract (IQC)-helps
decisionmakers in transitioning and developing countries analyze, develop, and implement policy options that balance
economic growth with environmentally sustainable development, thereby reducing the long-term threats to the global
environment. EPIQ services strengthen environmental capacity, institutions, and policies as well as assist in the development
and implementation of environmentally sound strategic planning.

EPIQ Team: Sponsored by the US Agency for International Development (USAID) Global Bureau Environment Center, EPIQ
is managed by a team of three partners, three subcontractors, and eight collaborating institutions led by International
Resources Group (IRG). IRG's partners are Winrock International and Harvard Institute for International Development
(HIID). The subcontractors are PADCD, Inc.; Management Systems International (MSI); and Development Alternatives,
Inc. (DAI). The collaborating institutions are the Center for Naval Analysis Corporation; Conservation International; KBN
Engineering and Applied Sciences, Inc.; Kel/er-B/iesner Engineering; Resource Management International, Inc. (RMI);
Tel/us Institute; Urban Institute; and World Resources Institute (WRI).

EPIC@
1211 Connecticut Ave. NW. Suite 700

Washington DC 20036

(202) 289-0100
(202) 289-7601

E-mail: epiq@irgltd.com *


