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Executive Summary

Part I: The Purpose of the Assessment
The OffIce of Mumclpal Development and DemocratIc ImtmtIves (MDDI) m the Honduras
MIssIOn of the Umted States Agency for InternatIOnal Development (USAID) requested aSSIS
tance that would enable the MIssIon to provIde dIrectIOn to the Government of Honduras (GOH),
mumcipalItIes, and the fmancIaI sector m Honduras m the development of a more sustamable
system of mumclpal fmance The mltlal component of thIS assIstance was an assessment of the
current system for mumclpal fmance m Honduras ThIs report IS the result of that assessment

The development of a "munIcIpal fmance framework" that would reflect the consensus of all
players on how a more expanded system IS to come about has been proposed as a focal pomt for
the creatIOn of a more sustamable mUnIcIpal fmance system m Honduras A major purpose of
the present assessment IS begm to bUIld a base of knowledge on WhICh the "framework for
mUnIcIpal fmance" can be constructed It mcludes a descnptIOn of the context for mUnIcIpal
fmance and IdentIfIes key constramts m the current mUnIcIpal fmance system that WIll need to
be addressed If mUnIcIpalItIes are to have sustamable, long-term fmancmg sources avaIlable to
them III future years ThIS report also proposes the steps to artIculate and put m place the
elements of a mUnIcIpal fmance framework and a sustamable fmancmg system

1 Defimng the MumcIpal FInance System
The ObjectIve m mumcipal fInance system development IS to create a fmancmg system that pro
VIdes both publIc and pnvate fmancIaI resources on an ongomg basIs, so that a) mumcipalItIes
have theIr fmancmg needs met, especIally for essentml serVIces, and b) the servIces that result
are affordable and avaIlable to the maxImum number of people

One of the cntIcal assumptIOns underlymg thIs analysIs IS that market-based sources of fmancmg
must be tapped, at least for the most credItworthy mumcipahtIes, If the overall mumclpal fmance
system IS to expand suffIcIently to serve on a sustamable baSIS all the mvestment demands
emergmg m Honduras Another assumptIOn IS that a local currency fmancmg system, rather than
a system that raIses funds m dollars or other foreIgn currencIes, should be the pnonty Even m
faIrly developed fmancml systems, external debt IS too costly (or too nsky) for local govern
ments

Mumcipal fmance system development generally has two components
• mumclpal sector fmance - strengthernng the tax base, fmancIaI management, and fmancIaI

condItIon or credltworthmess of local governments, and
• mumclpal fmance systems - lffiprovmg and expandmg the system used by local governments

to raIse the fmancIaI resources

The process of mumcipal sector fInanCial development IS well under way m Honduras, therefore,
the emphasIs of thIs report IS on lffiprovements that are needed to lffiprove the fmancmg system,
although a number of mumcipal sector Issues are also addressed
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2 The BasIc System Requirements
Well-functIOnmg mUnIcIpal fmance systems provIde both commercIal and noncommercIal
fundmg sources to fmance projects The basIc reqUIrements of a mUnIcIpal fmance system and
the ObjectIves assocIated wIth each one mclude the followmg

• Creditworthmess IncentIves eXIst to move local governments m the dIrectIOn of greater
creditworthmess, and the strongest mUnIcIpalItIes are perceIved as good credIt nsks

• InformatIOn A range of t1Illely fmancml and other InformatIOn about mUnICIpalItIes IS avaIl
able to credItors and others

• Techmcal assIstance MUnICIpalItIes have access to faIrly pnced technIcal aSSIstance on
mUnICIpal fmance matters

• Expanded fundIng, appropriately allocated A coordmated, transparent strategy IS m place
for best use of concessIOnary fundmg MurnCIpalIties that work to 1Illprove theIr credItworthI
ness are rewarded WIth expanded fundmg

• InnovatIon A range of fmancmg sources are avaIlable A vanety of transactIOns and
fmancIaI structures are m use and are wIdely understood by local governments

• Legal/regulatory support The legal and regulatory systems for mUnICIpalItIes, the fmancIaI
sector, and the macroeconomy support mUnICIpal fmance

• Polley framework A mUnICIpal fmance polIcy or framework guIdes 1IllplementatIon

• Pubhc-prIvate dIalogue A forum eXIsts that encourages a publIc-pnvate dialogue on mUnI
CIpal fmance and mVItes pnvate sector mvolvement m the development process

Part II: FindIngs of the Assessment
The assessment of the mUnICIpal fmance system m Honduras addresses three components the
mUnICIpal sector (Its demand for revenues and capaCIty to access and manage such resources),
the current mUnICIpal fmance system, and a dISCUSSIon of key constramts, m both mUnICIpal
sector fmance and the mUnICIpal fmance system, on expanSIOn of the system

1 The MuniCIpal Sector
QualIty InformatIon on murncipal mvestment reqUIrements IS dIffIcult to fmd m Honduras, only
a small number of Honduras's 289 mUnICIpalItIes prepare multI-year capItal mvestment plans
Yet some Inferences can be drawn about mUnICIpal mvestment reqUIrements from the mforma
tIon that IS avaIlable Honduran murncipalitIes have SIgnIfIcant demands for resources to fmance
capItal mvestment, yet they face the challenge of unprovmg the prOVISIon of unpOrtant baSIC
serVIces m the face of hIgh levels of poverty and rapId rates of urbarnzatlOn

Honduras IS a poor country, approXImately 70% of ItS CItIzens hve below the offICIal poverty
lme Poverty levels affect capItal mvestment reqUIrements and make It dIffIcult to recover the
costs for mvestments m serVIces that are made RapId urban growth rates fuel the need for
mvestment m muruclpal mfrastructure Urbaruzatlon has been occurrmg at a faster rate m
Honduras than m most other countnes m Central Amenca
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Thirty percent of Hondurans lack access to safe water, and 34% lack access to samtatIon These
levels are roughly sImIlar to the rest of Central Amenca, where 34 % lack access to potable
water and 24% lack access to sarutatIOn serVIces ProvISIon of networked water and wastewater
serVIces m urban areas has stagnated over the last 20 years Increasmg relIance on non-network
strategIes for provldmg both potable water and samtatIOn serVIces suggests a shortfall m the
fmancmg of these key mumclpal serVIces

The abIlIty of mumcipahtIes to raise mvestment resources IS affected by theIr own fmancIaI con
dItion, as well as the shortcommgs of the system Mumclpal revenue levels reflect both avaIlable
revenue sources and local offIcIals' abIlIty and commItment to raIse mumclpal revenues Total
murnclpal mcome m Honduras stood at US$62 8 mIllIon m 1992 ThIS represented about 2 % of
the gross domestIC product (GDP), a relatIvely hIgh number for the regIOn But because GDP
IS relatIvely low m Honduras, mumcipalItIes mother countnes receIve more resources m both
absolute and per capIta terms

Honduras IS relatIvely decentralIzed fIscally for the regIOn In 1995, Honduran murucipalItIes'
share of total government spendmg exceeded levels m Costa Rica, Panama, NIcaragua, EI
Salvador, and Guatemala

Together, current mcome and capItal mcome have to pay for mumcipalItIes' current expendItures
as well as support capItal mvestment The Honduran mumclpal sector obtams ItS resources from
a dIverse set of revenue sources and IS not exceSSIvely relIant on external sources of revenue
In Honduras, 594% of total revenues stemmed from local taxes, user charges, and a betterment
levy (contnbuczon por mejoras) , wIth the mtergovemmental transfer contnbutmg to the
remamder

Sources of ordmary mcome avaIlable to local governments for operatmg purposes mclude

• tax on mdustry, commerce, and serVIces (48 7% of mcome generated by taxes and the
betterment levy),

• real property tax (20 6%),

• personal tax (5 1%),

• other taxes (zmpuesto por explotaczon de recursos, zmpuesto pecuarzo, zmpuesto a bzllares y
productos controlados, etc) (16 1%),

• betterment levy (9 5%),

• user charges, and
• mtergovernmental transfer (no more than 10% of total)

The law restncts the use of the vanous sources of mcome m a way that tends to encourage
capItal mvestment CapItal mvestment as a percent of total expendItures has generally mcreased
over time The Mumclpal Law reqUIres at least the followmg resources be applIed to capItal
mvestment

• at least 50% of current mcome to be applIed for non-operatmg expenses, mcludmg capItal
mvestment,
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• betterment levy,

• donatIOns and transfers (IncludIng at least 90% of Intergovernmental transfer),

• loan proceeds,

• bond proceeds, and

• all extraordInary Income

2 The Current Honduran MunIcIpal FInance System
The current system for Infrastructure fInanCIng by mumCIpalItIes In Honduras has sIgmficant
lImItatIOns PartIcIpants In the system do not conceptualIze the mumcipal fInance system as a
"system" per se, nor are the lImItatIOns addressed systematIcally There IS mimmal coOrdInatIOn
at the polIcy level, or between fundIng sources, and few Incentives for the pnvate fInancial
sector to lend for mumcipal purposes

2 1 Fundmg Sources for MUnICipal Capital Investment

No explIcIt, coherent murucipal fInance polIcy eXISts m Honduras under WhICh murucipal project
fmancmg IS proVIded A number of local governments m Honduras are credItworthy enough to
borrow or are receIvmg the assIstance needed to become credItworthy (at least 30, It IS
estImated), yet the maJonty of fundmg avaIlable m the system IS m the form of grants, WhICh
are allocated largely on the baSIS of need, rather than credItworthIness The lImIted conceSSIOn
ary debt funds are allocated on a SImIlar baSIS A small amount of short-term bank fmancmg
does take place

Fundmg for murucipal projects m Honduras comes from eIther publIc sector or conceSSIOnary
fundmg sources, or from more lImIted pnvate sources The publIc and conceSSIOnary sources
mclude

• locally generated funds,

• central government transfers,

• grants from the FHIS (Fondo Hondurefio de InverSIOn Soczal),

• USAID/FHIS - Employment GeneratIOn Urut loan program,

• Banco MunzcIpal Autonomo (BANMA) (lendIng - discontmued),

• Government of Honduras (lendmg - dIscontInued),

• chrect loans from the Inter-Amencan Development Bank, and

• premvestment funds, mcludmg
~ Fonda Hondurefio de PremversIOn (FOHPREI), and
~ FUNDEMUN

The pnvate sources of fundmg m use by murucipalItIes m Honduras Include

• commercIal bank loans,

• murucipal bonds,

• leasmg, and

• pnvatIzation
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Other sources of pnvate fundmg common m many mumcIpal fmance systems, but not readIly
avaIlable m Honduras, mclude the followmg

• greater access to capItal markets,

• short-term market fmancmg,

• expanded bank fmancmg,

• PROMUNI, and

• pooled fmancmg vehIcles or bond banks

Laws and regulatIOns defme mumcIpal access to sources of fmancmg The Honduran legal
framework establIshes three dIfferent paths for mumcipalItIes to access fmance domestIc
borrowmg, domestIc bond Issuance, and mternatIOnal debt The hIghest level of central
government control IS found m connectIOn WIth mternatIOnal borrowmg by mumCIpalItIes
Central government control over subnatIOnal external borrowmg IS very common m Latm
Amenca, and m most fmancial systems

The legal framework also mfluences the mcentives for mumCIpalItIes to enter mto publIc-pnvate
partnershIps for mumcIpal serVIce proVIsIon, but does not provIde a consIstent context m
Honduras for carrymg out these arrangements Some legal reform m thIs area may be called for

2 2 The Honduras Macroeconomy and FmancIaI Market Conditions
Smce the 1980s, econOmIC condItIons m Honduras have not sIgmficantly Improved The dIffICUlt
condItIOns have come about partIally as a result of the ImplementatIOn of a senes of well
mtentIOned structural reform programs m the 1990s, whIch were meant to produce long-term
benefits reduced mflatIon, mcreased savmgs, reduced publIc debt, and economIC growth Yet
hIgh mflanon and hIgh mterest rates for borrowers have been the norm m Honduras for the past
decade

The prospects for contmumg macroeconomIC polIcy reform m Honduras are as yet unclear
DeCISIons yet to be made by the new admImstratIOn WIll have great mfluence on the feaSIbIlIty
of expandmg the availabilIty of fmancIaI resources for mumcIpahties EstablIshIng lower and less
volatIle mflanon and mterest rates, and creatmg a deeper capItal market m wluch mvestors have
confIdence, are essentIal prereqUIsItes to the Ideas dIscussed m thIS assessment

In many countnes, banks play an Important role m mumcipal fmance Honduras has a small
bankmg sector, when measured by the amount of funds on deposIt m banks relatIve to the GDP
of the country Due partIally to a lack of competItIon m the bankmg sector, the cost of bor
rowmg from banks IS hIgh m Honduras The spread between deposIt and borrowmg rates m
Honduras has recently ranged as hIgh as 16%

The condItIon of the bankmg system does not mVIte great optImIsm over ItS role m helpmg buIld
an expanded mumcIpal fmance system However, certam regulatory changes could bnng pOSItIve
results The Law of FmancIaI InstItutIOns, passed m October 1995 could Improve condItIons m
the bankmg sector and m the fmancial sector generally over tIme, and reforms m monetary
polIcy appear to bode well for the avaIlabIlIty of funds m the bankmg system If mumcIpalItIes
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were able to present mformatIOn that demonstrated a good credIt rIsk to fmancIaI InstItutIOns,
they mIght fmd Interested lenders

The state of the capItal market affects the abIlIty of mUnIclpalItles to raIse funds for mUnIcIpal
development Buyers of capItal market mstruments may be eIther mstItutIOnal mvestors (pensIOn
funds, msurance companIes, mutual funds, etc) or retaIl Investors (IndIVIduals and other small
holders) If lIqUId and well managed, InstItutIOnal Investors can contrIbute sIgnIfIcantly to the
aval1abIlIty of long-term funds m developed capItal markets In Honduras, the state of the
pensIOn funds may represent an ImpedIment to the development of an expanded capItal market
A number operate under a "pay as you go" approach to meetmg penSIOn oblIgatIOns, and others
have 11Ill1ted lIqUIdIty because they have mvested dIrectly m such projects as affordable housmg
The assets of others may not be lIqUId, as government bonds paymg below-market mterest rates
have been gIven to them by government m lIeu of reqUIred cash contrIbutIOns

Numerous reforms are proposed for the penSIOn funds that would contrIbute to theIr capItalIza
tIon, mcludmg prIVatIZatIOn and the development of capItalIzed mterest (or defmed contrIbutIOn)
accounts, WhICh would be funded WIth proprIetary funds of the penSIOn fund contrIbutors

The eXIstence of a actIve treasury market m Honduras IS good news for mUnICIpalItIes The pre
sence of treasury mstrurnents creates mvestor famIlIarIty WIth government fmancIaI mstruments,
makIng the sale of mUnICIpal securItIes eaSIer Treasury sales help establIsh a baselme mterest
rate that can be used to set mterest rates from mUnICIpal seCUrItIes, and, If treasury bonds are
sold, some of the appropnate mtermedIary mstitutlons WIll be m place for the mUnICIpal market
as well

3 Adequacy of the Current System and Key ConstraInts
Unless addItIonal resources are made aval1able to mUnICIpalItIes m Honduras on a sustamable
baSIS, It appears that there will be a widenmg shortfall m capItal mvestment funds relatIve to that
requIred by the mumcipal sector

The prIonty should be to address the most cntIcal constramts on expandmg the system (such as
expandmg available funds and Improvmg the polIcy enVIronment for borrowmg) and on carrymg
out other actIVItIes that will contrIbute to the long-term sustamabilIty of the overall system (such
as Improvmg mUnICIpal fmancIaI soundness)

The followmg IS a summary of the charactenstics of the Honduras mUnICIpal fmance system
today, organIZed accordmg to the lIst of "essentIal elements" IdentIfIed at the begmnIng of tills
ExecutIve Summary

• Creditworthmess A small but growmg number of mUnICIpalItIes are becommg credIt
worthy At the same tIme, even poor mUnICIpalItIes may have speCIfic servIces that are
"fmance-able," even If theIr fmancIaI resources are generally lImIted The goal of Improvmg
credItworthIness should contmue to be a cornerstone of development actIVItIes m the mUnI
CIpal sector
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• InformatIOn QualIty publIc mformation about mUnIcIpal fmances and data about the mUnI
CIpal sector IS very hmited, although some Improvement measures are under way, such as
the development of accountmg standards for the mUnIcIpal sector A strategy for Improvmg
InfOrmatIOn qualIty and quantity m the mUnIcIpal sector may be needed Improvmg
mformatIon can be a relatively low-cost mtervention m a developmg market

• Techmcal assistance A competent cadre of professIOnals eXIsts and IS m formatIOn m
Honduras Some mumcipalIties hrre consultants dIrectly at full cost, but many receIve aSSIS
tance at a SubSIdIZed cost Lack of up-front fundmg for project development can lImIt murn
cipalIties' abIlIty to hIre needed aSSIstance, no matter how plentiful It IS Increased fundIng
to sustamably fmance techmcal aSSIstance to mUnIcIpalIties appears to be needed

• Expanded fundmg, appropriately allocated ThIS IS one of the most challengIng aspects
of the Honduran SItuation Funds for mumcipal mvestment are not adequate, measures must
be taken to mcrease the supply of funds avaIlable, from both pnvate and publIc sources An
adequately funded publIc or publIc-pnvate entity that does busmess lIke the pnvate sector
appears to be needed to fill the gap between the eXIstmg mecharnsms and whatever addItIOnal
fmancmg the pnvate sector WIll prOVIde ThIS should be accompamed by development of a
credIt ratmg or credIt scormg system for murncipalIties that would support an approach under
WhICh fmancIaI resources are allocated on the baSIS of credIt qualIty, rather than need

• InnovatIOn The low level of mvolvement by the pnvate sector m provIdmg funds to mum
cipalItIes IS one of the most fundamental weaknesses of the current system The fmancIaI
sector IS constramed by the macroeconomy m Honduras and by the lack of InfOrmatIon
available to them about this potentIal "market " FmancIaI mstitutIons that have been wIllmg
to lend to murncipalItIes should be encouraged, and programs such as PROMUNI that help
share the nsk WIth fmancIaI InStitutIOns should be conSIdered

• Legal/regulatory support Honduran law IS generally SUpportIve of mumcipal fmance,
although there are reVISIOns that may be needed, m both the murncipal and fInanCIal sectors
Murncipal sector players may need to become mvolved m a broader polIcy reform agenda,
m such areas as macroeconOmIC polIcy, whIch may appear to be outSIde of the normal range
of murncipal concerns

• PolIcy framework No comprehensIve framework IS m place m Honduras, polICIes that
affect the abilIty of the murnclpal sector to fmance are made on somethmg of an ad hoc
baSIS The concept of the murnclpal fmance system as a system whose shortcommgs should
be addressed systematically IS not Widespread, but should be encouraged As a first step,
some general goals and mdlcators for mumclpal fmance development mIght be establIshed
and used as a baSIS for reportmg progress

• Pubhc-pnvate dIalogue There does not appear to be any forum m Honduras for a publIc
pnvate dIalogue on mumcipal fmance at the present tIme As a consequence, the perspectives
of the pnvate sector are not well known or mtegrated mto the thmkIng about the develop-
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ment of the mumclpal fmance market Slml1arly, the fmancIaI sector IS not now comImtted
to meetmg the needs of mumclpahtIes, and the mumClpahtIes do not know what It will take
for them to become mterested Creatmg a forum could be the fIrst step m faclhtatmg thIS
process

Part III ActIOn Plan - Toward an Expanded MunIcipal Finance System
Listed below are broad strategies for carrymg out the actIvItIes recommended m thIS assessment
A wide range of optIOns m each area are dIscussed m the report These optIOns demonstrate that
m each area Improvements can be made, sometImes by means of very small, but llllportant,
steps

Encourage Contmumg Improvements m MUnIcIpal FmancIaI CondItion and CommunIcate
Results
Contmumg efforts to llllprove the fmancIaI conditIon of mumclpahtles, and to share the results,
are ImperatIve for the development of an expanded system The number of Viable muruclpahtles
needs to be expanded as well Developmg mdlcators for deflrung and measunng progress m thIS
area should be gIven full support Coordmatlon among vanous entItIes provldmg fmancIaI sup
port for muruclpal development IS also encouraged

AsSIst Efforts to Expand FmancIaI and Other InformatIOn about MumcipalItIes Usable by
CredItors and Others
Lack of mformatlOn can result m the faIlure of otherwise Viable fmanclal markets Often
llllportant results have been seen from mlrumal mterventlOn on tills element Efforts should be
expanded to llllprove the mformatIon necessary for fmancIaI system functIonmg, mcludmg
mvestment plans, fmanclal performance reports, accountmg standards and audIts, credIt ratmg
system, and commurucatlOn of lessons learned

Encourage Contmumg Development of the Market for Techmcal AsSIstance
Encouragmg mnovatIon and access to techrucal assIstance IS a key element of fmancIaI system
development In partIcular, efforts should contmue to lower the costs and tlllle reqUIrements of
the project development process, thereby helpmg llllprove the affordablhty of the resultmg
mvestments

Transparent Strategy for ExpansIOn and Best Use of AvaIlable ConcessIOnary Fundmg
The pnvate sector IS lIkely to expand Its fmancmg actiVItIes WIth local governments m Honduras
only WIth support from publIc or concessIOnary sources InstItutiOns m the publIc sector mvolved
m mumcIpal fInance should develop ways to prOVIde the "credit enhancement" or "nsk manage
ment" sought by the pnvate sector, staymg away from usmg guarantees, WhICh are hIghly dIS
ruptIve of a developmg market, whenever pOSSIble

SUpport InnovatIOn m the RaIsmg of Investment Funds and Gam AddItIonal TransactIOns
Experience
In spIte of the lImItatIOns presented by the current system, It IS Important to contmue to attempt
new types of transactIOns by mumclpal borrowers, assummg they can be carned out at costs



•
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I

9 -

affordable to mUnIcipalItIes Pilot fmal transactIOns and pnvatizatIOn projects educate mumclpal
officials and bnng to lIght the lImitations of the polIcy framework and create pressure to resolve
constramts New transactions should be contmuously tned

InnovatIOn should also be pursued at the InstitutIOnal level OptIOns for a new mstitution that can
draw fmancIaI resources mto the mumclpal fmance system should be explored A wide vanety
of new mtermedIary models are bemg developed around the world for mUnIcipal mfrastructure
fmance Important goals mclude maximum mitIal partIcIpation of the pnvate sector m such an
entity and mcreased pnvate partiCIpatIon over time

Support Efforts to Improve and Enforce the Legal/Regulatory Framework
WhIle some Improvements m the legal/regulatory framework may be called for, so IS Imple
mentmg benefIcial elements of the eXIstmg legal framework Issues to be addressed mclude
constramts on mUnIcIpal revenue raIsmg and unnecessary restnctIOns on mumclpal borrowmg
and pnvatIZatIOn

Promote Development of an Integrated Mumclpal Fmance Framework

A framework for orgalllZmg developmental actiVIties related to mumcipal fmance IS needed to
guIde future reform and development TIns framework should represent as much as possIble the
consensus of those mstItutIons WIth an mterest m the mumcipal fmance system Substantive
central government mvolvement m the development of thIS framework should be consIdered a
fundamental reqUIrement

Create a PublIc-Private Forum for Fmance PolIcy Dialogue
A forum can help promote the concept of murncipal fmance as a system With many dIfferent
players and elements and can help create a focal pomt for the dIalogue that can lead to artIcula
tion of a mumclpal fmance framework It can also ensure that expenence IS shared as It IS
gamed The partIcIpants should be all those WIth an mterest m the development of the system,
mcludmg the Honduran publIc sector (central and mumcipal government, etc) and pnvate sector
(banks, consultants, mvestors, etc) and donors The publIc-pnvate forum could provIde tech
mcalleaderslup, polItical leadershIp, and polItIcal support to the process of developmg a frame
work, as well as an adm1ll1stratIve and/or oversIght functIon

Develop a Momtonng Mechamsm for Mumclpal Fmance System
Honduras needs a momtormg mechamsm ("report card") to measure progress on mumcipal
fmance system development IndIcators help track progress and also actually mfluence where
progress IS made The ImtIal report card could Identify the cntIcal elements and related
rndlcators and set goals A baselrne gradrng of the vanous elements should also be done Subse
quent annual reports could track progress, update the grades, and set new goals, as appropnate
Elements mIght mclude the number and SIze of loans, charactenstIcs of mumclpal borrowers,
and the actIOns of mstItutIOns
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Part I IntroductIOn of the Assessment

1 The Purpose of the Assessment
The OffIce of MUnIcIpal Development and DemocratIC InItiatives (MDDI) m the Honduras
MISSIOn of the UnIted States Agency for InternatIOnal Development (USAID) requested
aSSIstance that would enable the MISSIon to proVIde dIrection to the Government of Honduras
(GOH), mUnIcIpalIties, and the fmancial sector m Honduras m the development of a more
sustamable system of mUnICIpal [mance The mvestIgation would address both publIc and pnvate
sources for mUnIcIpal mfrastructure mvestment, and focus on baSIC serVIces, 1 e, water,
sewerage, and solId waste management The mitIal component of thIS aSSIstance was an
assessment of the current system for mUnIcIpal fmance m Honduras ThIS report IS the result of
that assessment

The development of a "framework for mUnIcIpal [mance" has been proposed as a focal pomt for
the creatIOn of a more sustamable mUnIcIpal [mance system m Honduras When fully developed,
a framework should reflect the consensus of all players on how a more expanded system IS to
come about and would proVIde gUidance to them on the process to follow to develop such a
framework

A major purpose of the present assessment IS begm to buIld a base of knowledge upon WhICh
the framework can be constructed It proVIdes a descnption of the context for mUnIcIpal fmance
(Part II, 1 the MUnICIpal Sector and 2 the Current Fmancmg System) and IdentIfIes key
constramts m the current mUnIcIpal fmance system that wIll need to be addressed If
mUnIcIpalIties are to have sustamable, long-term fmancmg sources avaIlable to them m future
years (Part II, 1 the MUnICIpal Sector, and 3 Adequacy of the Current System and Key
Constramts) ThIS report also mcludes a proposed process to follow to arrIve at the fmance
framework and recommendatIOns for appropnate fmancmg mechanIsms, m the short to medIUm
term (Part III ActIOn Plan - Toward an Expanded MUnICIpal Fmance System and Annex 4
PotentIal New or ModIfIed Roles for USAID/Honduras )

2 Defining the Mumclpal Finance System
ExhIbIt 1 (page 12) below IS a graphIC representatIOn of the elements of a well-functIOnmg
mUnICIpal [mance system and some of the most Iffiportant mfluences on It It has served as the
frame of reference for thIS assessment and IS descnbed m detaIl below The objective m
mUnICIpal fInance system development IS to create a fmancmg system that prOVIdes both publIc
and pnvate fmancIaI resources on an ongomg baSIS, so that a) mUnIcIpalItIes have theIr
fmancmg needs met, espeCIally for essentIal serVIces, and b) the servIces that result are
affordable and avaIlable to the maXlffium number of people These are complex objectIves not
qUickly accomplIshed

Long-term debt [mancmg plays a central role m all mature mUnIcIpal fmance systems ThIs may
be m the form of bonds or loans Many capItal mvestments related to mUnIcIpal servIces mvolve
hIgh up-front costs m mvestments that generate a stream of fmancIaI and economIC benefIts over
tlffie ThIs CIrcumstance makes long-term fmancmg appropnate, because revenues can be raIsed
over tlffie to payoff debt serVIce payments from the borrowmg A shortage of adequate credIt
or other long-term fundmg leads to undennvestment m mUnIcIpal mfrastructure smce It leaves
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"pay-as-you-go" (short-term) fmancmg or grants as the only alternatIves PublIc sector and
concessIonary sources provIde some long-term fundmg, but fmancIaI markets are the most
sustamable source of adequate fmancmg Therefore, one of the cntIcal assumptIons underlymg
thIS analysIs IS that market-based sources of fmancmg must be tapped, at least for the most
credItworthy mUnIcIpalIties, If the overall mUnIcIpal fmance system IS to expand suffICIently to
serve all the mvestment demands emergmg m Honduras on a sustamable baSIS

A related assumptIon IS that the pnmary focus should be on the development of a local currency
fmancmg system, rather than a system that raIses funds m dollars or other foreIgn currencIes
Even m faIrly developed fmancial systems, external debt IS too costly (or too nsky) for local
governments Insurance IS needed to guard agamst fluctuatIOns m the value of foreIgn currency
repayments, and once the cost of thIs foreIgn exchange "coverage" IS factored m, foreIgn funds
are generally found to be more expensIve than funds borrowed locally (The only exception may
be local governments who receIve foreign-denommated mcome, such as port cIties)

Mumcipal fmance system development generally has two components

• MUnICIpal sector fmance - strengthemng the tax base, fmancial management, and fmancIaI
condItion or credltworthmess of local governments, and

• MUnICIpal fmance systems - unprovmg the system used by local governments to raIse the
fmancIaI resources necessary to carry out essential actIVIties and serVIces, and expandmg the
levels of fmancIaI resources wlthm that system

In the case of murnclpal sector fmance, mterventIOns generally mclude techmcal aSSIstance to
murnCIpalItIes and polIcy reform to unprove the polIcy enVIronment that affects murnclpal
fmance and borrowmg For murnclpal fmance systems, development actIVItIes mclude polIcy
reform, mstitutIOnal reform and development, and development of ratIOnal schemes for
mcreasmg and allocatmg resources

These two actiVItIes are equally unportant and are mterdependent Unless at least some
murnCIpalItIes become credItworthy, all mUnIcIpalIties WIll need to rely on the same pool of
grants (WhICh are m short supply) even If credIt mecharnsms are created But the same tune,
unless murncipalItIes know they WIll be rewarded WIth access to more fmancIaI resources, the
motIvatIOn to unprove theIr fmancIaI condItIOn IS lessened The process of murncipal sector
fmanclal development IS well under way m Honduras, the emphasIs of thIS report IS on
unprovements that are needed to Iffiprove the fmancmg system, although certam murnclpal sector
Issues are also addressed

ExhIbIt 1 represents a mUnIcIpal fmance system that proVIdes both commercial and non
commercial fundmg sources to fmance projects The elements of the system, and the Issues
addressed durmg the mUnIcIpal fmance system development process, mclude the followmg
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ExhIbit 1
Elements of MUDlclpal Fmance System Development

Macroeconomic and Fmanclal Sector Polley (K)

I
MUDlclpal Fmance Pollcy (J)

A
MUnIcipal Sector

FInance
B C D E F

Factors AffectIng Capital Market Lenders
MUnIcipal FInanCIal ~ Demand ~ and and

CondltJon and Demand
for CredIt ~

for Fmancml Fmanc131 Market Investors

MUnIcipal net Income Resonrces by Intermediaries
~~:--. .

Level and natJne Mumclpahtles

of Intergovernmental ~/ and Other G II. I
transfers Urban Service 14--. ConcessIOnary Donors

Autonomy of PrOViders Fmancml and
rate selling and

Mechamsms Government
cost recovery systems

Ability to organIZe - ~ - ~~. <

and communIcate
finanCial mformatJon

I

• MumCIpal Demand for Resources (B) ThiS IS the collective demand for murucipal fmance
for mvestment projects by local governments and their mstrumentalItIes ThiS demand IS
strengthened through muruclpal development actIVItIes that Improve credItworthIness and help
murucipalIties better defme and forecast theIr mvestment needs PartICIpatory processes that
affIrm publIc support for projects also help strengthen muruclpal demand

• Factors Affectmg MUnIcipal FmancIaI Capacity (A) mclude those thmgs that affect
murucipal capaCIty to raIse fmancIaI resources and repay them when requIred Four key
factors are the level and predIctabIlIty of murucipal net mcome, the level and nature of
central government transfers, the autonomy of the muruclpal rate settmg and cost recovery
process, and the abIlIty of murucipalIties to orgaruze and commurucate baSIC fmancial
mformatIon

• Durmg the PrOject Development Process (C) projects are prepared and structured, fundmg
sources are Identified, and funds are commItted to projects (and later repaId, If borrowed)
ThIs structurmg and borrowmg process, especially when market credIt IS mvolved, can be
dIffIcult and tlffie consummg for local governments Many central governments and
development fmance InstitutIons prOVIde techrucal aSSIstance to faCIlItate thIS process, WIth
varymg degrees of success Ideally, murucipalIties should have a range of expertIse avaIlable
to them at reasonable cost

The diagram shows muruclpahues sm1Ultaneously accessmg both market-based and concessIOnary
fundrng sources (D and G) m order to fund projects ThiS reflects the realIty of most muruclpal
fmance systems-co-fmancrng between market and non-market-based funders IS the norm The
non-market fundrng mcludes "eqUIty" proVIded to the project by the local government from Its
mternal sources, as well as grants and conceSSIOnary loans Market funds are those borrowed
from fmancIaI lllStitutiOns The process of bnngmg reCIpIents and proVIders of fundmg together
IS referred to as "mtermedIatIOn "
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• FlIlancIaI Market Transactions (D, E and F) take place when mstItutions, such as
mvestment banks, make a match between a borrower and wl1lmg lenders, usmg mumclpal
loans, bonds or other mvestment "vehIcles" ThIS match-makmg process may mvolve other
orgamzatIons such as those provIdmg mformatIon (credIt ratmg agenCIes), those managmg
the legal aspects (bond counsel) and those lowermg the rIsk for lenders (guarantors or other
credIt enhancers) BUIldmg a sustamable market fmance component of the mumcipal fmance
system means fIgUrIng out what must be done to make mvestors choose to mvest III a
murncIpal securIty rather than m some alternatIve It may also mean takmg steps to mterest
fmancIaI mstitutIons m playmg thIS "go-between" role for the murnclpal sector Domg so
often mcludes Improvmg the qualIty of mformatIOn proVIded from each SIde of the
transactIon

HIstOrIcally m many countrIes, mvestors have receIved guarantees on local government loans
and bonds ThIS may mclude currency guarantees on foreIgn borrowmgs These are
becommg mcreasmgly rare, due to fIscal constramts at the natIonal level, but the
expectatIons of mvestors remam DesIgmng other forms of "credIt enhancement" for lenders
IS therefore Important

• ConcessIOnary Fundlllg TransactIOns (G, H and I) parallels that of fmancIaI market
mtermediatIOn m the sense that It ental1s speCIfIC InstItutIOns (such as development banks)
that have theIr own fundmg sources, lendmg procedures, and InformatIOn reqUIrements In
Honduras, as elsewhere, much of thIS fundmg has been prOVIded to projects accordmg to
non-market conSIderatIOns, such as poverty rates, populatIon levels, or polItIcal mfluence
But, m many emergmg murncipal fmance systems, some portIon of the avaIlable
concessIOnary fundmg IS bemg used to help local governments raIse prIvate fmancmg, by
helpmg to mItIgate rIsk or lowermg the SIZe of the loan

A broad range of polIcy deCISIons at the natIonal level affect whether market-rate fmancmg IS
avaIlable to murnCIpalItIes, especially mumclpal fmance polIcy (1) and macroeconomIC and
fmancIaI sector polIcy (K) These polICIes affect the wIllmgness of fmancIaI InStItutIOns to work
WIth local governments and the preferences of local governments for ralsmg funds For mstance,
If murnCIpalItIes can't guarantee adequate cost recovery due to restrIctIOns on theIr rate-settmg
powers, mvestors wIll be nervous that they may not get repaId Or when seCUrItIes are dIffICUlt
to sell due to a lack of secuntles market regulatIOn, that WIll lImIt murncipal capaCIty to raIse
market capItal

These polICIes may appear to be beyond the mfluence of mumcipal players However, It may
be necessary for the murucipal representatIves to become conversant m these polIcy Issues If they
are gomg to advocate for the changes that are needed to expand mumclpal fmancmg optIOns
• MUnICipal flllance polIcy (J) IS used here to refer to polICIes that mfluence the abIlIty of

local governments to plan mvestments, raIse revenues, manage theIr fmances, acqUIre funds
for mvestment projects and relate to the fmancial sector A mumcipal fmance polIcy IS
affected by laws (mumclpal law, capItal markets law, prIVatIzatIon law, etc ), but often
conSIsts mostly of polIcy statements and agreements among the levels of government A
comprehenSIve mumcipal fmance polIcy would proVIde dIrectIon and transparency, and
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Identify the roles of all the players (central government, the mUnIcIpal sector, and the prIvate
sector) m the overall mUnIcIpal fmance system

Few countrIes have m place a mUnIcIpal fmance polIcy as comprehensIve and transparent as
that descnbed above (South AfrIca and the PhilIppmes are attemptmg to do so), more
common IS a patchwork of polIcy statements and laws that gUIde mUnIcIpal fmance and may
be contradIctory and out of date ThIS IS especIally true where SIgnIfIcant fIscal
decentralIzatIOn IS still takmg place

• MacroeconolllIc and fmancIaI sector polIcies (K) also exert enormous mfluence on the
abIlIty of markets to develop and the mUnIcIpal sector to borrow FmancIaI sector polICIes
affect the competitiveness of the fmancial sector, the fmancmg options they offer to the
market, and the relatlOnslups among fmancial mstitutions and between these mstItutIons and
the central government MacroeconomIc polICIes affect the flows of capItal mto and out of
the country, market lIqUIdIty, and the mcentIves under WhICh Investors and savers mteract
It mfluences mflatIon rates, exchange rates, Interest rates and other terms of fInanCial Instru
ments offered, and the cost of foreIgn exchange coverage Both affect the economIC ViabIlIty
of murucipal market fmancmg MacroeconomIc polIcy may affect the level of resources
avaIlable from transfers and other government sources, as well

A fmal essentIal element of mUnIcIpal fmance systems that IS not explIcItly represented, but
deserves mentIOn, IS mformatlOn

• informatIon IS the "glue" that holds fmancmg systems together, but IS often m short supply
In developmg fmancIaI systems WIthOUt adequate InformatIOn, even VIable mvestments may
never be made InformatIon IS used to show the fmancial status of mUnIcIpalItIes and Identify
trends, provIde comparabIlIty and help set standards, and commUnIcate fmancmg OptIOns and
share expenence Examples mclude regular finanCIal statements based on accountmg
standards, serVIce demand and fmancial forecasts, dIsclosure guidelmes for fmancIaI
transactIons, credIt ratmgs, performance standards and performance reports

3 The Basic System ReqUirements
The dIScussIon above can be summanzed mto a lIst of baSIC reqUIrements for expandmg the
murucipal fmance system and makmg It sustamable These are lIsted here and later compared
to condItIOns that eXIst today m Honduras and used to help IdentIfy potentIal system development
strategIes and mdicators to measure progress

• Credltworthmess IncentIves eXIst to move local governments m the dIrectIOn of greater
creditworthmess, and the strongest murncipahtIes are perceIved as good credIt rIsks

• InformatIon A range of tImely financIal and other mformation about murnCIpahtIes IS
avaIlable to credItors and others

• Techmcal assistance MurucipahtIes have access to faIrly prIced techrucal aSSIstance on
murucipal fmance matters

• Expanded fundIng, appropnately allocated A coordmated, transparent strategy IS m place
for best use of concessIOnary fundIng MUnICIpalItIes who work to Improve theIr
creditworthmess are rewarded WIth expanded fundmg



•

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

- 15

• Innovation A range of fmancmg sources are avaIlable A vanety of transactions and
fmancIaI structures are m use and are wIdely understood by local governments

• Legal/regulatory support The legal and regulatory systems for mUnIcIpalIties, the fmancIaI
sector and the macroeconomy support mUnIcIpal fmance

• PolIcy framework A mUnIcIpal fmance polIcy or framework gUIdes ImplementatIOn

• PublIc-pnvate dIalogue A forum eXIsts that encourages a pubhc-pnvate dialogue on
mUnIcIpal fmance and mVItes pnvate sector Involvement In the development process
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Part II: Findings of the Assessment

The assessment of the MUnICIpal Fmance System m Honduras IS presented below m three
sectIOns SectIon 1 focuses on the mUnIcIpal sector - ItS demand for revenues and capacIty to
access and manage such resources (Boxes A and B m ExhIbIt 1) SectIOn 2 presents the
mUnIcIpal [mance system - the array of resources avaIlable to mUnIcipahties and the effIcIency
of the current allocation (Boxes C-K m ExhIbIt 1) SectIOn 3 summanzes key constramts m both
mUnIcIpal sector fmance and the mUnIcIpal fmance system, wIth emphaSIS on the latter

1 The Municipal Sector
ThIS sectIOn dIscusses the mUnIcIpal demand for mvestment resources, the factors affectmg
mUnIcIpal capacIty to access those resources, and the organIZatIOns that strengthen mUnIcIpal
sector capacIty

1 1 Mumclpal Demand for Resources

The capItal mvestment requrrements of mUnIcipahtIes must be satIsfIed eIther through mUnIcIpal
sector fmance (local sources) or else through the mUnIcIpal fmance system (external sources)
Quahty mformatIOn on mUnIcIpal mvestment reqUIrements does not eXIst m Honduras MUltI
year capItal Investment programs would be a potentially valuable source of mformatIon, how
ever, only a small number of Honduras's 289 mUnIcipahties are understood to prepare such
programs Even If all mUnIcipahtIes dId prepare such programs, however, those documents
themselves ffilght not reflect total mvestment reqUIrements If mUnIcIpal access to fInancmg was
hmited, for example, such programs mIght reflect sub-optimal levels of mvestment

DespIte the lack of quahty mformatIon, some mferences can be drawn about mumcipal mvest
ment requrrements, m part Via a comparative analysIs between countnes Factors that Influence
mUnIcIpal demand for resources are dIscussed below Based on these factors, a rough estimate
of mUnIcIpal Investment requrrements IS then presented m SectIOn II 3

1 1 1 Levels of Poverty and UrbamzatlOn
Poverty levels affect Investment requrrements as well as strategIes for fmancmg capItal Invest
ment Poor people WIll demand essentIal servIces, but WIll often not be WIllIng or able to pay
for hIgh serVIce standards Poverty WIll therefore exert downward pressure on Investment
reqUIrements Even when mllllffial serVIces are prOVIded, hIgh levels of poverty may make It
dIffICult to recover the costs for mUnICIpal servIce provISIon from the users themselves

Honduras IS the thIrd-poorest country m the Western HemIsphere and, after NIcaragua, the
second-poorest m Central Amenca Annual gross domestIC product (GDP) per capIta IS estlffiated
at US$813 for 1997 Honduras's per capIta GDP IS about one-half the average for Central
Amenca and about one-fourth the average for all of Latin Amenca Honduras's economy IS not
keepmg pace WIth the regIOn between 1990 and 1996, the average annual GDP growth rate for
Honduras was 3 4 %, compared to a Central Amencan average of 4 0% 1 These condItIOns may
make recovenng costs from mvestments m urban servIces more dIffIcult

1 Inter-Amencan Development Bank 1997 Report and USAID/Honduras, 1997
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RapId urban growth rates fuel the need for mvestment III mUnIcIpal mfrastructure UrbanIZatIon
has been occurnng at a faster rate m Honduras than III most other countnes m Central Amenca
Between 1990 and 1996, the annual urban growth rate was 4 9% m Honduras versus 3 9% III

the rest of the regIOn (Honduras's total level of urbanIZatIOn - 48 6% of total populatIon m
1996 - was, however, typIcal for Central Amencan countnes ) ThIS rapId urban growth rate,
attnbutable both to natural Illcrease and Ill-mIgratIOn from rural areas, translates mto greater
demands for capItal mvestment

1 1 2 MUlllcipal ResponsIbIlIties for SerVIce PrOVISIon

The set of serVIces that mumcipahtles are legally responsIble for provIdmg has a beanng on theIr
fmancIaI resource reqUIrements - the more responSIbIhtIes, the greater the fmancmg reqUIre
ments Table 1 1 below compares serVIce responsIbIlItIes m Honduras versus other countnes m
Central Amenca

Table 1 12

ResponslbllltIes for Provldmg Local Services

MUniCipal Responslbillty*

Other Countnes m
Honduras Central Amenca**

Local Service MUnICipal Shared National MUnICipal Shared National

Publzc Servlces

SolId waste • 4 1 0

Market • 5 0 0

Cemetery • 5 0 0

Streets and Sidewalks • 4 1 0

Secondary roads • 0 4 1

Water • 1 2 2

Wastewater • 1 2 2

Electnc energy • 0 1 4

Transit pollee • 0 1 4

Urban transport • 1 2 2

Socwl Servlces

Education mfrastructure • 0 4 1

EducatIOn admInIstratIOn • a 1 4

NOTES
* "Mumclpal" refers to an exclUSively mumclpal responslblhty

Shared means responslblhty shared IS between natIOnal and mUnICIpal government
NatIOnal means IS exclUSive responslblhty of mUnICIpal government

** Data refer to number of countnes that correspond to each category Countnes are Costa RIca, EI Salvador,
Guatemala, Honduras, NIcaragua, and Panama

2 USAID/RUDOICA, 1997
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Table 1 1 shows that the Honduran profIle of mUnIcIpal responsIbIlItIes IS faIrly typIcal for
Central Amenca MUnICIpalItIes have more responsIbIlItIes m some countnes (e g , exclUSIve
responsIbIhty for water/wastewater serVIces m Guatemala) and fewer responSIbIlItles mothers
(e g , Panama), but Honduras IS about average These levels of admInIstratIve decentrahzatIOn
mean that, all else bemg equal, per capItal mUnIcIpal revenue reqUIrements m Honduras should
be roughly comparable to other countrIes m Central Amenca DespIte two generatIOns of reform
that has favored decentralIzatIOn, Central Amenca - and Latln Amenca m general - remams
relatIvely centrahzed compared to most mdustnahzed natIOns

Determmmg mumcipal mvestment reqUIrements IS partIcularly dIffIcult where serVIce respon
sIbIlItIes are shared WIth the central government and/or are not clearly defmed ThIS IS the case
WIth aspects of water and wastewater serVIce prOVIsIon The MUnICIpal Law (1991, as amended)
charges mumCIpahtles WIth constructmg, operatmg, and mamtaImng systems for potable water
dIstrIbutIon and sewerage, however, m reahty, these responsIbIhtles are shared For water
dIstrIbutIOn, mumCIpahtles are estlmated to admimster 65 % of total connectIOns, whl1e the
NatIOnal Autonomous SerVIce for Water and Wastewater (ServlclO Autonomo NaclOnal de Agua
y Alcantarzllado [SANAA]) supphes 35 % of the connectIOns VIrtually all wastewater serVIces
are managed by mumcipahtles, WIth the exceptIOn of TeguCIgalpa, WhICh IS admlll1stered by
SANAA ThIs lack of conSIstency adds to the compleXIty of determImng mumcipal mvestment
reqUIrements and assessmg the adequacy of the mumcipal fmance system 3

1 1 3 Adequacy of SerVIce PrOVISIon
The lower the current levels of serVIce proVlSlon, generally the greater the need for capItal
mvestment to brmg servIce conditlons up to acceptable levels Comparatlve data eXIst for water
and wastewater servIces, they may reflect levels for other mumcipal serVIces as well ThIrty
percent of Hondurans lack access to safe water, and 34% lack access to samtation These levels
are roughly slIDllar to the rest of Central Amenca, where 34% lack access to potable water and
24% lack access to samtatIOn serVIces These levels of coverage are, however, greatly mfenor
to mgh-mcome countnes, where nearly everyone enJoys access to dnnkable water and 93 % to
samtatIOn

PrOVISIon of networked water and wastewater serVIces m urban areas has stagnated over the last
20 years Even for those WIth nommal access to those serVIces, the quahty of serVIce may vary
greatly, partIcularly m margmal barrIOS PIped water may flow mtermittently, at low levels of
pressure and of Infenor quahty Latnnes have come to play an mcreasmgly lIDportant role m
providmg samtatIon servIces III 1993, one out of every two urban households rehed on latnnes
mstead of sewerage networks 4 Increasmg rehance on these sorts of non-network strategIes for
provIdmg both potable water and samtatIon servIces may suggest a chromc shortfall In the
fInanCIng of these key mumcipal serVIces

3 Walker, Ian et al ,RegulatIOn OrganzzatlOn and IncentIves The Polltlcal Economy of Potable Water Services Case
Study Honduras, August 1997

4 ibId, World Bank, World Development Report 1996, and PADeO Inc 1997
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In summary, Honduran murncIpalItles have sIgrnfIcant demands for resources to fmance capItal
mvestment they face the challenge of lillprovmg the proVIsIon of Important baSIC serVIces m the
face of hIgh levels of poverty and rapId rates of urbanIZatIOn CapacIty to meet those challenges
IS dIscussed below

1 2 MUlllCIpal CapacIty

CapacIty refers to the abIlIty of mUnICIpalItIes to mobIlIze and manage resources so as to fulfIll
theIr oblIgations It reflects not only mstItutIOnal capacIty, but also the set of revenue sources
aSSIgned to mUnICIpalItIes, and theIr abIlIty to access those resources After those revenues are
mobIlIZed, capacIty IS fmally reflected m murncIpalItIes' abIlIty to focus sIgnIfIcant amounts of
those resources on capItal mvestment These tOPICS are explored below

1 2 1 InstItutIOnal CapacIty

In the early 1990s, the PresIdential CommIssIon of Moderrnzmg the State (ComlsLOn Presldencwl
de ModermzacLOn del Estado) estImated the level of development of Honduras's 289 mUnICI
palItIes MUnICIpalItIes' composIte scores, based on a WIde range of factors (mcludmg health,
baSIC samtatIon, housmg, mcome, etc) were as follows

Table 1 25

MUDlclpahtles by Category of Development, 1991

MUDlclpahties

# Category Number % of Total PopulatIOn

D Stagnant 235 81 3 2,055,021

C Slowly Developmg 42 145 1,262,343

B Developmg 9 3 1 481,792

A Developed 3 10 1,159,188

-- Total 289 1000 4,958,344

Accordmg to thIs claSSIficatIon, 96% of all mumcIpalItIes were consIdered "stagnant" or "slowly
developmg " These mumCIpalItIes represented 70% of the natIOnal populatIOn and were generally
smaller (less than 20,000 total populatIOn), rural (less than 40% urban populatIOn), and lackmg
m serVIces (less than 50% of populatIOn WIth access to baSIC serVIces) These mumcIpalItIes can
be expected to have dIffICUlty mobIIIZmg the resources necessary to provIde urban servIces

The 4% of murucIpal governments consIdered "developed" or "developmg" m 1991 had
orgaruzed themselves so as to carry out a range of functIons (treasury, cadastre, publIc serVIces,
planmng, accountmg, etc) and were staffed by at least 30 employees Key procedures and
documents - development plans, mvestment plans, mventory of mumcIpal property, program
budgets, etc - were reportedly m place Procedures for publIc partIcIpatIOn (town meetmgs,
etc ) were reportedly m use These more developed mumcIpalItIes were generally located m

5 Presldencla de la Repubhca ComlSlon PresldencIaI de ModermzaclOn del Estado, Cuademos de DescentralzzaclOn
CategonzaclOn MUnICipal, 199_
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RegIOns I or II and m port or tOUrIst areas and/or were department heads (cabeceras departa
mentales) These murucipalItIes could be expected to have hIgher levels of capaCIty m mobIhzmg
local revenues These murucipahtIes may generally represent the targets for market-based
financmg (Boxes D, E, and F m ExhIbIt 1), whIle the needs of other mumCIpahtles would more
hkely be met by concessIOnary fundmg transactIOns (Boxes G, H, and I), m at least the short
to medIUm term

More recent assessments of mumcipal capaCIty are not avaIlable, however, the number of
"developed" and "developmg" murucipalItIes has undoubtedly mcreased smce 1991 ThIS IS due
to lffiplementatIOn of the new, progreSSIve Murucipal Law, as well as the effects of the USAID
Murucipal Development Programme (MDP) and other ImtlatIves The 30 mumCIpahtIes sup
ported by the MDP, and TegUCIgalpa, would now most hkely be claSSIfIed as developed or
developmg

WhIle these 30 murucipahtIes could be conSIdered as "developed" or "developmg," a recent
mvestigatIOn of fmancIaI management m TegUCIgalpa and San Pedro Sula showed that room for
lffiprovement stIll eXIsts Systems m place m those CItIes do not fully support modem practIces
m budgetmg and fmancIaI management, mcludmg the treatment of mdividual mumcipal serVIces
as cost centers (Those CItIes have, however, made sIgmficant recent Improvements m therr
billmg and collectIOn systems) One can generally predIct shortcommgs m fmancIaI management
m even the largest Honduran mumcipahtIes

1 2 2 Mumclpal Revenues
Mumcipal revenues are a functIon of the revenue sources aSSIgned to mumCIpahtIes, as well as
such factors as local offICials' abIhty and commItment to access those revenues and the under
lymg tax base Itself

Total mumcipal mcome m Honduras stood at US$62 8 milhon m 1992 ThIs represented about
2 % of GDP As shown m Table 1 3, m Central Amenca only NIcaraguan mumCIpahtles
accounted for a hIgher percentage of GDP (3 1%), m all other countnes m the regIOn, mumCI
pahties receIve less than 1% of GDP (Because GDP IS relatIvely low m Honduras, however,
mumcipahtles mother countnes, such as Guatemala, may receIve more resources m absolute
terms) DespIte these relatIvely hIgh levels, the pressure of mumcipal taxes IS not exceSSIve m
Honduras Table 1 3 shows that mumcipal tax pressure (measunng mumcipal tax mcome as a
percent of GDP) IS substantIally hIgher m NIcaragua, where CItIZens are generally poorer than
m Honduras All else bemg equal, thIS suggests that murucipal tax collectIOns could mcrease m
Honduras WIthout exceSSIvely burdenmg CItizens



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

21 -

Table 1 36

Indicators of MUnIcipal Income

IndIcator Honduras Costa Rica EI Salvador Guatemala Nicaragua Panama

GDP (1994 mJihon US$) 3,333 8281 8116 12919 1833 6975

l\fwuclpal Income as % of GDP 21% 08% 04% 09% 31% 07%

l\fwuclpal Tax Pressure
07% 04% 02% 02% 20% 05%

(MunIcIpal tax Income as % of GDP)

Data also show that Honduran mumClpahtIes enJoy relatIvely hIgh levels of fIscal decentralIzatIOn
for the regIOn Honduran mumcIpahtles' share of total government spendmg (12 3 %) exceeded
levels m Costa RIca, Panama, NIcaragua, and EI Salvador (average 42%), and even edged
levels for Guatemala (10 3%), wIth Its sIZable mtergovernmental revenue transfer (see
Table 1 4) ThIs strength can be largely attnbuted to passage of the progressIve MUnIcIpal Law
m 1991 and subsequent mumclpal development efforts by USAID and others

Table 1 47

SubnatIOnal as a Percent of Total Government Spendmg, 1995

Honduras Central America Latm America Industrial EconomIes

RatIO of SubnatIOnal to
123% 66% 146% 349%

Total Government Spendmg

DespIte ItS relative fIscal strength m the regIOn, the mumclpal sector m Honduras IS relatIvely
weak compared to mdustnal countnes As shown m Table 1 4, subnatIOnal governments m
Honduras accounted for only a thIrd as much of government spendmg as dId theIr counterparts
m mdustnal economIes Honduras's levels were, however, typIcal for Latin Amencan countnes

The Honduran mumcipal sector obtams Its resources from a dIverse set of revenue sources, those
sources are dIscussed below

Local vs External Sources of MUnICIpal Revenue
Too much dependence on mtergovernmental revenue transfers may dIscourage the mobIlIZatIOn
of resources generated locally by the urban economy The Honduran mumclpal sector IS not
excessIvely rehant on external sources of revenue In Honduras, a full 59 4% of total revenues
stemmed from local taxes, user charges, and a betterment levy (conmbuclon por mejoras), WIth
an llltergovernmental transfer (an external source) contnbutlllg to the remalllder ThiS reflects
a better balance of local versus external sources than, for example, Guatemalan mumclpalltles,
whIch some conSIder overly dependent on mtergovernmental transfers (see Table 1 5) (For a

6 USAID/RUDO/CA 1997 and the World Bank, World Development Report 1996

7 Inter-Amencan Development Bank 1997 Report, p 157 and PADCO, Inc 1997 By defimtlOn the sources of
spendmg should mclude both local sources and external sources, such as mtergovernmental transfers
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dISCUSSIon of whether Honduran mumcipalIties receIve InsuffICIent resources from the transfer,
see below)

Table 1 58
Relative Importance of Intergovernmental Transfers In Central America

Mld-1990s

NIcaragua Panama Honduras Costa RIca El Salvador Guatemala

RatIO of Own-Source
93/7 92/8 85/15 82/18 65/35 30/70Revenues/Transfer

Local Taxes and the Betterment Levy

The relatIve contnbutIOns of the prmciple local taxes and the betterment levy are shown m
FIgure 1 1 These local revenue sources are dIscussed below, m terms of such factors as theIr
abIllty to generate revenue, buoyancy, economIC effIcIency, faIrness (eqUity), admIillstratlve
feasIbIllty, and polltlcal palatabIllty

FIgure 119

Taxes and Betterment Levy
MUnICIpal Sector (1990-92 and 1994-95)

100

SO

60
~0

40
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1990 1991 1992 1994 1995

D Other D Betterment Levy

D Personal ~ Real Property

• Ind Com & Ser

Tax -on Industry, Commerce, and ServIces In terms of revenue generatIOn, thIs tax (the
zmpuesto sobre zndustrzas, comerclOS y servzclOs) IS currently the most Important tax In the
mumcipal fmance system It IS applIed on mcome generated by the productIon, sales, and
provIsIOn of serVIces The Importance of thIS tax has rIsen In recent years until, In 1995, It
represented almost half (48 7%) of all Income generated by the sources shown III FIgure 1 1,

8 Perez, M • Jose Antomo Sistemas Tnbutanos de los Goblemos Locales en ellstmo Centroamencano USAID/RUDO/
CA 1997

9 Ibid
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It IS thus buoyant The tax IS admInIstrable, partIcularly by larger mUnIcIpalItIes that receIve
trammg The MUnICIpal Development FoundatIOn (FundacLOn de DesGl rolla Mumclpal
[FUNDEMUND has helped some larger murucIpalItIes double theIr receIpts from thIS tax m only
one year, by enumeratmg the tax base and otherwIse Improvmg admInIstratIOn ThIS tax IS most
Important m the more prosperous mUnIcIpalItIes, whIle ItS use IS lImIted m poorer locales

Income generated by the export of non-tradItIonal exports has been granted an open-ended
exemptIOn from thIS tax In the long term such a polIcy may dIstort economIC deCISIOn makmg
and may erode CItIes' abIlItIes to support economIC development SImIlarly, the law applIes a
lower tax rate to the productIOn and sale of products subject to prIce controls, a polIcy that could
provoke allocatIve meffICIenCIes

Real Property Tax The real property tax (lmpuesto sabre blenes mmuebles) was the smgle most
lffiportant mUnIcIpal tax m 1990 Its lffiportance has declIned so that m 1995 It represented only
about a fifth (20 6%) of mcome generated by taxes and the betterment levy Property taxes can
be structured so as to serve as the cornerstone for mUnIcIpal mcome In Honduras, however,
Decree 124-95 and other actIOns have undercut thIS tax's buoyancy and revenue-generatmg
potentIal by broademng exemptIOns, lowermg the tax mCIdence ceIlmg, and reqUIrmg mUnICIpal
offiCIals to reach consensus WIth "varIOUS econOffilC and socIal sectors" on how to apply the tax
These actIons have rendered the tax almost voluntary

The property tax IS based on the assessed value of the land and lffiprovements Rates are
dIfferentIated between urban and rural propertIes, WIth rural propertIes paymg less As IS faIrly
typIcal m developmg countrIes, property value IS assessed only once every fIve years ThIs
arrangement, whIle understandable due to the effort mvolved, contnbutes to the undervalumg
of property and makes It dIfficult for revenues to keep pace WIth expendIture reqUIrements One
practIcal solutIOn applIed m some countrIes, progressIvely mcreasmg the tax mCldence dunng
off-years and then readJustmg the rates followmg reassessment, IS not practIced m Honduras

MUnICIpalItIes are responsIble for vrrtually all aspects of property tax admInIstratIOn Admm
Istermg such a system IS relatIvely challengmg, partIcularly for Honduras's many small mUnI
CIpalItIes MUnICIpalItIes, aSSIsted by USAID and FUNDEMUN to expand and update mUnICIpal
cadastres, have, however, m some cases doubled the revenue streams from thIS tax In addItIon
to ItS Importance m larger CItIes, the real property tax also has great mcome potentIal m rural
mUnICIpalItIes WIth hIgh land values, such as m the coffee-growmg zone

Personal Tax The personal tax (lmpuesto personal 0 vecmal) IS applIed to annual personal
mcome As such, It has been CrItICIzed as duplIcatmg the natIOnal mcome tax (lmpuesto sobre
la renta) The mUnICIpal tax produced only 5 1% of all mcome from taxes and the betterment
levy m 1995 (FIgure 1 1) It IS most heaVIly applIed m TegUCIgalpa

Other Taxes Fmally, mUnICIpalItIes also have the rIght to collect several addItIOnal taxes of
lesser lffiportance The tax on the use of natural resources (lmpuesto por explotaclon de recursos)
has not been fully explOIted to date The surcharge on anlffials slaughtered m the mUnICIpalIty
(lmpuesto pecuarlO) and the bIllIards and controlled substances tax (lmpuesto a blllares y
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productos controlados) can be consIdered as nUIsance taxes, and are of lesser Importance m most
mUnIcIpalItIes

Betterment Levy As shown m FIgure 1 1, the betterment levy (conmbuclOn por meJoras) has
yIelded substantIal levels of revenue for the murucIpal sector (9 5% of revenues shown m 1995)
ThIS fee IS of partIcular Importance m the context of mUnIcIpal fmance, gIven that the law
reqUIres that revenues generated by thIS fee be used exclusIvely to fmance capItal mvestment
Some cItIes, such as Bogota, Colombia, have used sIml1ar development charges as a major
source of fmancrng for theIr capItal mvestment programs Such leVIes are generally consIdered
adm1lllstrable and eqUItable, srnce the charge IS applIed to propertIes that benefIt from a specIfIc
11llprOvement

To date, the betterment levy has not been fully explOIted m Honduras The law authOrIzes ItS
levymg agamst the owners of propertIes and others who stand to benefIt dIrectly from specIfIc
publIc works Moreover, the law authorIZes use of thIS levy for a broad spectrum of projects 
constructIon and pavmg of urban streets, electrIcal systems, telephone networks, prOVIsIOn of
water, wastewater, and envIronmental servIces, and "other publIc works that WIll benefIt the
communIty" However, mtervIews suggest that, WIth a few exceptIOns, the betterment fee has
been applIed only for street pavmg and constructIOn projects FUNDEMUN representatIves
speculated that mUnIcIpal offICials may be reluctant to attempt to collect thIs fee from poorer
commurutIes receIvrng baSIC serVIces, whereas street-pavmg projects tend to benefIt households
that are better able to pay In a number of Instances, the betterment levy has helped muru
cIpahtIes serVIce loans FUNDEMUN, however, reports httle demand from murucIpahtIes for
tra1ll1ng and techrucal aSSIstance m use of thIS fmancmg mecharusm

User Charges
Acmevmg full cost recovery for murucIpal servIces mvolves capturmg the margmal costs (both
current and capItal costs) associated WIth serVIce prOVISIOn Under the "user pays" pnncIple,
consumers are generally expected to shoulder these costs Via user charges RealIZmg full cost
recovery IS an 11llportant polIcy goal for several reasons Some revenues generated under cost
recovery condItIOns can be dIrectly used to fmance capItal 11llprovements Cost recovery lIkeWIse
mcreases credItworthIness potentIal lenders WIll be more wIllmg to lend to serVIce proVIders
who are able to mobIlIze revenues that can be used to retIre debt

Self-fmancmg revenues (serVIce charges and the betterment levy) represented a relatIvely low
percentage of locally generated revenues Local taxes thus assumed mcreased 11llportance m the
mumcIpal finance system TIns condItIon can be attrIbuted rn part to central government mvolve
ment m provIdmg certam urban servIces (partIcularly m TegucIgalpa) It may also mdIcate that
user fees are underexplO1ted and that greater attentIon to cost recovery for serVIces would yIeld
substantIal returns

informatIOn avaIlable regardmg cost recovery for potable water servIces serves as a case study
for cost recovery for mUnICIpal servIces m general Water servIce prOVIders m Honduras are
generally fallmg far short of acmevrng full cost recovery ThIS IS generally true of both SANAA
and (WIth a few exceptIOns) mUnICIpal serVIce proVIders (see Table 1 6) For 16 local systems



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

- 25 -

analyzed, estimated losses averaged L 140 per connectIOn per year for mUnIcIpal systems and
L llO/connectIOn/year for SANAA systems If those levels were typIcal, m 1994 mUnIcIpalIties
(WIth about 260,000 connectIOns nationwIde) would have lost about US$4 4 millIon m foregone
revenue from water and wastewater serVIces, SANAA (WIth about 140,000 connections) would
have lost about US$1 8 mIlhon Those US$6 2 mIlhon m annual lost revenues could have been
remvested m urban mfrastructure

Table 1 610

Cost Recovery Indicators for Water Service ProvIsIOn
A Survey of 16 Systems,* 1994

Indicator MUnICipal Average SANAA Average

Income per connectIOn (LPS /yr ) L 103 L 107

Total expendIture on water and sewerage L 252 L 225
per water connectIOn (LPS /yr )

Profit (Loss) per connectIOn (LPS /yr )** (L 140) (L 110)

* Averages are for mne munICIpal systems and seven SANAA systems, respectIvely
** Income mmus total expendIture Average profit may not exactly equal the sum of other averages due

to data aval1abIhty and dIfferent methods for calculatmg averages

A senes of reasons accounts for thIS general lack of cost recovery, mcludmg a lack of trans
parency ill the levels of SubSIdIes and a lack of pohtIcal WIll to raIse tanff levels DespIte the
generally poor average results shown m Table 1 6, one notes that about one-quarter of the mum
clpahties for which data were available showed net profItS rather than losses for 1994 two
mumclpal systems (Ocotepeque and Tocoa) and two SANAA systems (Comayagua and Intibuca)
ThIS fmdmg offers some hope for the achIevement of cost recovery and sustamable serVIce
prOVISIon despIte the structural problems suggested above

Pnvate or nongovernmental servIce prOVISIOn may, however, offer the best hope for achlevmg
full cost recovery ThIS assertIOn IS suggested by the results of one wIllmgness-to-pay study
conducted m the margmal barrIOS of TegUCIgalpa Consumers were wIllmg to pay substantially
more for water servIce prOVIded by barno commIttees (patronatos) (L 44 8/month) and water
boards (Juntas de agua) (L 36 6/month) than they were for water prOVIded by eIther the
mumclpahty (L 21 5/month) or SANAA (L 18 7/month)

A potential threat to cost recovery IS the eXIstence of the NatIOnal CommISSIOn for PublIc
SerVIces (ComZSlOn NaClOnal Supervzsora de ServzclOs Publzcos [CNSSPD, WIth nommal respon
SIbIlIty for the economIC regulatIon of publIc serVIce tanffs ThIS responSIbIlIty COnflIctS WIth

10 Walker, Ian, et al Regulatzon Orgamzatzon and Incentlves The Political Economy of Potable Water Services Case
Study Honduras, August 1997 The followmg conclUSIOns rely heaVIly on that document
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the nght of mUnIcipalIties to set their own tanffs WhIle to date the CommIssion has not
mterceded to a great extent m regulatmg mUnIcipal serVices, ItS nommal authonty to do so
represents a nsk to potential pnvate sector mvestors m mUnIcIpal mfrastructure (see Sec
tIOn II 2 3)

Intergovernmental Transfer

As noted above, Honduras mUnICipalItIes receIve an mtergovernmental transfer ThIS transfer,
defmed as "ordmary mcome" m the MUnIcipal Law, IS Important to the present study m two
ways First, at least 90 % of the transfer mOnIes are to be dIrectly used to fmance mvestments
(MUnICIpal Law, Art 91) Second, such transfers may play an Important mdirect role III

mobilIzmg other sources of external mcome (e g , credIt) by Improvmg mUnICIpalItIes' apparent
creditworthmess (Creditworthmess IS apparent because transfers can be Said to "mask" the
underlymg fiscal and fidUCiary performance of murncipalItIes ) ThiS role m accessmg credIt has
been noted m Argentma, BrazIl, Colombia, and MeXICO, among other countnes

The Murnclpal Law (Art 91) aSSIgns 5% of natIOnal mcome from taxes to all murncipahtIes 11

Unfortunately, however, to date the actual momes dIstnbuted through thIS transfer, mcludmg
L 150 mIllIon m 1997, have represented only about 2% of natIonal tax mcome Some L 225 mIl
lIon (of whIch at least 90% would have supported capItal mvestments) were thus not transferred
to murncipalItIes m 1997 as reqUIred by law ThIS discretIOnalIty - not uncommon m Latm
Amenca - ObVIously ImpaIrS the usefulness of thIS resource base to help fmance murncipal
mfrastructure

AllocatIon of the transfers between murncipalItIes IS based on a formula 20% equally dIVIded
between all qualIfymg mumCIpalItIes and 80% based on number of mhabitants Such a clear-cut
formula IS advantageous m that It promotes transparency The Honduran formula does not,
however, try to accomplIsh any partIcular goals, e g , reward fIscal effort, benefIt the poor,
support creditworthy murncipalIties attemptmg to borrow, etc

To summarIZe mumcipal fmancial capaCIty compared to other countrIes m the regIOn, Honduran
mUnICIpalItIes are m a relatIvely favorable pOSItIon regardmg revenue generatIon The sector
enJoys a relatIvely broad set of revenue sources, mcludmg taxes, user charges, and an mter
governmental revenue transfer ThIs revenue base, however, reqUIres defendmg, partIcularly the
real property tax (whose effectIveness has been undercut) and the revenue transfer (WhICh has
never been fully Implemented) Certam sources (e g , the betterment levy) could lIkeWIse yIeld
greater returns then they are currently producmg

Mumcipal mcome for 1992, the most recent year for WhICh comprehensIve data were avaIlable,
IS summanzed m Table 1 7 One notes that, unlike other capItal CItIes m Central AmerIca,
TeguCIgalpa does not absorb exceSSIve levels of mumcipal revenues

11 This does not apply to port mumclpahues, which receive a transfer that amounts to 4 % of port-generated revenues
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Table 1 712

MUnIcipal Income, 1992

Income for 1992

Other
Tegucigalpa MUnIclpahties Total

Source US$ mil % US$ mIl % US$ mil %

Current Income 89 706 25 1 500 340 54 1

- Taxes 86 683 163 325 249 396

- Service charges 03 23 88 17 5 9 1 145

Capital Income 37 294 25 1 500 288 459

- Betterment levy 04 32 29 5 8 33 5 3

- Transfers 24 190 11 1 22 1 135 21 5

- Other 09 72 111 22 1 120 19 1

Total 126 100 502 100 628 100

1 2 3 Use of MUnICIpal Resources for CapItal Investment
Together, current mcome and capItal mcome have to pay for murucipalItIes' current expendIture
as well as support capItal mvestment The law restncts the use of the vanous sources of mcome
m a way that tends to encourage capItal mvestment The Murucipal Law requITes that, at a
mirumum, the followmg resources be applIed to capItal mvestment

• Current mcome sources
~ At least 50% of current mcome to be applIed for non-operatmg expenses, mcludmg

capItal mvestment (Art 177)

• CapItal mcome sources
~ Betterment levy (Art 142)
~ DonatIOns and transfers (as mdividually speCIfIed) (Art 175)
~ Loans (Art 186)
~ Bonds (Art 187)

• Extraordmary mcome sources
~ All extraordmary mcome (Art 174)

Morutonng mdividual murucipalItIes to hold them accountable for meetmg such a senes of
requ:crements may be more dIfficult than trackmg Just one mdicator, e g , total mvestment as a
percentage of total expendItures

FUNDEMUN's analySIS of executed budgets for 1996 for 20 medmm-to-Iarge murucipalItIes
showed that those murucipalIties were directmg sigruficant levels of theIr total revenues mto
mvestment For the average murucipalIty analyzed, capItal mvestments, worth about
US$373,374, represented 51 % of total expendItures CapItal mvestment as a percent of total

12 Perez M Jose Antomo, Szstemas Tnbutanos de los Gobzemos Locales en ellstmo Centroamencano, SIECA, July
1994
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expendItures has generally mcreased over tIme The relatIvely few mUnIcIpalItIes that had
reported low levels of capItal mvestment m 1994 (10%-20% of total expendItures) had achIeved
sIgnIfIcant mcreases m mvestment by 1996

1 3 Support to the MUnIcIpal Sector

Several entItIes support mUnIcIpalItIes m mcreasmg theIr fmanCIal capacIty and otherwIse
strengthenmg theIr abIlItIes to provIde serVIces and gUIde development

1 3 1 PublIc Sector
The GOH provIdes mllllmal trammg and techmcal assIstance (TA) dIrectly to local governments
There IS no mUnIcIpal development mstitute such as one fmds mother countnes m Central
Amenca, even though the MUnICIpal Law calls for the creatIon of such an mstitute (Art 105)
The Secretariat of Government and JustIce (Secretana de Gobernaclon y ]UStlCla) has a UnIt that
provIdes a ltrnlted amount of trammg and TA to mUnIcIpalItIes, mcludmg on the admmistration
of cadastres ThIs Secretariat IS charged by the MunICIpal Law wIth assIstmg murucipalItIes WIth
theIr budgets (Art 96)

The Controller General (Contralona General) IS charged wIth the fIscal oversIght of the muru
Clpal fInance system (ConstItutIon, Art 222) SpecIfIc functIons mclude external ex post audltmg
and a role m settmg qualIfIcatIons for mUnIcIpal fmancIaI posts

132 NonprofIt Sector

The ASSOCiatIon of Honduran MUnICIpalItIes (ASOClaClOn de Mumclpalldades de Honduras
[AMHON]) IS a nonprofIt CivIllllStItutIon, formed m 1962, made up of all murucipalItIes m the
country FIrst among ItS objectIves IS the defense of murucipal autonomy, partIcularly as
reflected m the natlOnal polIcy agenda Another objectIve relates to the provislOll of techmcal
assIstance to mUnIcIpalItIes The AssociatlOn functlOned as a dependency of the Secretariat of
Government and JustIce untIl 1992 Its subsequent reconstructIon has proVIded greater autonomy
AMHON's fmancIaI health compares favorably WIth other mUnIcIpal associatlOllS m Central
Amenca MembershIp quotas are set at 1% of mUnICIpal current mcome - a sustamable source
of fmance

PartIally compensatmg for the relatIve lack of governmental mvolvement dIscussed above,
FUNDEMUN, a nongovernmental orgaruzatlOn, IS the largest provIder of trammg and TA to
mumcipalIties m Honduras WIth support of the USAID MDP, thIS foundatIon works largely
WIth the 30 or so largest mumCIpalItIes (outSIde of TeguCIgalpa) Under the USAID MDP,
mUnICIpalItIes receIvmg tra1ll1ng and TA from FUNDEMUN must make a 25% or 50%
counterpart contnbutIOn for serVIces rendered, WIth the remamder funded by USAID, pavmg
the road to sustamabIhty FUNDEMUN provIdes traInIng to partIcipatmg murucipahties m a
varIety of tOpICS, mc1udmg mUnICIpal fInance, cadastre, mUnICIpal adminIstratlOll, tax polIcy and
collectIon, mUnICIpal mfrastructure and serVIces, and publIc partIcIpatIon

The USAID MDP Supports trammg Via short courses for murucipal offICials natIonWIde through
the Central Amencan TechnologIcal UnIVerSIty (UNITEC) UNITEC has offered short courses
at 12 dIfferent SItes m mUnICIpal admIillstratIOn and fmance, accountmg, commuruty



- 29-

Exhibit 2
MUnICipal Fmance System m Honduras
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development, urban planmng, mumcipal legIslatIOn, and popular partIcIpatIOn The Umversity
of San PedlO SuIa graduated one class of mUnICIpal techmcians, but that program IS reportedly
currently not actIve

2 The Current Honduran MuniCipal Finance System
2 1 Current Sources of MUnICipal Fmance

The current system for mfrastructure fmancmg by mumcipalIties m Honduras differs con
SIderably from the dIversIfIed and mtegrated system descnbed m SectIon 1 ThIS sectIon
descnbes the SItuatIon m Honduras as It eXIsts today ExhIbIt 2, below, IS an attempt to
graphIcally represent thIS SItuatIon

Lookmg at the system that proVIdes trammg and TA to mUnICIpalItIes as a whole, one IS
encouraged by the partIally market-based approach to provIdmg assIstance to the 30 largest
mUnICIpalItIes Future challenges mclude expandmg support to the remammg smaller mUnICI
palItIes, as well as provIdmg addItIOnal aSSIstance m key areas (e g , certam components of
fmancIaI management) to the larger mUnICIpalItIes

The vanous arrangements used by mumCIpalItIes to fmance projects m Honduras IS generally
not seen as a system by most of those mvolved No explICIt, coherent mumcipal fmance polIcy
under whIch mumcipal project fmancmg can take place eXIsts m Honduras, although the eXIstmg
legal framework IS generally SupportIve A number of local governments m Honduras are
credItworthy enough to borrow or are receIvmg the aSSIstance needed to become credItworthy
(at least 30, It IS est1Illated), yet the maJonty of fundmg aVailable m the system IS m the form
of grants, WhICh are allocated largely on the baSIS of need, rather than creditworthmess The
11llllted concessIOnary debt funds are allocated on a s1Illilar baSIS A small amount of short-term
bank fmancmg does take place There IS mInImal coordmatIOn of mumcipal fmancmg at the
polIcy level, or between fundmg sources, and there are few mcentIves for the pnvate fmancial
sector to lend for murucipal purposes
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2 2 Fundmg Sources for MUnIcIpal CapItal Investment

2 2 1 PublIc Sector and ConcessIOnary Sources

Fundmg Sources
MumclpahtIes have access to a number of pubhc and concessIOnary fundmg sources m
Honduras, although the total amounts available are relatively small 13 These sources range from
grant funds, mcludmg government transfers, to debt funds loaned by the FHIS and provided by
USAID The charactenstics of each known source are dIscussed below Future fundmg levels
are estnnated m Exhibit 3, located at the end of Part II

Locally Generated Funds
As noted earher (see Section 1 2 2), the major local revenues mclude taxes, user charges, and
the betterment levy The law reqUIres mumClpahtIes to use half of their mcome generated by
taxes and charges for charges related to capital mvestment, Includmg debt service All revenues
from the betterment levy must also be used for these purposes In 1992, those reqUIrements
meant US$20 3 mIlhon from these two sources was avaIlable for capital mvestment In 1996,
about L135 mIllIon or US$lO millIon was avaIlable from the central government transfer alone

In Exhibit 3, It IS assumed that approxnnately US$25 mllhon per year IS available from thiS
source

Central Government Transfers
Intergovernmental transfers are discussed In SectIOn 1 22, above Transfer from central
government are nnportant for capital fmancmg for three reasons 1) they can be used to drrectly
fmance capital mvestment (at least 90% of those funds must be used for tills purpose), 2) trans
fers may also help mobIlIZe other sources of external funds (especially loans and other forms of
credit) by creatmg predictabilIty and therefore lowenng nsk for mvestors (In many countnes,
Intercept mechamsms give lenders a first clann on the transfers used as a form of secunty for
market borrOWIng), and 3) transfers can also help nnprove mumclpahtles' overall creditworthi
ness, dependIng on their level and how they are allocated

As noted earher, actual momes transferred have not equaled the total requrred by law In
Honduras Approxnnately US$lO millIon per year IS shown as avaIlable In Exhibit 3

Grants from the Fondo Hondureiio de InverSion Soczal

The Honduran SOCial Investment Fund (Fonda Hondurefio de Inverszon Soczal [FHIS]) has been
a source of grant fundmg for mumclpal-type projects smce It was ongmally created m 1990 as
a mechamsm to channel resources for Honduran SOCial development PHIS I covered the years
1990 to 1995, and FHIS II was created ill 1994 In 1995, the hfe span of the FHIS was extended
to 12 years While the FHIS IS an admlmstratIvely autonomous organIZation, the Executive
Director IS a member of the government's admlmstratIve staff at the level of mlmster

13 ConcesslOnahty as used here means any characterIstIc that dIfferentIates the fundmg from what would be avaIlable
under market condItIons mcIudmg mterest rate, loan term or other loan characterIstIc or reqUIrement With the dearth
of market-based resources avaIlable to mumclpahtles, definmg concesslOnahty IS dIfficult
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The purpose of the FHIS IS poverty alleViatIOn and Improvement m hvmg COndItions, and It
focuses on the poorest sectors of Honduran socIety Over time, ItS objectives have expanded to
where they now mclude job creatlon, the strengthemng of cIvIl socIety, mcludmg mumcipahtIes
and local orgamzatIOns, envIronmental protectIOn, targeted support to ethnIc commumtIes, and
mcreasmg the sustamabIhty of FHIS projects The FHIS charactenzes ItS role as "promotIOn,
fmancmg, and supervIsIon of proJects"

The PHIS develops grant-funded projects m SIX sources educatIOn, water and dramage, health,
mumcipal projects, SOCial assIstance, and envIronment (However, a program cosponsored wIth
USAID proVIdes loans, as descnbed below) A total of L1 42 bilhon or approxImately
US$184 milhon has been contrIbuted to the FHIS between 1990 and 1996 The prImary sources
have been the donor orgamzatIOns and the Honduran government, mcludmg the World Bank
(30 50%), the Inter-Amencan Development Bank (IDB) (25 28%), the natIOnal government
(15 81 %), the German governmentJKfW (11 20%), USAID (8 17%), OPEC (295%), and others
(6 07 %) For detaued data on PHIS activitles, see Annex 3 The most recent IDB loan approved
for the FHIS was m June 1995 for US$60 milhon

A varIety of apphcants receIve funds from the PHIS, mcludmg schools, NGOs, hOSpItals, and
cooperatIves MumCIpahtles are the largest "apphcant" (1 e , reCIpIent) class, both by the amount
of fundmg (72 2 %) and number of projects (74 3%) The average mumcipal project IS small
(L151,000 or US$13,OOO), about average for FHIS projects The next-largest class IS govern
mental orgarnzatIOllS (124% of fundmg and 7 4% of projects), and these projects have nearly
the largest average SIZe of all (L257,000 or US$22,000) The largest projects are those for
hOSpItalS and centers (average L284,000 or US$24,400), although these projects make up only
4,272 projects or 0 3% of all projects The sectoral concentratlon of FHIS fund (more than 70%)
has been spent m educatIon, health, and SOCIal programs Water and dramage, envIronment, and
a general category called "mumcipahty" make up the balance of the fundmg targets

Because poverty alleViatIOn IS a prImary objectlve of the FHIS, the orgarnzatlOn momtors the
geographIc allocatIon of Its funds relatlve to the levels of poverty m each department, takmg mto
conSIderatIOn populatIon dIstnbutIOn and employment generated per sector as a result of ItS
projects The performance on the poverty alleViatIOn objectives IS shown m Table 24m
Annex 3

Smce 1990, USAID has prOVIded grant resources to the GOH for TA to promote fiscal respon
siburty and mcreased revenue collectIOn m mumCIpahtIes under the MDP In connection WIth
thIs proJect, USAID has prOVIded loan funds to Honduras for mumcipal mfrastructure loans that
are overseen by the FHIS under Its Employment GeneratIOn Umt ThIS IS conSIdered a speCial
program of the FHIS, not mcluded m the statistIcs above

Begmmng m 1990, USAID gave US$14 5 rmihon to the GOH for urban development, from thIS,
a total of 398 projects worth L132 muhon were executed dunng FHIS I and II In 1994, the
GOH contnbuted US$5 milhon and USAID US$lO 6 milhon to the PHIS to proVIde credIt to
mumcipahtres for baSIC mumcipal mfrastructure (water, samtatIon, and sohd waste) An addI
tIOnal US$8 5 muhon of fundmg from combmed grant and loan sources IS expected to be added
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m 1998 QualIficatIons for recelvmg these funds currently mclude the mUnIcIpalIty's mvolvement
m the technIcal assIstance activIties related to the MDP, abIlIty to Implement cost recovery
measures and repay the loan, and need

FHIS III and the Role of FHIS m MUnICipal Fmance

Recently, the FHIS has released proposed polICIes for the next phase of ItS activIties - FHIS III
A new ObjectIves IS strengthenIng of mUnIcipalItIes and communIty organIzatIOns m the poorest
areas Poverty alleViatIOn remams a pnncipal objective The FHIS has also expressed concern
about the lack of sustamabllIty m ItS actIVIties and the need m FHIS III to address cost recovery
of projects and ItS own mstItutlOnal sustamabilIty

The FHIS operates under mcentives dIfferent from those of mUnIcipal lenders The grant-makmg
actIVItIes of the FHIS could potentIally support mUnIcIpal borrowmg by co-fmancmg credIt
worthy mUnIcipal projects wIth fmanclal mstItutlOns, thereby lowenng the total borrowmg
reqUIrement on particular projects and provIdmg a type of credIt enhancement to the pnvate
lender However, the tendency of the FHIS to work m the poorer areas, m fulfIllment of ItS
poverty alleViatIon mISSIon, could make thIs role dIfficult to play It has also been suggested that
FHIS could become an mtermedIary for mUnIcIpal credIt funds Yet expenence shows that
developmental lendmg and technIcal support are better prOVIded from separate organIzatIons
Such a separatIOn would reqUIre a new lendmg entIty for mUnICIpal mvestment

[In ExhIbIt 3, It IS assumed that FHIS expendItures for the forecast years are at the levels shown
m the FHIS III proposal ]

Banco MUnICIpal Autonomo

Banco MUnlClpal Autonomo (BANMA) IS a state mUnICIpal credIt mstItutlOn that was created m
the mId-1960s to proVIde technIcal aSSIstance to mUnICIpalItIes and to serve as a fmancIaI mter
medIary for them As of late 1993, BANMA had fmanced 170 loans m about 60 mUnICIpalItIes,
accordmg to the World Bank, but was m a poor fmancIaI condItIOn owmg to arrears by the
maJonty of mUnICIpal borrowers Havmg been deSIgned to operate as a sort of revolvmg fund
for mUnICIpalItIes, the source of BANMA's resources has been the development agenCIes
(USAID, the World Bank, and the IDB) The last major mfuslons of funds were made by the
IDB and the World Bank The World Bank's US$6 9 mIllIon MUnICIpal Development PIlot
Project (MDPP) was approved m 1985 and closed m 1990 ThIS project mcluded more than
US$6 mIllIon for premvestment studIes and sub-project fmancmg However, only US$2 5 mIllIon
was ultrrnately dIsbursed for all purposes related to the project

MUnICIpa1lendmg by BANMA has effectIvely ceased, and many of the outstandmg loans remam
m arrears and are not bemg paId by mUnICIpalItIes ThIS IS espeCIally true of those loans made
before mUnICIpal governments were elected, many were developed WIthout mUnICIpal mput or
full consent Some projects were poorly conceIved and produce no revenues for the mUnICIpalIty
PerIOdIC efforts are made by the GOH to collect on the outstandmg loans, as was also done
under the MDPP, descnbed above The ambIgUIty regardmg the status of BANMA's loans IS
a matter of concern m the context of the overall Honduran mUnICIpal fmance system for two
reasons FIrst, the status of these loans and theIr resultmg rrnpact on the fmanclal condItIon of
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mUnIcIpalItIes IS unclear, not only for the mUnIcIpalItIes themselves, but for potentIal future
lenders Second, the lack of resolutIon of these loans makes It dIffIcult to establIsh a more stnct,
commercIal credIt culture m the mUnIcIpal sector

[No future lendmg by BANMA IS assumed m the summary of avaIlable resources (ExhIbIt 3) ]

Government of Honduras
UntIl 1991, dIrect loans were made to mUnIcIpalItIes from the Central Bank of Honduras,
Secretary of Fmance, and the GOH, accordmg to fIgures supplIed by the Dlrecczon General de
Credlto PUbllco Durmg the penod of 1982 to 1991, a total of L 160 mIllIon were lent to mum
CipalItIes, generally the capItal and other large CItIes, m thIS way However, It IS assumed that
thIS form of lendmg IS no longer carned out m Honduras, and no projectIon of future dIrect
lendmg IS shown

DIrect Loans from the Inter-American Development Bank
Mumclpallendmg by the IDB IS generally done through a central government mtermedIary, such
as the FHIS or BANMA, often dIrected at a partIcular sector, such as water A small number
of murucipalIties ill Honduras are, however, candIdates for dIrect loans from the IDB Currently,
three loans are ill process or have been recently approved by the IDB that wIll benefIt the
mumclpal sector the US$13 8 mIllIon loan to Puerto Cortes for water and samtatlon, a loan to
the GOH for US$15 nnlhon to carry out metropohtan development aCtIVItIes ill the Sula Valley,
and the US$40 mIllIon water and samtatIon mvestment loan program wIth the GOH

Only one of these loans IS to be made dIrectly to a mumcipalIty the loan wIth Puerto Cortes for
US$13 8 mIllIon to "buIld a wastewater dIsposal system and to reform the CIty'S water and
samtatlon serVIces to ensure broader, better coverage and sustaillabilIty "14 ThIS loan was
approved ill November 1997, for a loan term of 40 years, WIth a grace penod of four-and-a-half
years The mterest rate WIll be 1% for the fIrst 10 years, and 2% for the balance of the loan
term Local funds of Puerto Cortes total US$2 4 mIllIon dollars Puerto Cortes would appear
to be one muruclpahty that could afford a less concessIOnary loan

The other loans mentIOned are not approved, and theIr Impact on the affected mumcIpalItIes IS
a matter of debate m Honduras However, these examples are gIven to demonstrate that certam
IDB lendmg actIVIty IS targeted dIrectly to the mumcIpal sector

[For purposes of the accompanymg table, the assumptIOn IS made that IDB resources of
US$15 nullIon are available per year for the mUnIcIpal sector, although future amounts may be
greater or less ]

14 Source IDB Approves $13 8 million for SamlatlOn In Honduras press release dated November 20 1997
(http Ilwww ladb org/prensa/1997/cp27297e htm)
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Premvestment Funds

The GOH has estabhshed a premvestment faclhty, the Fondo Hondurefio de PremverslOn
(FOHPREI), which lends money at conceSSIOnary rates of mterest to mumclpahtIes and others
to assess the prefeaslblhty of water, wastewater, and other projects The IDB has funded
FOHPREI, and these feasibilIty studies have also led to project fmancmg from the IDB, as well
as BANMA and others Premvestment funds are very Important to the development of the
mUlliclpal fInance system, a need of US$500,OOO per year m premvestment fundmg IS forecast
m ExhIbit 3

By partially subsldlzmg the cost of technical aSSIstance under the MDP, USAID m effect pro
vides partial fundmg for premvestment activities MumClpalItIes contrIbute a fmancIaI match at
varIOUS levels dependmg on theIr fmancIaI capacity ThIs approach IS helpmg estabhsh the mUlli
clpal practIce of hmng prIvate consultants and mcreasmg the pool of techmcal experts m the
country

2 2 2 PrIvate Sources of Mumclpal Fmance

CommerCIal Bank Loans
Many mUlliClpalItIes m Honduras have estabhshed relatIOnships WIth commerCial banks Banks
handle and mvest mumclpal cash balances and, m some cases, proVIde admlllistratIve serVIces,
such as the collectIon of tax payments from CItIZens On a lImIted baSIS, banks also proVIde
short-term loans, especially for eqUipment purchases and pavmg SecurIty mc1udes the eqUipment
Itself and a c1alffi on the central government transfers Two banks m partIcular are actIve m
provIdmg loans to mUllicipalIties Banco de Occldente and Banco Athintlda Banco de Occldente
charges mumcipalIties a preferential mterest rate 1% to 2% lower than that for other loans of
slffillar terms Accordmg to bank offIcers of Banco de Occldente, It IS a corporate strategy to
be the bank of the mumclpal sector Other banks lendmg to mumcipalItIes mc1ude Bancahorro
and Banco Sogerm To date, mumcipal lendmg appears to make up a very small portIon of the
bank's portfolIos

Larger mumCIpalItIes, such as San Pedro Sula and TegUCIgalpa, have been able to borrow SIg
mflcantly larger sums from commercial banks, generally WIthout extensIve credIt analysIs
Larger mumcipalIties generally have an eaSIer tlffie borrowmg, regardless of theIr fmancIaI
COndItIon, because of the avaIlabIlIty of higher-value property and other assets to pledge as
securIty

MUnICIpal lendmg presents a number of rIsks to banks, mc1udmg the polItIcal rIsk that debts
rncurred by one mayor WIll later be repudIated by another ThIS generally IlffiItS loan terms to
four years or less The short-term nature of savrngs rn Honduras (generally less than one year)
also creates rIsks for the banks, due to the mIsmatch m term between longer-term loans that
mumcipahtIes may be seekmg and the short-term depOSIts that would be the source of funds for
the loans Uncertamty about the legal status of securIty arrangements, such as c1alffis on the
central governments transfers and mumclpal assets, add another level of rIsk for banks
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[In ExhIbIt 3, the assumptIon IS made that currently US$5 mIllIon m bank loans are outstandmg,
and that five years from now 20 murucIpalItIes could attam an average of a bank borrowmg level
of US$500,000 per year for an annual bank lendmg level of US$lO mIllIon m 2002 ]

MUnICIpal Bonds

There has been one mUnIcIpal bond Issue m Honduras, for constructIon of a sports complex m
San Pedro Sula, m the amount of US$15 mIllIon, WIth a term of SIX years (mcludmg a two-year
grace perIod on prmcIpal repayment) and an mterest rate of 11 %, denommated m U S dollars
A speCIal-purpose corporatIon was formed by the mUnIcIpalIty to run the stadIUm, however, the
murucIpalIty IS ultImately lIable for repayment of the debt The securIty for the bonds IS mcome
from the sale of seats and boxes m the stadIUm as well as future revenues of the murncIpalIty
Because no secondary market eXIsts for the resale of bonds, these mstruments do not trade The
relevance of thIs experIence to other murncIpalItIes may be lImIted, but It appears to demonstrate
that the legal framework for murncIpal bond Issuance IS largely m place m Honduras

[In ExlubIt 3, the assumptIOn IS made that by 2002 a total bond Issuance and/or pooled fmancmg
(see below) of US$20 mIllIon per year could be takmg place m the entIre murncIpal sector]

Leasmg

In many countrIes, mcludmg some WIth developmg fmancIaI sectors, murncIpalItIes acqUIre
capItal eqUIpment (fire trucks, wastewater treatment eqUIpment, computers, etc) through leasmg
In essence a form of prIVatIzatIon, the prIvate owner of the asset retams tItle and arranges a
long-term agreement that allows the mumcIpalIty benefICIal use Honduran mumcipalIties use
leasmg to a lImIted extent, for computer eqUIpment and some veillcle purchases They are
apparently restrIcted to leasmg new vehIcles, WhICh lImIts the appeal of thIS approach No
figures are available on the extent of thIs practice The potentIal for expanded murncIpal leasmg
actIVIties m Honduras should be explored

[The assumptIOn IS made that US$2 mIllIon per year of leasmg IS takmg place and that tills wIll
mcrease by US$l mIllIon per year to 2002 ]

PrIvatIzatIon

The use of prIVatizatIOn as a mecharusm to mcrease fmancmg for the mumcIpal sector IS
expandmg qUIckly m Honduras PrIVatIzatIOn creates access to financmg for mumcIpal purposes
m two ways a) the prIvate fIrm may have access to fmancial resources not avaIlable to the
murucipahty, and b) nnprovements m the operatIon of the serVIce may enhance the fmancial
condItIon of the murncipalIty and make It pOSSIble to borrow for other purposes

USAID/Honduras has been mvolved m the prIVatIzatIon of central government functIOns for
several years under ItS PrIVatizatIOn of State-Owned EnterprIses project Resources remaIrnng
under that project have recently been commItted to support prIVatizatIon of mumcIpal servIces
Ten local government prIVatIzatIon projects have already been nnplemented, 10 are m develop
ment, and addItIOnal mumcipalIties are assessmg the potential to use thIS approach Completed
projects mclude markets, garbage collectIon, bus termmals, and slaughterhouses
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[In ExhIbIt 3, It IS assumed that US$l mIllIon of what would otherwIse be mUnIcIpal fmancial
reqUIrements are satIsfIed by pnvatizatIOn today, growmg by US$l mIllIon per year]

In well-developed capItal markets, a complex of pnvate fIrms eXIsts to faCIlItate borrowmg
Some of these mtermediary organIZatIOns eXIst m Honduras, but do not serve the murucipal
sector Examples of these mstItutions and theIr roles mclude the followmg

These pnvatiZatIOn projects are a pragmatic solutIon to the problem of the lImIted credIt avaIl
able to mUnIcIpalItIes In the case of one market pnvatizatIOn, the mdividual vendors have
receIved personal loans through a credIt UnIon to fmance Improvements m the market The
secunty for thIs loan IS the personal mcome of each vendor and the lease for the market sIgned
between the CIty and cooperatIve ThIS approach takes advantage of the better credIt access
enjoyed by mdividuais than mUnIcIpalItIes m Honduras

ProVIde obJective, thIrd-party assessment of mumcipal
fmancml condItIon, mcrease mformatlOn flow

Role

Create a secondary market m bonds, ensurIng that
mvestors can sell theIr pOSItIon, If deSIred

Lend credItworthy mUnIcIpalIties theIr superIor credIt
ratmg, for a fee

PrOVIde techrucal expertIse related to fmancIaI
transactIOns, and orgaruze and present dIsclosure
mformatIOn reqUIred by mvestors, mcrease
mformation flow

Handle the admInIstrative detaIls of bond secuntIes
(payments, etc) dUrIng theIr term

Structure projects and carry out prnnary sale of
seCUrIties

Bond tradmg systems or
lIqUIdIty faCIlItIes

Bond msurers

FmanCIal adVIsors, audItors,
and other consultants

CredIt ratmg agenCIes or other
credIt evaluatIon capaCIty

Trustees or fIdUCIarIeS

Intermedzary Instltutwn

Investment (or merchant) banks

223 Sources Not AvaIlable to MumcipahtIes

Greater Access to CapItal Markets

MUnICIpalItIes generally do not have access to a capItal market m Honduras, eIther dIrectly or
through the fmancIaI system ThIS can be attnbuted to shortcommgs m the market Itself, lack
of InStitutIOnal support, and lImItatIOns m the mUnIcIpalItIes' capaCIty to borrow As dIscussed
below, the Honduran capItal market IS not effectively organIzed, nor are there SIgnIfIcant long
term funds m the market that the mUnIcIpalItIes can tap mto However, reforms under way are
expected to nnprove condItions for borrowmg over the next few years
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Short-Term Market Fmancmg

In developed markets, muruclpahtles often may Issue short-term mstruments, such as commercIal
paper, to ralse cash for specIfIC short-term purposes and m antlclpatlOn of mcome, such as tax
revenue In markets where loan terms are short, thIS type of fmancmg may be feasIble even
when longer-term fmancmg IS not In Honduras, the central government Issues treasury notes
and pnvate fIrms Issue commercIal paper, but mumclpahties have not Issued short-term mstru
ments

The treasury fmance system IS a factor favonng the development of an expanded short-term
mumclpal fmance system, even though mumclpal fmancIaI mstruments WIll be dIfferent from
treasury secuntles Because there are treasury secuntles, systems eXIst for the brokerage of
government secuntles, and mvestors are accustomed to holdmg secuntles of the pubhc sector
Also, mterest rates on treasury mstruments can serve as the baselme (or "reference rate") for
pncmg mumclpal secuntles, as they do m many countnes

Expanded Bank Fmancmg

MumClpahties' eXlstmg expenence wIth bank borrowmg was dIscussed earher, but deserves to
be hlghhghted The banks that are takmg the lmtlatlve to prOVIde fmancIaI serVIces to mum
clpahtles are breakmg Important ground and these activltles should be encouraged If banks are
to proVIde more extenSIve and more long-term fmancmg optlOns to mumClpahtles, expenence
m Central Amenca shows that there are two major Impedunents to be overcome a) the
unfarmhanty of banks WIth the mumclpal sector and ItS reqUIrements (and VIce versa) and b) the
banks' lunltatlOns WIth ralsmg funds appropnate for mumclpal lendmg, gIven the short-term
nature of most savmgs avauable to them In effect, banks are VICtunS of the same capItal market
hmltations expenenced by the mumclpahtles trymg to borrow dIrectly These Issues are dIS
cussed m more detaIl m SectIon 3 4, below

PROMUNI

PROMUNI IS a regIonal loan faCUlty created to make mfrastructure mvestment capItal avaIlable
to mumclpahtles from the regIon's mtermedlary fmancIaI mstItutIons (IFIs) usmg funds proVIded
by USAID under a loan to the Central Amencan Bank for EconomIC IntegratlOn (CABEI)

PROMUNI operates m Guatemala and Costa RIca, and start-up actiVItIes are takIng place mEl
Salvador After an extended start-up penod, the PROMUNI project has been embraced by the
key partICIpants m the fmancmg system estabhshed by the project the IFIs and the mumclpahties
and NGOs who are the borrowers CABEI IS seekmg addItional fundmg for the program, smce
the US$20 milhon m loan funds ongmally commItted to the project by USAID, as well as
CABEI's US$6 mIlhon counterpart contnbutlon, wIll soon be fully loaned to mumclpal
borrowers

In addItIon to the project mvestments made as a result of the program over the last four years,
other benefIts mclude the expanded contact between the IFIs and mumClpahties Smce the IFIs
carry out the loan analySIS and structunng actIVIties, and bear the repayment nsk, the program
has also mtroduced mumclpal borrowers to the dlsclplme of the marketplace
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To date, the PROMUNI program has not been mtroduced m Honduras In Honduras, as In other
countnes where PROMUNI IS operatmg, the questIon of long-run sustamabIlIty of thIS approach
would need to be addressed, but the short- to medIUm-term benefIts could be conSIderable

[Exlublt 3 assumes the US$5 mIllIon m fundmg wIll be made avaIlable through PROMUNI over
the next fIve years]

Pooled Fmancmg VehIcles

WhIle no panacea, pooled fInancIng (or multI-proJect fInancIng) mechanIsms, such as so-called
"bond banks," can prOVIde mdlrect access to fmanclal markets for mUnIcIpalItIes when dIrect
access IS too costly for borrowers or when Investors conSIder dIrect mUnIcIpal Investments too
nsky These entItIes Issue bonds In the market, and the proceeds are loaned to mUnIcIpalItIes,
based on stnct cntena that preserve the credIt qualIty of the entIty overall

A pooled fmancIng vehIcle can be an mdependent fmancIaI IntermedIary or may be a SubsIdIary
of an eXIstIng InStItutIon WIth a purpose lImIted to mUnIcIpal fInanCIng It can overcome certam
hIndrances to mumcIpal credIt access, mcludIng lack of credIt qualIty standards In a market (the
entIty can enforce these standards), hIgh transactIon costs (the pooled nature of the fmancmg can
lower average costs), and the need for credIt enhancement (the entIty Itself can be Insured, rather
than each mdIvIdual transactIOn) However, It IS dIffICUlt for such an entIty to overcome baSIC
market weaknesses, such as hIgh mterest rates or lack of long-term Investment funds

[In Exlublt 3, the assumptIon IS made that by 2002 a total bond Issuance and/or pooled fmancmg
of US$20 mIllIon per year could be takmg place In the entIre mUnIcIpal sector]

2 3 Legal Context for MUllIcIpal Fmance

Two aspects of the mUnIcIpal legal framework are partIcularly relevant to the dIscussIOn of
mumcIpal fmance 1) restrIctIOns on mUnIcIpal access to fmance, and 2) lImItatIons on mUnIcIpal
publIc-pnvate partnershIps (WhICh could mvolve Infrastructure fmance)

2 3 1 MUllIcIpal Access to FInance

Law and regulatIOns defme mUnIcIpal access to external sources of fmance For mstance, the
servIcmg of all forms of debt must not exceed 20% of a mUnIcIpalIty's ordmary mcome (MUnI
CIpal Law, Art 89) ThIs form of quantItatIve restrIctIOn, WhICh attempts to preserve some level
of mUnICIpal autonomy whIle protectmg agamst excessIve borrowmg, follows models developed
elsewhere In Latm Amenca (e g , Costa RIca, Argentma)

In addItion to tlns restrIctIon, the Honduran legal framework establIshes three dIfferent paths for
mumcipalItles to access fmance As shown below, central government mvolvement m the process
vanes, dependmg on WhICh route IS chosen

DomestIC Borrowmg In 1991, the GOH lIberalIzed the law permIttmg mUnICIpalItIes to contract
domestIc loans and perform other fmancIaI operatIOns WIth mImmal central government mvolve
ment (MUnICIpal Law, as reformed, Art 87)
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DomestIc Bond Issuance MUnICIpalItIes seekmg to Issue bonds, even to domestIc Investors,
must seek central government approval The Secretanat of Fmance and the Central Bank must
both sIgn off on all bond flotatIons (MurucIpal Law, Art 88) ThIS approval reqUIrement further
restncts mUnIcIpal autonomy beyond that Imposed by the quantItatIve restnctIOns noted above
These reqUIrements may also mfluence the development 0 the mUnIcIpal fmance system m
unmtended ways by favonng one debt mstrument over another (loans reqUIre fewer admInIstra
tIve procedures than bonds)

InternatIOnal Debt MurucIpalItIes wIshmg to seek mternatIOnal fmancmg face the most exten
SIve process of central government approval (MUnICIpal Law, Art 87) The Law of PublIc
CredIt (LPC) (Decree No 111-90, September 1990) charges the Department of PublIc CredIt
of the Secretanat of Fmances wIth negotIatmg such publIc debt oblIgatIOns (Art 22) The
projects to be fmanced need to appear m natIOnal capItal mvestment program (LPC, Art 21), be
assessed for feasIbIlIty, and be reVIewed by the Central Bank and others (LPC, Art 24) Both
the Department of PublIc CredIt and the NatIOnal CommIssIOn of PublIc CredIt then playa role
m authonzmg or reJectmg the request (ExecutIve Decree No PCM-018-96) The PreSIdent of
the RepublIc fmally has to approve the loans, meetmg WIth thIS Cabmet of Mimsters (LPC,
Art 26, ExecutIve Decree No PCM-018-96)

Some streamlmmg of the process for accessmg mternatIOnal fmance appears deSIrable, mcludmg
reducmg the number of authontles mvolved The law mIght dIstmgUIsh between publIc and
prIvate sources of mternatIOnal capItal, thIS IS not currently the case (e g , ExecutIve Decree
No PCM-018-96) The law mIght also allow more fleXIbIlIty m negotIatmg the terms of credIt
WIthout these changes, the legal framework may unnecessanly restnct mternatIOnal flows of
pnvate capItal to fmance mumcIpal mvestments

Arguments m favor of a hIgh level of central government control over external borrowmg by
murucIpalItIeS mclude the need for foreIgn exchange control and the "commItment problem" 
that IS, that the central governments may fmd It dIffICult to aVOId a baIl-out of a local
government that fmds Itself m fmancIaI trouble If exchange costs mcrease Central government
control over subnatIonal external borrowmg IS very common m Latm Amenca Of 18 countnes
surveyed m the regIOn, only one (Ecuador) permIts subnatIOnal governments to borrow
externally WIthout authonzatIOn from the central government

232 MUnICIpal PublIC-Private PartnershIps

The legal nghts of murucIPalItIes to enter mto publIc-prIvate partnershIps related to servIce pro
VISIon also affects mumcIpal fmance Laws that permIt fleXIbIlIty m reachmg prIvatIzatIon and
conceSSIOn agreements may lead to greater prIvate sector mvestment m murncIpal mfrastructure,
e g , VIa bmld-own-operate-transfer contracts and other SImIlar arrangements

The two prImary laws governmg publIc-pnvate partnershIps are the MUnICIpal Law and the Law
for Contractmg WIth the State (Decree No 148-85[1], as amended) The legal framework does
not conSIstently promote publIc-prIvate partnershIps m mumcipal mfrastructure On one hand,
It IS relatIvely progreSSIve It permIts mUnICIpalItIes to contract WIth pnvate compames to mstall
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publIc works and provIde mUnIcIpal servIces, as well as to recovery theIr costs and obtam a
"reasonable" return on theIr mvestment (MUnICIpal Law, Arts 14-15)

On the other hand, certam parts of the legal framework do not provIde a clear structure
conducIve to publIc-pnvate partnershIps The Law for Contractmg WIth the State, for example,
restrIcts the penods for whIch many types of publIc (mcludmg mUnIcIpal) contracts are m effect
Those contracts are only m effect for one admmIstratIon, the NatIonal Congress needs to
approve any contracts that extend Into a second admInIstratIOn (Art 9) Because attractmg
pnvate mvestment VIa a publIc-pnvate serVIce agreement often reqUIres a long-term commItment
on the part of a mUnICIpalIty, these restnctIOns appear to severely lImIt the abIlIty of local
governments to attract pnvate mvestment In thIS manner Pnvate mvestment IS also dIscouraged
by laws that allow control by the central government over tanffs (dIscussed m Part II 1) and by
restrIctIons on fmdmg the most cost-effectIve way to prOVIde a serVIce (e g , requmng serVIce
provIders to purchase only new vehIcles)

2 4 The Honduras Macroeconomy and Fmancial Market ConditIOns

As shown m ExhIbIt 1 (page 12), the polIcy frameworks for the macroeconomy and the fmanclal
market have consIderable Impact on the availabilIty of funds for mUnICIpalItIes These mfluences
are explored below

2 4 1 Macroeconomic Factors

As noted above, Honduras IS a poor country, approxImately 70% of ItS CItIZens lIve below the
offiCIal poverty lme Smce the 1980s, economIC condItIons m the country have not sIgnIfIcantly
Improved InflatIon has nsen, real wages have fallen m 6 of the last 10 years, and condItIons
m the economy have dIscouraged mvestment and held back development of the fmancIaI sector
At the same tIme, Hondurans have expenenced reduced GOH SubsIdies m many sectors, hIgher
tarIffs for a number of servIces, mcreases m the costs of goods, and expandmg unemployment
These harsh condItIons have come about partIally as a result of the ImplementatIon of a senes
of structural reform programs m the 1990s There have Important accomplIshments as a result
of these reforms, mcludmg the pnvatIZatIon of publIc enterpnses and reductIon m the SIZe of the
central government labor force Those programs were mtended to yIeld long-term benefIts
reduced InflatIon, mcreased savmgs, reduced publIc debt, and economic growth, yet, due to
mconsIstent applIcatIon of reform polICIes, not all affects have been pOSItIve HIgh InflatIon and
hIgh mterest rates have been the norm m Honduras for the past decade

WhIle hIgh mterest rates would appear to be favorable for the supply of savmgs, they dIscourage
mvestment by raIsmg the cost of projects and lowermg the affordabIhty of serVIces HIgh
mterest-rate economIes also often fall to produce long-term savmgs mstruments, smce there IS
no mcentive to mvest m fIskIer long-term mvestments (WhICh would generally pay a hIgher
mterest rate) when mterest rates on short-term mvestment are nearly as hIgh ThIS phenomenon
IS found espeCIally m places, hke Honduras over the past decade, where mterest rates contmue
to nse or remam hIgh

The prospects for contmumg reform of macroeconomIC polIcy m Honduras, and the resultmg
effects on the mUnICIpal sector, are as yet unclear DeCISIons yet to be made by the new



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

41 -

admInIstratIOn wIll have great mfluence on the feaslblhty of expandmg the avaIlablhty of
fmanclal resources for mUnIclpahtles, at least those from the pnvate market Yet some of the
reforms that may be needed to Improve government's fmanclal condItIOn could lead to lower
levels of concessIOnary fundmg, mcludmg transfers, from the central government m the short
run Estabhshmg lower and less volatde mflatlOn and mterest rates, and creatmg a deeper capItal
market m WhICh mvestors have confIdence, are essentIal prereqUIsItes to the Ideas dIscussed m
thIS assessment

2 4 2 The Bankmg System

Accordmg to a recent mternal report of the IDB, Honduras has a small bankmg sector, when
measured by the amount of funds on depOSIt m banks relatIve to the GDP of the country 15 Only
foreIgn currency depOSIts can be shown to have grown slgruficantly smce 1990 Honduras's level
of depOSIts m the bankmg sector relatIve to GDP IS less the one-half of the average for the rest
of Central Amenca However, jinanCleras, WhICh take depOSIts but are not under the same
regulatory reqUIrements as banks, have grown as well and are not captured by bankmg sector
statIstIcs

Some recent regulatory reforms appear to bode well for future avaIlabIlIty of funds The reserve
reqUIrements of banks WIth the central government have been lowered (although were stIll at
31 % at the end of 1997), freemg some new resources for lendmg and potentIally resultmg m
hIgher depOSIt rates as bank operatmg costs fall Furthermore, the government has ceased to be
a pnmary borrower from banks, thus makmg addItIOnal funds avaIlable These addItIOnal funds
have led to growth m lIqUIdIty and lendmg to the pnvate sector that concerns some, smce
underwntmg standards and fmancml reportmg m Honduras are relatIvely weak If mumcipalIties
were able to present a better credIt nsk to fmancial mstItutions, they mIght fmd mterested
lenders

Interest rates on savmgs m Honduras are relatIvely low, even dunng penods of hIgh mflatIon
As a result, real mterest rates (savmgs depOSIt rates mmus mflatIon) offered to savers m
Honduras have been negatIve durmg much of the last five years GOH bonds are Issued partially
for the purpose of absorbmg lIqUIdIty and controllmg mflatIon These bonds have histoncally
paId hIgher rates than bank savmgs, and therefore compete WIth banks for funds (Although m
the past several months, treasury rates have fallen more mIme WIth bank mterest rates)

Table 21
Honduras, Rates of Inflation and Interest, 1988-97

1987 1988 1989 1990 1991 1992 1993 1994 1995 1996

InflatIOn (CPI) % 25 45 99 233 340 87 108 21 7 295 238

Interest rates on bank
15 2 153 153 175 220 215 22 a 25 a 284 30 a

borrowmg %

15 "Honduras Slstem Bancano, mternal memo May 28, 1997, IDB
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The cost of bOlrowmg from banks IS hIgh In Honduras due partIally to a lack of competItIon In
the bankIng sector Only Guatemala's IntermedIatIon costs are hIgher The spread between
deposIt and borrowIng rates In Honduras has recently ranged as hIgh as 16%

As a result, corporatIOns often raIse funds by ISSUIng notes (pagares), WhIch have some of the
same benefits for mvestors as bonds Brokermg houses, generally owned by banks, assIst prIvate
fIrms wIth the Issuance process

Other weaknesses of the fmanclal sector IdentIfIed by the IDB Include the short-term nature of
the deposIt base, due to volatIlIty In the economy and the lack of deposIt Insurance InsuffIcIent
capItal requIrements for banks make It dIfficult for them to manage the rIsk of mIsmatch between
short-term deposIts and longer-term loans ThIS SItuatIOn promotes overly conservatIve, short
term lendIng LImIted credIt analysIs by some banks also contrIbutes to conservatIsm In addI
tIon, most banks have a sIgmficant quota of non-performmg loans, although the lack of Informa
tIon makes It dIfficult to establIsh theIr exact level Court procedures make It dIffIcult for banks
to collect on collateral assocIated wIth loans and result In extended perIods before loan defaults
are cured Connected lendIng (lendmg to comparnes In some way assocIated wIth the bank)
makes defaults harder to IdentIfy and provIdes a weak IncentIve for banks to develop more
objectIve credIt crIterIa

The condItIon of the bankmg system does not mVlte great optImIsm over ItS role In helpIng buIld
an expanded mumclpal fmance system However, recent regulatory changes could Improve con
dItIOns In the bankIng sector over tIme and In the fInancIal sector generally, WIth potentIal
benefits for the mumclpal fmance system The Law of FInancIal InstItutIons passed In October
1995 put ceIlIngs on the portIon of a bank's lendIng that could be placed wIth any partIcular
borrower ThIs lowers the rIsks (and potentIal costs) related to the common bank practIce of
portfoho concentratIOn and potentIally opens up bank lendIng to new borrowers In 1996, the
NatIOnal BankIng and Insurance Comrmsslon was created If successful, the CommIssIon should
regulate the level of bank reserves, reduce the practIce of connected lendIng, and Improve over
all bankIng practIces (ThIS entIty, however, was not fully operatIOnal as of 1997 )

2 4 3 The CapItal Market

The poor development of the capItal market IS also an Issue In consIderIng how to raIse funds
for murncipal development Funds enter a capItal market when seCUrItIes of varIOUS terms are
offered for sale Buyers may be eIther mstltutIOnal Investors (pensIOn funds, lllSurance com
parnes, mutual funds, etc) or retaIl Investors (IndIVIduals and other small holders) When
pensIon funds, for Instance, Invest funds left on deposIt wIth them, It IS ordInanly for the long
term (5 to 20 years) If lIqUId and well managed, these InstitutIOns can potentially make an
enormous contnbutIon to the avaIlabIlIty of long-term funds In developed capItal markets

In Honduras, however, the pensIOn funds are small and operate under more of a "pay as you
go" approach to meetmg penSIOn obhgatlons Those funds that do have substantIal funds for
longer-term Investments, such as InJupemp and Inprema, have dIrectly Invested In such projects
as affordable hOUSIng, WhICh have often not paId off fInanCIally for them In other cases, the
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assets of these entItles may not be lIqUId, as government bonds paymg below-market mterest
rates have been gIven to them by government m lIeu of reqUIred cash contnbutIOns

The low rate of capItalIzatIon of the pensIOn funds represents an ImpedIment to the development
of an expanded capItal market m Honduras There are numerous reforms proposed for the
penSIOn funds that would contnbute to theIr capItalIzatIon, mcludmg pnvatIzatIOn and the
development of capItalIzed mterest (or defmed contnbutIOn) accounts, WhICh would be funded
WIth propnetary funds of the penSIOn fund contnbutors All of the proposed reforms are
expected to be polItIcally dIffIcult to get approved, and few are expected m the short run

On a more pOSItIve note, the new Law of the Central Bank lImIts GOH access to the Central
Bank and encourages Issuance of treasury secuntIes As dIscussed earlIer, the eXIstence of an
actIve treasury secuntIes market can help pave the way for murncipal secuntIes (murncipal
bonds), by helpmg establIsh the mstItutIOns reqUIred to market, sell, and trade them, although
currently no formal secondary market eXIsts m Honduras for Treasury secunties The eXIstence
of a treasury market also creates mvestor familIanty WIth GOH "paper" that makes the sale of
murncipal secunties eaSIer



- - - - - - - - - - - - - - - - - - -
ExhlhIt 3 Fundmg Sources Availahle to the Honduras Mumclpal Sector for fufrastructure fuvestment (1)

1994 2002 m thousand US $

Sources ot Funds for Municipal !nyespnent Actual Projection

Pubhc and ConcessIOnary Fundmg Sources

Mumclpal Own Source Revenue

Central Government Transfer

FHIS

USAID/FHIS EGU

FHiS I

FHIS l!

CABEI I

CABEll!

ChIld SUrvival

BANMA

Government of Honduras

DIrect Loans from IDB

Pnvate Fundmg Sources

Commercial Banks

Mumclpal Bonds/Pooled Fmancmg

Leasmg

PROMUNI

Pnvatlzallon

Premvestment fundmg

Totals

$221,408

$91,188

$50,523

$8,274

$6,226

$9,000

$4900

$3250

$0

$46,028

$90,000

$45,000

$105,000

$27,000

$5,000

$21,000

$3500

1990

2,069

na

36,300

o

1991

2069

na

9728

o

1992

20,300

12,150

8079

2,069

na

o

o

1993

o
o

6,653

2,069

na

o

o

1994

o
o

2,428

2075

na

o

o

1995

o
o

3,423

2075

3000

na

o

o
250

1996

24,700

7,000

12928

2,075

3000

na

o

15000

o
250

1997

25,935

9,450

4,678

3000

o
o

15,000

5000

o
2000

1,000

500

1998

27232

9923

1,917

1633

1083

o
o

15000

6000

16000

3000

1000

2000

500

1999

28593

10419

3083

1633

1083

o
o

15000

7,000

17000

4,000

1,000

3000

500

2000

30,023

10,940

2500

1,633

1083

o
o

15000

8000

18000

5,000

1000

4000

500

2001

31,524

11,487

2,333

o
o

15000

9000

19000

6000

1000

5000

500

2002

33100

12061

2500

o
o

15000

10000

20000

7000

1000

6000

500

Total Funds Available

Projection of MuniCIpal Investment Requirements

$737 297 $38,369 $11,797 $42,598 $8 722 $4,504 $8,749 $64 9531 $66 563 $85,288 $92,312 $97 679 $100 844 $107 161

Esllmated Fundmg ReqUirement 30 mums/water samtallon sohd $537,770
waste

na na na na na na na 65,870 76 210 85 810 97 680 111 930 100 270

Estunated Fundmg ReqUirement Others

Carryover from Pnor Years

$133,000

$246,807

na

na

na

na

na

na

na

na

na

na

na

na

na

na

16000

na

19,000

15,307

21,000

25,230

24,000

39728

28000

63728

25000

102814

Investment Reqmremen~

Net Fundmg'Reqmrement

$917,577 $81 870 $110,517 $132,040 $161,408 $203 658 $228 084

($15307) ($25230) ($39,728) ($63,728)($102,814) ($120 923)

~

1 ProJcclIon of fundmg reqUIrements IS based on popuIalIon forecast for 30 largest cIties extrapolated from UNDP estimates and converted to an assumptIOn about mcreases m the number of households Investment
requirements cover water sarutatlon and solid waste only and assume that mvestlnent per new household would be $1 350 $900 and $500 respectively Umt costs are forecast to mcrease at 7% per year Total
mvestlnent reqUirement for all other mumcipalilles IS set at 30% of the total for the 30 largest cIties Assumptions regardmg mcreases m sources of fundmg are discussed m the report
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3 Adequacy of the Current System and Key Constraints
The publIc and pnvate funds projected to be aVailable from the Honduran mumcipal fmance
system through 2002 are shown m ExhIbIt 3 The prOjectIOn assumes mcreases m the relatIve
Importance of pnvate fundmg - from only about 10% of total resources supphed m 1997 to
more than 40% of the total m 2002 These gams are relatively modest, and take mto conSIdera
tion the current low levels of pnvate fundmg

In spIte of the fairly optImIstIC assumptIOns about new fundmg sources used to forecast these
figures, ExhIbIt 3 shows a steadIly widenmg gap between total funds aval1able and the prOjected
fundmg reqUirement over the next fIve years The shortage of total fundmg mcreases from
US$150 ml1hon m 1997 to US$40 milhon m 2001 ThIS widenmg shortfall pomts to the need
to better articulate and develop the mumcipal fmance system

SectIOn II 1 and II 2, above, pamted a complex background agamst WhICh the mumcipal fmance
framework WIll need to be deSIgned and Illustrates a number of the lImItatIOns found m the
current system As dIscussed m the IntroductIOn, a cntIcal step IS gallllng consensus, or at least
general agreement, on the nature of the current SItuatIOn In each aspect of the system descnbed,
there are numerous potentIal mterventIOns The pnonty should be to address the most cntIcal
constramts on expandmg the system (such as nnprovmg the pohcy enVIronment for borrowmg),
and on carrymg out other actiVIties that WIll contnbute to the long-term sustamabillty of the
overall system (such as nnprovmg mumcipal fmancial soundness) The lnnited resources and
aVailable expertIse must be used effectively, m order to realIZe the maxnnum pOSSIble benefit
WIth the aval1able resources

The followmg IS a summary of the Honduras mumcipal fmance system today, orgalllZed
accordmg to the hst of"essentml elements" IdentifIed m Part I For each element, the current
SItuatIOn IS presented and the key constramts IdentifIed The next sectIOn of the report (Part III)
then proposes actIVIties that can address the Identified constramts

• Creditworthmess Incentives eXIst to move local governments m the dIrectIOn of greater
creditworthmess, and the strongest mumcipahtIes are perceIved as good credIt nsks

Status m Honduras A small but growmg number of mumcipalIties are becommg
credItworthy Overall, however, the perceptIon IS common that there IS a hIgh level of credIt
rISk assocmted WIth mumcipal sector Some of thIS IS JUStifIed and some of It IS the result
of unfamilIanty and the lack of mformatIon between the partIes For smaller, poorer
mumcipalItIes that WIll not soon become credItworthy by pnvate standards, ways are still
needed to fmance projects m a sustamable and timely manner At the same tnne even poor
mumcipalItIes may have speCIfIC serVIces that are "finance-able," even If theIr fmancml
resources are generally lnnited The goal of nnprovmg creditworthmess should contmue to
be a cornerstone of development actiVIties m the mumcipal sector

Key constramts Lack of mformation IS a key constramt WIth respect to the perception of
creditworthmess Poverty and shortcommgs m mumcipal management are constramts on the
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attamment of credltworthmess Because the matenal rewards for a mUnICIpalIty attammg
credltworthmess are few m the absence of a well-functlOnmg mUnICIpal fmance market, an
alternative mcentIve structure may needed, such as a publIc or publIc-supported fmancmg
entIty that lends on that baSIS Expenence mother developmg countnes shows that, for
mstance, the attainment of an mvestment-grade credIt ratmg can become an Important goal
of mUnICIpalItIes, even when fmancmg optlOns are lImIted, but some optIOns must be
avaIlable

• InformatIOn A range of timely fmancIaI and other mformatIOn about mUnICIpalIties IS
avaIlable to credItors and others 16

Status In Honduras QualIty publIc mformatlOn about mUnICIpal fmances and data about the
mUnICIpal sector IS very lImIted, although some Improvement measures are under way, such
as the development of accountmg standards for the mUnICIpal sector MUnICIpal fmance
mformatlon needs to be standardIzed, and made publIc on a timely baSIS, an especial
challenge m a poorly-run mUnICIpalIty Improvmg mformatIon qualIty and quantity can be
a relatively low-cost mterventIOn m a developmg market In some cases, Just presentmg
eXlstmg data more systematically and publIcly can be an Important fIrst step

Key constraznts An mformatlon Improvement strategy for the mUnICIpal sector IS needed to
coordmate reforms affectmg a wIde range of mformatlon sources and orgamzatlons Its lack
will be a real constramt PotentIal mvestors, and other mterested partIes, should be mvolved
m the effort to standardIze and provIde mformatIon helpmg to ensure that the resultmg
mformatIon IS to be of value to them In Honduras, as elsewhere, there IS a preference to
keep mumclpal level mformatIon confidential, which must be overcome Few benefIts accrue
from secrecy, but local governments are typIcally reticent to have theIr fmancIaI mformatIOn
made publIc

• TechnIcal assIStance MurnCIpalItIes have access to affordable techrncal aSSIstance (TA) on
mUnICIpal fmance matters and for project preparation

Status In Honduras A competent cadre of professlOnals eXIsts and IS m formatIOn m
Honduras, partIally as a result of USAID's support for FUNDEMUN and the high standards
for technIcal support that FUNDEMUN has establIshed Some mUnICIpalItIes hIre consultants
dIrectly at full cost, but many receIve aSSIstance at a SUbSIdIzed cost Competition m the
prOVIsIOn of TA IS a pOSItive goal for a murnclpal fmance system, because It encourages
mnovatlon, lowers costs, and contnbutes to quahty However, lack of up-front fundmg for
project development can 111TI1t mumCIpahtIes' abilIty to hrre needed aSSIstance, no matter how
plentIful It IS USAID (through FUNDEMUN) and FOHPREI are two sources of aSSIstance
The FHIS IS also a player m thIS arena and may expand ItS role as technIcal aSSIstant to
poorer mumCIpalItIes under FHIS III If feaSIbIlIty studIes and project development costs

16 Information needs mclude multi-year mvestment plans reports on finanCial performance of mUnICipal sector generally
and on speCific finanCial transaCtions, mUnICipal accountmg standards and audits credit ratmg system, commUnIcation
of successes and lessons learned
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could be recovered from the proceeds of project financmg, a more self-sustammg system for
provldmg TA would be possIble USAID, the FHIS, and the IDB should work wIth the
mumclpal sector to mcrease fundmg and develop approaches to sustamably fmance techmcal
assIstance to mumclpahtles

Key Constramts Key constramts on the prOVIsIOn of techmcal assIstance are the lack of
resources at the mumclpal level for project development pnor to the development of projects
and for general assIstance that may have no ImmedIate fmancIal payback The constramt on
creatmg sustamablhty m the provISIon of techmcal assIstance IS the lack of mechamsms for
fully recovermg techmcal assIstance costs from those assIsted The fIrst aspect of thIS should
be recovery from projects that are successfully funded as the result of techmcal aSSIstance,
and partIal repayment (as already practIced by FUNDEMUN) m all other cases

• Expanded fundmg, appropnately allocated A coordmated, transparent strategy IS m place
for best use of concessIOnary fundmg MumCIpahtIes who work to Improve theIr
credltworthmess are rewarded WIth expanded fundmg

Status m Honduras ThIS IS one of the most challengmg aspects of the Honduran fmancIaI
system for mumclpahtles, and IS compounded by the enormous shortage of funds for mum
clpal mvestment Where adequate funds are bemg mappropnately allocated wlthm the
system, reforms are eaSIer to carry out than where the overall level of funds IS madequate,
as m Honduras Measures must be taken to mcrease the supply of funds avaIlable for
mumclpal mvestment Pnvate sector funds cannot be expected to fIll the entIre gap that
currently eXIsts, both because the funds are not avaIlable m the pnvate market and because
funds WIll still be needed for many mumclpal borrowers

ConcessIonary fmancmg, such as that avaIlable through the FHIS, IS bemg allocated
accordmg to SOCial cntena, and IS m short supply ThIS IS fIllmg an Important gap, but IS
a dIfferent motivatIOn from that of the pnvate sector Pnvate fundmg sources should be more
extensIve, by only for borrowers who can overcome the credltworthmess hurdle More
pnvate sector resources are needed A publIc or publIc-pnvate entIty that does busmess more
lIke the pnvate sector, and IS adequately funded, would appear to be needed now to fIll the
gap between the eXlstmg mechamsms and whatever addItional fmancmg the pnvate sector
WIll proVIde

A credIt ratmg or credIt scormg system for mumCIpalItIes would support an approach under
whIch fmancIaI resources are allocated on the baSIS of credIt qualIty, rather than need ThIS
WIll accelerate the development and expanSIOn of the fmancmg system The assessments
prepared by FUNDEMUN for USAlD approxnnate thIS type of approach and could perhaps
be used as the baSIS for the development of a mumclpal credIt sconng system

Key Constraznts SIgmficant new funds IS the most challengmg constramt on thIS aspect of
the system Resources are also needed to develop and gam acceptance for a credIt sconng
system for mumCIpalItles that can be used to help "graduate" them over time to fundmg
sources awarded on the baSIS of credIt qUalIty, and away from those awarded based on need
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Also, fundmg-constramed, need-based fmancmg systems are often dnven by polItical rather
than economIC motivatIOns, provIdmg no reward for well-managed mumcipalItIes ThIS
undermmes development of the system, but changes may be resIsted by those who benefIt

• InnovatIOn A range of fmancmg sources are avaIlable A vanety of transactIOns and
fmancial structures are m use and are WIdely understood by local governments

Status zn Honduras Along wIth the shortage of funds and theIr poor allocatIOn, the low
level of mvolvement by the pnvate sector In provIdmg funds to mumCIpalItIes IS one of the
most fundamental weaknesses of the current system The fmancIaI sector IS constramed by
the macroeconomy In Honduras, and by the lack of mformatIon avaIlable to them about thIS
potentIal "market " How marketable mumcipal bonds or notes would be m Honduras IS not
well-known, so low levels of Investor knowledge or mterest IS also a constramt (The San
Pedro Suia bonds were largely bought by contractors mvolved m bUIldmg the sports
stadIUm) Expanded dIrect pnvate fmancmg probably IS feaSIble, and pIlot projects should
be attempted For an mtenm penod, however, a Jomt publIc-pnvate mtermedIary may be
needed to work WIth the fInancial sector and to test-market mnovatIve fmancmg approaches
WIth mUnIcIpalIties whIle waItmg for ongomg reforms of the fmancIaI sector to mcrease
fmancIaI sector competItIOn and mnovatIon, and mvestor demand

Key Constraznts BUIldmg enthusiasm for the Idea of mnovatIOn m murucipal fmance may
not be easy In Honduras at thIs tIme, unless there IS confIdence that larger fmancial reforms
WIll succeed Funds are needed for evaluatmg the feaSIbIlIty of a new publIc/pnvate entIty
and/or of desigrung mnovative fmancIaI mecharusms, smce the costs cannot be borne by
mUnIcIpalItIes FundIng would be needed as well to help capItalIze a new entIty, If one IS
thought to be feaSIble

• Legal/regulatory support The legal and regulatory systems for murucipalItIes, the fmancml
sector and the macroeconomy support murucipal fmance

Status zn Honduras Honduran law IS generally SUpportIve of murucipal fmance, although
there are revISIOns that may be needed, m both the mumcipal and fmancIaI sectors Examples
m the murucipal sector Include changes to overly restnctIve rate-settmg powers m the
mUnIcIpal law and lImItatIOns on the abIlIty to pledge assets as secunty Fmancial sector
reforms Include further levelmg of reserve reqUIrements to encourage savmg, as well as
numerous macroeconomIC polIcy reforms Proposed water sector legIslatIon IS of concern,
as It appears to contradIct some other goals WIdely held for mUnICIpalIties and potentIally to
remove an Important source of mUnICIpal revenue

Key Constraznts CommItment IS reqUIred for the mUnICIpal sector to become mvolved m
polIcy reform, III areas such as macroeconomIC polIcy WhICh apparently stand outSIde of the
normal range of mumcipal concerns The Honduras murucipal sector has effectIve advocacy,
such as through AMHON, whIch addresses mUnICIpal polIcy and law How thIS organIzatIon
or others mvolved In the murucipal sector mIght become substantIvely mvolved m the
broader range of polIcy Issues dIscussed m thIS report should perhaps be exammed
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• Polley framework A mUnIcIpal fmance polIcy or framework gUIdes ImplementatIon

Status m Honduras No comprehensIve framework IS m place m Honduras, polIcIes have
that affect the abIlIty of the murucipal sector to fmance are made on somethmg of an ad hoc
basIs However there appears to be an actIve debate on overall mumcipal polIcy, and the fora
where thIS debate takes place could be used as the launchmg pad for development of a
proposed more mtegrated murucipal fInance framework There IS not a strong concept of the
mumcipal fmance system as a system and unfamilIanty WIth the Idea that constramts should
be addressed systematIcally As a fIrst step, some general goals and mdicators for mUnIcIpal
fmance development mIght be establIshed and used as a basIs for reportmg progress

Key constramts Constramts may mclude the complexIty and scope of a mumcIpal polIcy
framework, as shown m thIS report, and the potentIal for any "measunng stIck" to reveal
conflIcts WIth other laudable development goals for the country The challenge WIll be to
make the concept as clear and understandable as pOSSIble and to fmd reasonable trade-offs
between development goals, whIle keepmg all the essentIal elements under publIc dISCUSSIon

• PublIc-prIvate dIalogue A forum eXIsts that encourages a publIc-pnvate dIalogue on
mumcipal fmance and mVItes pnvate sector mvolvement m the development process

Status In Honduras There does not appear to be any forum of thIS kInd takIng place m
Honduras As a consequence, the perspectIves of the pnvate sector are not well known or
mtegrated mto the thmkmg about the development of the mumcipal fmance market
SIml1arly, the fmanclal sector IS not now commItted to meetmg the needs of murucIpalItIes,
and the mumCIpalItIes do not know what It WIll take for them to become mterested The
constramts on an expanded system WIll reqUIre the development of a constItuency for
mumcipal fmance, one WhICh Ideally would mclude mdlvlduals from both the publIc and
pnvate sectors It IS Important for thIS group to become educated and mvolved m broader
polIcy dISCUSSIOns, such as those on macroeconomIC polIcy to the extent that they affect
murucipal serVIce proVISIon Creatmg thIS forum could be the fIrst step m facilItatmg thIs
process

Key constramts Overcommg lllitIal dIsmterest or reSIstance on the part of the pnvate sector
will be a constramt on the development of an mc1uslve, effectIve forum The USAID/CABEI
PROMUNI program, for example, took more than a year to carry out OrIentatIon actIVItIes
WIth banks before they were wIllmg to partICIpate as IFls An Important step will be to
Identify a few key allIes ill the fmancIaI sector to prOVIde leadershIp on thIS Issue WIth theIr
peers
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Part III ActIOn Plan -
Toward an Expanded MunIcIpal FInance System

1 Proposed OptIOns to Strengthen and Expand the MunIcipal FInance
System

LIsted below are a range of strategIes that could be employed to carry out the activItIes
recommended m thIS assessment The optIOns shown are generally not mutually exclusIve, but
are steps toward the development of a better system overall These optIons demonstrate that m
each area Improvements can be made, sometimes by means of very small, but Important, steps

1 1 Encourage Contmumg Improvements m MUnIcipal FmancIaI ConditIon and
CommunIcate Results

Contmumg efforts to Improve the fmancIaI condItIon of mumCIpahtIes, and mcrease the
knowledge of the results Wlthm the country, are ImperatIve for the development of an expanded
system Efforts underway to develop mdlcators for deflmng and measunng progress m thIS area
are commendable and should be gIven full support The number of VIable mumCIpahtIes needs
to be expanded as well CoordmatIOn among vanous entItIes provldmg fmancIaI support for
mumclpal development IS also encouraged, to ensure that all essentIal mvestment reqUIrements
of the mumclpal sector are bemg addressed

OptIOn 1 Contmue to expand mumclpal development actIVIties, guIded by a set of standards that
WIll help a larger number of mumCIpahtIes to become credItworthy borrowers

OptIOn 2 Develop a mechanism for donor and government coordmatIon on mumclpal develop
ment actIVItIes related to fmance m order to harmomze actIVIties and share lessons learned

OptIOn 3 PrOVIde targeted fmancIaI supervlSlon or mterventIOn to poorer and smaller mum
CipahtIes WIth the potential to become fmanclally VIable RepresentatIves of a group of more
credItworthy mumCIpahtIes may be among the most effective prOVIders of tills aSSIstance

1 2 ASSISt Efforts to Expand FmancIaI and Other InformatIOn about MUnICIpalItIes
Usable by Creditors and Others

Lack of mformatIOn can result m the faIlure of otherWIse VIable markets Often, Important
results have been seen from mlmmal mterventIon on thIS element Examples of the types of
mformatIOn necessary for fmancIaI system functIOmng have been mentIOned before and mclude
multI-year mvestment plans, reports on fmancIaI performance of muruclpal sector generally and
specIfic fmancIaI transactions, murucIpal accountmg standards and audIts, credIt ratmg system,
and commurucatIOn of successes and lessons learned

OptIon 1 Implement penodlc reportmg reqUIrements on the finanCial operatIOns/performance
of the mumclpal sector The legal framework to faclhtate Improved mformatIOn flows on
mumclpal sector fiscal performance IS largely m place, It should be Implemented and enforced
The LM spells out a senes of reportmg reqmrements ThIS reqUIrement should be enforced by
the central government and encouraged by AMHON and FUNDEMUN The central government
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could then penodlcally compIle and analyze the mformatlon collected - perhaps by pubhshmg
an annual report on the mumclpal sector - and make the data avaIlable (at cost) to mterested
partIes

OptIOn 2 Develop a credIt ratmg system Creatmg a credIt sconng system for mumcipahtIes,
and expandmg Its use, could greatly enhance system development To be respected, credIt
ratmgs should Ideally be done by a neutral and objective thIrd party, generally m the pnvate
sector However, the demand for credIt ratmgs, and mumclpal sector are both suffIcIently small
that no pnvate party would likely be able to make a profIt provldmg such a serVIce m the short
run, therefore, an mtenm strategy may be needed whereby the mumclpal sector Itself develops
standards and uses them to score the fmancml condItIOn of mumcipahtIes

Option 2a EXlstmg mformatlon, such as that avaIlable from FUNDEMUN assessments and that
that may result from the development of mumclpal mdlcators, could be used as the basIs for thIS
system, at relatively low cost

OptIon 2b Adapt the performance mdlcators currently bemg developed for mumcipahtIes so that
they can be used by the pnvate sector or others to score (or self-score) mumcipahtIes and
evaluate therr credltworthmess Use the mformatIOn from eIther or both of these systems to hold
workshops wIth mumcipahtIes dunng WhICh self-evaluatIOn could take place

OptIOn 3 PubbcIZe expanded cost recovery and collectIOns techmques and other success stones
and lessons learned In spIte of the prevalent VIew that many people m Honduras are too poor
to pay for servIces, sIgmficant expenence m cost recovery and revenue enhancement related to
capItal projects IS bemg gamed m Honduras, often after commumty partICIpatIOn and consensus
bUIldmg (e g , the toll road m San Pedro Sula) These cost recovery techmques are Important
because they test the hmits of the mumcipal law and estabbsh precedents Yet thIs body of
expenence IS not bemg accumulated and shared throughout the mumcipal sector, allowmg the
lessons learned to be capItalIZed upon

Option 3a USAID could proVIde resources to have the range of expenences m cost recovery
that have been gamed m Honduras analyzed and documented m wntmg and CIrculated to the
mumcipal sector through AMHON or other means

Option 3b The expenence gamed to date m cost recovery and revenue enhancement could be
used -as the baSIS of traImng for the mumcipal sector Presenters could mclude those mumcipal
representatIves responsIble for the Implementation of these partICIpatory cost recovery
approaches

1 3 Encourage Contmumg Development of the Market for Techmcal ASSistance

Encouragmg InnOvatIon and affordable access to techmcal aSSIstance IS a key element of fmancml
system development In partIcular, lowenng the costs and tIme reqUIrements related to the
project development process can help to Improve the affordabIbty of the resultmg mvestments
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OptIOn 1 The GOH and donors could make addItional resources avaIlable for project develop
ment and for traImng and techmcal assIstance to mumcipalIties on basIc aspects of publIc admm
IstratIOn They should also attempt to orgamze the provIsIon of these resources m such a way
that the sustamabilIty of these actIvItIes IS mcreased - for mstance, through the creatIon of a
revolvmg fund

OptIOn 2 AddItIOnal trammg modules could be explored for mclusIOn under the USAID MDP,
partIcularly regardmg admimstenng the betterment levy and recovenng costs for serVIce
proVISIOn, actIvItIes that would mcrease the amount of locally generated funds avaIlable for
project preparation and human resource development

OptIOn 3 FUNDEMUN could coordmate, on an ongomg basIs, wIth other entIties that provIde
trammg and techmcal assIstance to mumCIpalItIes CoordmatIOn would help ensure standard cost
and qualIty m the provlSlon of assIstance The more market-based (rather than cost-based)
approach to pncmg proJect-related serVIces under the MDP program wIth the FHIS IS a posItive
step toward strengthemng the market for techmcal assIstance

1 4 Transparent Strategy for ExpansIOn and Best Use of Avadable ConcessIOnary
Fundmg

As dIscussed throughout thIs report, the pnvate sector IS lIkely to expand ItS fmancmg activItIes
WIth local governments m Honduras only WIth some support from publIc or concessIOnary
sources Support from the publIc sector can provIde the "credIt enhancement" or "nsk manage
ment" sought by the pnvate sector, whIle staymg away from the Idea of government guarantees,
whIch are hIghly distortive PublIc sector support could range from co-fmancmg on mdividual
projects to Jomt capItalIzatIon of an mtermediary for raIsmg funds for mumcipal fmance
Currently, thIs IS not understood to be an appropnate role for government, and funds overall are
so madequate that It IS dIfficult to argue that available resources should be moved from currently
targeted actIVItIes (largely poverty alleViatIon and other SOCial needs) to leverage pnvate fmance
However, some expansIOn of the government role m encouragmg pnvate fmance IS probably
necessary If Honduras IS to break the cycle of undennvestment Withm WhICh It currently
operates

OptIOn 1 Address the Issue of publIc-pnvate coordmatIOn m mumcipal fmancmg m the context
of the proposed publIc/pnvate forum (see below)

Optfon 2 Carry out an mventory of strategIes used by the publIc sector to leverage pnvate
funds for local government m developmg markets and use It as the baSIS for polIcy dISCUSSIons
between donors and central and local government

OptIOn 3 Request a group of respected pnvate sector representatIves to propose Via a wntten
report and polIcy dIscussIOns how the GOH could support expanded pnvate fmancmg efforts
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1 5 Support InnovatIOn m the RaIsmg of Investment Funds and Gam AddItIOnal
TransactIOns Expenence

In spIte of the lumtations presented by the current system, It IS Important to contmue to attempt
new types of transactIOns by mUnIcIpal borrowers, assummg they can be carned out at costs
affordable to mUnIcIpalIties PIlot fmal transactIOns and pnvatlzatlon projects bnng to lIght the
lumtations of the polIcy framework and create urgency to resolve constramts They also mform
potential users of approaches that should be (or should not be) consIdered The San Pedro Sula
bond Issue IS an excellent example of a transactIon that could be mstructive to others m the
mUnIcIpal sector, however, the expenence IS largely unknown

It IS also unportant to mvestigate OptIOns for rntroducmg new rnstltutions that can draw fmancIaI
resources mto the mUnIcIpal fmance system A wIde vanety of new mtermedlary models are
bemg developed around the world for mUnIcIpal Infrastructure fmance Some Improve access the
capItal markets, others work through the fInancial sector In eIther case, Important goals mclude
maXImum InItial partIcIpatIOn of the pnvate sector m such an entity, and mcreased prIvate
partIcIpatIOn over tune

OptIOn 1 Identify several transactions that could be attempted m Honduras to raIse market funds
and evaluate the feaSIbIlIty of proceedmg WIth one or more of them Examples mIght mclude
another mUnIcIpal bond Issue, varIOUs prIVatIzatIOn actIvIties, a bond Issue to commUnIty
members, an Issuance of notes, a larger bank fmancmg, a bank syndIcatIOn or a prIvate
placement through a fIducIary

OptIOn 2 Create a Jomt publIc-prIvate task force to act as a "credIt commIttee" for evaluatmg
mumclpal and potentIal prIVatIzatIOn projects m need of fmancmg, m an effort to encourage to
approaches and to expand the mvolvement of the prIvate sector m the resolutIOn of mUnIcIpal
fmancmg constramts Once revIewed, thIS group of projects could be marketed as "mvestment
opportunItIes" to prIvate fmancIaI mstltutIOns and other mvestors

OptIOn 3 ProvIde addItIOnal resources for asslstmg mUnIcIpalIties m Identlfymg and carrymg
out approprIate prIVatIZation actiVItIes ThIS could take the form of technIcal aSSIstance to mUnI
CIpalItIes, support for specIfic transactions, publIc mformatIOn related to prIVatIZatIOn and labor
concerns, etc

OptIOn 4 RaIse and place a pool of funds from one or more concessIOnary sources m an
InstItutIon whose expressed purposes would be ItS own fmanclal sustamabIlIty and co-fmancmg
of mUnICIpal loans WIth the prIvate sector It mIght lend dIrectly to mUnICIpalItIes or serve as
a second-tier lender to banks Ideally, thIS entity mIght have the objective of eventually
becommg a pnvate sector InstitutIOn Itself

OptIOn 5 Request CABEI to expand Its PROMUNI program rnto Honduras Two of the aspects
of the PROMUNI program that have been espeCIally successful m Guatemala and Costa RIca
are also CrItIcal development areas for Honduras as well, namely, famIlIarIzatIOn of the fmancIaI
sector WIth the fmancmg reqUIrements and capaCIties of the mUnICIpal sector and the need to
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Increase the abIlIty of mUnIcIpalItIes to prepare project proposals that are acceptable to the
pnvate sector

1 6 Support Efforts to Improve and Enforce the Legal/Regulatory Framework

WhIle some Improvements In the legal/regulatory framework are appropnate, ImplementIng
beneficial elements of the eXIstIng framework IS also Important AMHON advocates effectIvely
on may elements of the eXIstIng framework, but those actIVItIes mIght be bolstered by support
from the polIcy forum proposed below

OptIon 1 Reform elements of the mUnICIpal law that wIll allow strengthenIng of the mUnICIpal
tax base The most cntIcal steps Involve ImproVIng the real property tax, for mstance allOWIng
mumcipalIties to rncrease the rncldence (mIllage) applIed durrng the off years, In order to adjust
revenues for rnflatIOn The vanous exoneratIOns and exceptIons granted concermng the real
property tax that have been allowed SInce passage of the MUnICIpal Law (e g , Decree 124-95)
should be reVIewed and perhaps rolled back LikeWIse, exoneratIOns to the tax on mdustry,
commerce, and serVIces should be reVIewed and pOSSIbly phased out

OptIOn 2 Encourage full complIance WIth the rntergovernmental revenue transfer and reexamme
Its structure Local govenunents are penalIZed by the faIlure of central govenunent to transfer
to mUnICIpalItIes the full transfer revenues stIpulated by law (5 % of natIOnal tax mcome) The
advocacy for this complIance may need to be made more effective The formula for transferred
resources to mumcipalIties should be consIdered for reVISIOns so that It would better a) reward
mumcipalIties that Improve theIr local revenue collectIOns and b) redlstnbute some funds to the
poorer mUnICIpalIties, 1 e , those that are less able to mobIlIZe theIr own resources

OptIOn 3 Improve the regulatory framework for tanff settmg The role of the CNSSP rn
regulatmg mUnICIpal servIces should be clanfied, thIS authonty may not be needed or local
govenunents mIght request a seat on the board Assummg ItS role remaIns rn place, CNSSP
ought to conSIder developmg a strategy for rncreasmg tanffs to reflect full costs over a penod
of tIme At the same tIme, optIons for SubsidIZmg those households that are truly unable to pay
the full costs of baSIC serVIces should be IdentIfIed and Implemented Frnally, servIce prOVIders
need legal changes that will allow them to Index theIr tanffs to mflatIOn, WIthout havmg to Wait
for CommISSIon approval

OptIon 4 IdentIfy resources for a legal reVIew of constramts to market-based mUnICIpal fmance
for the mumclpal sector and use It to help educate mayors and others regardmg the Importance
to them of polIcy deCISIOns rn other areas of the economy

1 7 Promote Development of an Integrated MUnICIpal Fmance Framework

The publIc-pnvate forum dIscussed below WIll help bnng to lIght current actiVItIes rn mUnICIpal
fmance and faCIlItate a dISCUSSIon among many players on the need for an expanded system
Separate, more dIrected aCtiVIties are also needed to encouragrng the development of a mUnICIpal
frnance framework that would guIde future reform and development The forum could proVIde
technIcal leadershIp, polItical leadershIp and polItIcal support to the process, an admInIstratIve
and/or overSIght functIon may be needed to Implement the frnance framework m a coordmated
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fashIOn Substantive central government mvolvement m the development of thIS framework
should be consIdered a fundamental reqUIrement

OptIOn 1 Donors, mcludmg USAID, could mtroduce the need for a fmance strategy m polIcy
dISCUSSIOns WIth the GOH ThIS approach would reqUIre a leadershIp response from the central
government, perhaps the MInIstry of Government (Mlnlsterzo de Gobernaczon)

OptIOn 2 EXIstmg NGOs, such as AMHON and FUNDEMUN, could coordmate development
of the framework WIth the government, perhaps WIth fmanclal aSSIstance from donors

OptIOn 3 The publIc/prIvate forum dIscussed below would carry out development of the frame
work, based on a commItment from the government to partIcIpate m a substantive manner The
concern would be whether thIS entity (especIally If It IS mformally constItuted) would have the
credIbIlIty necessary to mfluence the necessary polIcy deCISIOns

1 8 Create a PublIC-PrIvate Forum for Fmance Polley Dialogue

The purpose of thIS activIty IS to promote the concept of murucIpal fmance as a system WIth
many dIfferent players and elements, and to create a forum for the dIalogue that can lead to
articulatIOn of a mUnICIpal fmance framework The partIcIpants need to be all those WIth an
mterest m the development of the system, mcludmg the Honduran publIc sector (central and
mUnICIpal government, etc) and prIvate sector (banks, consultants, mvestors, etc) and donors

OptIOn 1 Plan and hold a workshop to evaluate the recommendatIons made m thIs report and
to IdentIfy pnorIty short-, medlUm-, and long-term strategIes The lIst of those mtervIewed for
thIS report could form the baSIS for an mVItatIOn lIst, however, addItIonal pnvate sector
partIcIpants should be IdentIfIed and encouraged to attend

OptIon 2 Create a casual forum that holds perIOdIC semmars or sponsors speakers on the tOPIC
of murucIpal fmance ThIs mIght be a bImonthly pay-your-own-way luncheon, sponsored by a
dIfferent orgaruzatIon each tune, WIth mVIted speakers both local and from the outsIde addressmg
tOPICS related to InnOvatIOns m mUnICIpal fmance and prIVatIZatIOn TOPICS mIght mclude San
Pedro Sula's murucIpal bond, local market prIvatIzatIon projects, PROMUNI, leasmg and ItS
relevance to the mUnICIpal sector, fmancIaI software m use by murucIpalItIes, etc

Option 3 Create a more formal commIttee or organIzatIon, eIther mdependent or under the
auspIces of an eXIstmg orgaruzatIon or agency, that IS charged WIth development of an expanded
system

OptIOn 4 IdentIfy an eXIstmg organIZatIOn to organIze thIS InItiative, makmg an effort to make
the dISCUSSIOns as mc1usIve as pOSSIble One candIdate would be AMHON, however, the actiVIty
must be perceIved as bemg as polItically neutral as pOSSIble
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1 9 Develop a Momtormg Mechamsm for Mumcipal Fmance System

It IS recommended that a morutonng mecharusm ("report card") for the murucipal fmance system
be developed for Honduras ThIs recommendatIOn reflects the assumptIOn that mdicators both
help track progress, and also actually mfluence where progress IS made IdentIfymg those aspects
of the mUnIcIpal fmance system that are of the most concern to those affected by It wIll focus
attentIOn and resources on those elements and help to move them forward The mitIal report card
could IdentIfy the cntIcal elements and related mdlcators and set goals A baselme gradmg of
the varIOUS elements should also be done Subsequent annual reports could track progress, update
the grades and set new goals, as appropnate

Elements mIght mclude a) the total pool of resources avaIlable from an IdentIfIed group of
sources, b) the number of loans, c) the SIze of loans, d) the percent wIth a match and the level
of the match, e) the number of mUnIcIpalItIes borrowmg, t) the number of banks lendmg, g) the
number of beneficianes, h) the progress of polIcy reforms, etc

OptIOn 1 Together, the GOH, USAID, and other donors could appomt a small pubhc-pnvate
commISSIOn to proVIde expert mput and oversIght to a techmcal team that would develop the
ongmal mdicators and report card and Issue It WIth some fanfare Annually, for the fIrst two
years, thIS report card would be updated wIth prefunded resources, untIl another local source
of funds IS IdentIfIed

OptIon 2 The GOH, USAID, or another donor could gIve resources to one of ItS eXIstmg
counterparts (AMHON or FUNDEMUN) to develop and Issue a report card and update It
annually

OptIon 3 The development of the report card could be an actIVIty of the forum proposed ill

SectIOn 1 1 ThIs would raIse the VISIbIlIty of the forum and ensure that pnvate sector
perspectives were mcluded

2 Areas for ActIon - Short-, Memum-, and Long-Term
The followmg table organIzes the proposed options mto those that could be Implemented m the
short term (1-2 years), medIUm term (2-5 years), and long term (5 to 10 years) Some of these
optIOns would contmue to be carrIed out and would lIkely have ongomg Impact throughout the
lO-year penod Others, even If begun 1ll1llledmtely, mIght have lImIted Impact untIl later m the
lO-year tIme penod A column also shows expected results from the lIsted mterventions
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Areas for ActIOn - Short-, Medmm-, and Long-Term

Tune Frame for Tune Frame for
Implementation Results

Short MedIwn Long Short- MedIwn Long-
Term Term Term Term Term Term

Proposed ActIon (12 years) (25 years) (5 10 years) (1 2 years) (25 years) (5 10 years)

1 hnprove CredItworthmess

MUnIcipal Development Indicators

Donor Coordmatlon

ASSISt Smaller/Poorer MUnicipalItIes

2 Expand Information

Fmanclal OperatIOns

Develop Credit Sconng System

Cost Recovery Lessons Learned

3 Expand TechnIcal AssIStance

Expand TraInIng and TA Resources

Expand Scope of Trammg ActIvItIes

TA Standards/Encourage CompetItIon

4 Expand & Improve Allocation of Fundmg

PublIc Pnvate Coordmatlon on PolIcy

Inventory Successful Government Support

Pnvate Sector LeadershIp on PolIcy

5 Support InnovatIon m FInancmg

Identify Pliot Fmancmg Projects

Jomt PublIc Pnvate CredIt COlrumttee

Support PnvatiZatlOn InitIatives

RaIse AddItIOnal ConcessIOnary Fund

InItiate PROMUNI

6 PrOVide Legal/Regulatory Support

Strengthen Tax Base

Improve Intergovernmental Transfer

Improve Regulation of Tanff Setting

Legal Issues Paper for MUniCIpal Sector

7 Develop PolIcy Framework

Donors Work WIth GOH

NGO Develops Framework

Forum Takes Lead

8 OrgalllZe PublIc Private DIalogue

Workshop to Evaluate Assessment

Casual Forum

Formal Committee

EXISting Orgaruzatlon

9 Develop Report Card

IndIcators Developed by CommISSIon

IndIcators by EXlstmg OrganIzation

IndIcators Developed by Forum
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Annex 1
List of Persons Contacted

Jorge Alberto Guevara
Gerente
Banco de Occidente, S A
Sucursal Choluteca
Coluteca, Honduras, C A
(504) 82-0538
(504) 82-0539
(504) 82-0346
Home 82-0588

Montz Kraemer
Jumor ProfesslOnal
Banco Interamencano de Desarrollo
50 PISO, EdifiCIO Los Castanos
Apartado 3180
TeguCIgalpa, Honduras, C A
(504) 32-4838
(504) 32-8953 (fax)
MORITZK@IADB ORG

Margaret McCoy
DIrector en Honduras
CooperatIve Housmg FoundatIon
Col Palmrra, 3a Calle, No 2428A
A un costado de la EmbaJada de MeXICO
Apartado No 2308
TeguCIgalpa, M DC, Honduras, C A
(504) 21-0049
(504) 21-0050
(504) 36-8963 (fax)
chf@sdnhon org hn

Adnana Guevara vda De Balladares
Alcaldesa Mumclpal
Choluteca, Honduras, C A
(504) 82-0509
(504) 82-0011
(504) 82 0021
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Alan Dmz Zelaya
Consultor
Audltona y Consultona
Coloma Alameda
EdlflCIO Gomez Zumga, 4to PISO
CUblculo 403, Contlguo a AudIO VIdeo Apartado Postal 3678
TegucIgalpa, M DC, Honduras, C A
(504) 39-4398
(504) 39-4444 (fax)

NaSSlr Djafan
Semor Project Manager, Central Amenca
Dredltanstalt fur Wlederaufbau
Palmengartenstrasse 5-9
60325 Frankfurt am Mam
(49-69) 7431-3516
(49-69) 7431-3415 (fax)
naSSlr djafan@kfw de

Ramon M Cardona
DIrector Urudad GeneracIOn de Empleo
Fondo Hondureno de InversIOn SocIal
Apartado Postal No 3581
TegucIgalpa, M DC, Honduras, C A
(504) 36-9021 (fax)

Heman Jacobo Lagos
DIrector de CaptacIOnes
Fondo Hondureno de InversIOn SocIal
Apartado Postsal No 3581
TegucIgalpa, Honduras, C A
(504) 36-6447
(504) 36-6739 Ext 712
(504) 36-8262 (fax)

Mlrtha Gonzales
Dlrectora EjecutlVa
FundaCIOn Para el Desarrollo Mumclpal
Col MIramontes, Sa Calle
Apdo Postal 4831
TeguCIgalpa, Honduras, C A
(504) 239-9520 al23
(504) 232-9113 (fax)
fundemun@hondutel hn
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Fernado ROjas
VlSltmg Fellow
Lmcoln Institute of Land PolIcy
113 Brattle Street
Cambndge, MA 02138-3400
(617) 661-3016 Ext 140
(617) 661-7235 (fax)
froJas@lmcolnmst edu
www lmcolmnst edu

LIC Allan DaVId Ramons M
Admmistrador Mumcipal
Mumcipahdad De Puerto Cortes
Puerto Cortes, Honduras, C A
(504) 65-1007
(504) 65-0183
(504) 65-0345 (fax)

Orlando Garner
DIrector General
Secretana de Fmanzas
DirecclOn General de Credito PublIco
TegUCIgalpa, M DC, Honduras, C A
(504) 37-9339
(504) 37-9295
(504) 22-6433
(504) 37-4142 (fax)

Ian Walker
DIrector
Economia Socledad, Amblente
Apartado Postal 4227
TegUCIgalpa, Honduras, C A
(504) 38-8570 / 71
(504) 38-8372 (fax)

1 3
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DaVId Warren
OperatIOns SpecialIst
World Bank
Social and Human Development Group
Latm Amenca and the Canbbean RegIOn
1818 H Street, NW
Washmgton, DC 20433
(202) 473-9777
(202) 522-1134 (fax)
(202) 522-3135 (fax)
DWARREN@WORLDBANK ORG

LIC Jose Donaldo Ochoa Herrera
Banco Centroamencano de IntegracIOn Economlca
Departmento de Desarrollo Social y Programas EspecIales
Apartado Postal 772
TegucIgalpa, M D C Honduras, C A
(504) 37-2230 / 39
(504) 37-1184 / 88
(504) 37-5878 (fax)
dochoa@bcle hn

Ing CynthIa Morales Rosales
Banco Centroamencano de Integraclon Economlca
Departmento de Desarrollo Social y Programas EspecIales
Apartado Postal 772
TegucIgalpa, M D C Honduras, C A
(504) 37-2230 / 39
(504) 37-1184 / 88
(504) 37-5878 (fax)
cmorales@bcle hn

Ing Marcial Maler Caceres
Asesor EJecutlvo
Fondo Hondureno de InverSIOn SOCial
Apartado Postal No 3581
TegucIgalpa, M DC, Honduras, C A
(504) 36-8154
(504) 36 8193
(504) 36-8197
(504) 36-8198
(504) 36-6244 (fax)
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LICdo Guadelupe Lopez Rodnguez
PresIdent
AsociaclOn de MumciplOs de Honduras
Col Lara, Ave Bemto Juarez
11h Cuadra el Este del FHIS
Apartado Postal 3596
TegucIgalpa, Honduras, C A
(504) 36-6150
(504) 36-6154
(504) 36-9340
(504) 36-5294 (fax)
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Annex 2
MaterIals RevIewed

, AnallSls Sectorzal del Fondo Hondurefio de InvelslOnes Socwl (FHIS), 199_

, Desarrollo Mumclpal, DescentlalzzaclOn y PartlclpaclOn de la Socledad CiVlI, 1997

__' "EconomIC Notes from PEP," mternal USAID memorandum, AprIl 1997

"El Marco MacroeconomIco, El Gasto Pubhco y la Deuda Externa," umdentIfied
memorandum provIded by USAID, June 17, 1997

, "Honduras Mercado de Valores," mternal memorandum of the Inter-AmerIcan--
Development Bank, September 1997

__' "Honduras SIstema de PensIOnes," mternal memorandum of the Inter-Amencan
Development Bank, July 1997

__' "Honduras SIstema Bancano, " mternal memorandum of the Inter-Amencan
Development Bank, July 1997

__' Sector Agua y Saneamlento, June 1997

__' "SItuatIOn Report on EconomIC Pohcy and IMF Programs for Honduras, 1990-97,
mternal USAID memorandum, 1997

AsocIacl6n de Mumclplos de Honduras (AMHON), Bloque de AcclOnes, September 1997

AMHON, La InstztuclOn, Sus FunclOnes y Agendas, July 1997

AMHON, Procedlmlentos para CorporaclOnes Mumclpales, AprI11997

Babl, Roy W , and Lmn, Johannes F , Urban Publzc Finance In Developing Countrzes, World
Bank, 1992

Banco Central de Honduras, "Boletm Estadist!co," Volume XLVII, Number 5, May 1997,
TeguCIgalpa, MDC

BIrdsall, Nancy and FrederIck Jaspersen, editors, "Pathways to Growth ComparIng East ASia
and Latm AmerIca," IDB, Washmgton, DC, 1997

Bolsa Hondurefia de Valores, SA, BHV en Cljras, TegUCIgalpa, September 1997
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Contralona General de la RepublIca, La Contralona General de la Republlca y su FunclOn en
RelaClOn con los Goblernos Mumclpales, Camyaguela, MDC

FederaClOn de MumclplOs del Istmo Centroamencano, Mumclpalzsmo, DescentrallzaclOn,
ASOClatlVlsmo e IntegraclOn en Centroamenca, Cmdades Umdas Desarrollo, 1995

Goodman, Margaret, Samuel Morley, Gabnel Sm and Elam Zuckerman, "SOCial Investment
Funds m Latm Amenca, Past Performance and Future Role, IDB, SOCial Programs and
Sustamable Development Department," March 1997

IDB, Latm Amenca after a Decade of Reforms, Economic and Soczal Progress m Latm Amenca,
1997 Report, Washmgton, DC, 1997

IDB, Overcommg Volatility, Economic and Soczal Progress m Latm Amenca, 1995 Report,
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Annex 3
FInancIal Data on FHIS Programs

Table 1
FIllS Income by Fmancmg Source, 1990-96

In thousand Lempira

Sources 1990 1991 1992 1993 1994 1995 1996 Total % Total

USAID 19553 24277 1474 18 118 13898 11 278 27441 116039 8 17

World Bank 0 54240 55371 36563 17443 74803 195056 433476 3050

IDB 0 0 20537 124070 46711 51 125 116753 359 196 2528

KfW 0 9302 41 573 52 123 35568 5263 15636 159465 11 22

OPEC 0 0 0 0 0 22274 19591 41865 295

NatIOnal 10092 11 293 44458 41642 26227 41000 50000 224712 15 81

Others 6732 5434 11 797 8297 22461 16452 15096 86269 607

Total 36377 104546 175 210 280813 162308 222 195 439573 1421022

Exchange Rate (LI$) 4 11 532 55 647 841 947 11 71

Total US$ (000) 8851 19652 31 856 43402 19299 23463 37538 184062

USAID $ (000) 4757 4563 268 2800 1 653 1 191 2343 17575

Table 2
DistrIbutIOn of FIllS Projects by ApplIcant and Average Project Size, 1990-96

In thousand Lempira

DesCrIptIOn Amount % Number of Projects % Average (L)

MumclpalItles 907,586 722 6,015 743 150,887

Governmental Orgamzatlons 155,445 124 603 74 257,786

Patronage 69,178 55 631 78 109,632

School Directorates 52,170 4 1 344 43 151,657

NGOs 41,842 3 3 268 3 3 156 127

RelIgiOUS InstItutIons 14,011 1 1 126 1 6 111,198

Special Groups 5,094 04 37 05 137,676

Hospitals & Centers 4,272 03 15 02 284,800

Others 7,671 06 55 07 139,473

Total 1 257269 1000 8094 100

Average Project Size (L) 155 333
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Table 3
FHIS Investment per Sector, 1990-97

m thousand Lempira

1990 1991 1992 1993 1994 1995 1996 1997 Total

Education 3483 83752 104434 128049 23583 112 894 155 384 173 681 785260

Water and SamtatIon 434 7 113 22820 22177 13 602 13973 98027 36504 214650

Health 736 20048 14501 37365 21 283 28657 36340 55478 214408

MumcipalIty 6496 16919 21073 19231 6502 17994 52607 21250 162072

SOCial AssIStance 547 6640 5308 6422 153 11097 12014 2480 44661

EnVironment 414 474 542 1 638 319 452 751 3994 8584

Total 12 110 134946 168678 214882 65442 185067 355 123 293 387 1429635

Exchange Rate 411 532 550 647 841 947 11 71 13 20

US $ 2946 25366 30669 33212 7781 19542 30326 22226 172 070

Table 4
FHIS Investment DistributIOn by Poverty Level, 1990-96

In % and thousand Lempira

% of Investment Per QumtIle
Poverty Level Poverty Total
(By Department) DistributIOn FHIS I FHIS II (L 000)

Very Bad 20% 19% 26% 299

Bad 21 % 17% 19% 256

Deficient 24% 22% 23% 284

Subtotal 65% 58% 68% 839

Regular 26% 32% 26% 312

Acceptable 9% 10% 6% 106

Subtotal 35% 42% 32% 418

Total (%/L 000) 100% L 531 L 726 L 1,257
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Table 5
U&AID Fundmg to FHIS for Honduran MUlllclpal Development, 1990-98

Lempira US$

FHIS I 75,512,100

FHIS II 56,814,969

Total 1990 FundzngJl 132327069 14500,000

Grant Funds related to MDP 151,440269 10,586,527

BCIE I (HG-006) 117,000000 9,000,000

BCIE II (HG-006) 63,700,000 4,900,000

ChIld SUrviVal Grant 42250,000 3,250,000

Total Current Fundzngl8 374,390,269 27736,527

Total 506,717,338 42,236527

17 FHIS '1996 Progress Advance Report, TegucIgalpa, March 1997

18 USAID Worksheet, "Programa de Desarrollo MUlllclpal, Componente de Infraestructura," July 8,1997
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Annex 4
Potential New or ModIfied Roles for USAID/Honduras

The terms of reference for the assessment of the mumcipal fmance system state the mtentIOn of
USAID to carry out a participatory process for review of the optIOns that emerged from the
assessment and also request recommendatIOns for actIon by USAID m the short, medIUm, and
long term WhIle the audIence for thIS document IS therefore broader than USAID alone, thIS
Annex addresses speCIfIc actIOns that USAID could take on ItS own mltIatIve to promote the
development of a more sustamable mumclpal fmance system m Honduras

In addition to the assessment, the scope of work requests assistance m two areas 1) development
of a near-term strategy (1 to 3 years) for provldmg contmuous fmancial resources to
mumclpalItles after the HG funds are exhausted and 2) development of a proposal for a
partICipatory process that wIll lead to design of a mumclpal mfrastructure fmance framework for
sustamable long-term fmancmg

The Role of USAID m Supportmg MUnICIpal Fmance ExpanSIOn

As dIscussed m thIS sectIOn, and elsewhere m the report, opportumtIes for USAID to address
the Issues dIscussed m thIs assessment eXIst m three components of Its development actIvItIes m
Honduras

• mumcipal development and related mstItutlOnal development,

• polIcy dialogue WIth the GOH and others, and

• ImplementatIon of the Housmg Guarantee program

USAID has enjoyed consIderable credIbIlIty m many developmg countnes m ItS work on mum
cipal fmance, partly because of the well-known mumcipal fmance expenence of the Umted
States I For that reason, USAID IS encouraged to contmue to prOVIde leadershIp on the Issue of
mumcipal fmance m Honduras, even though certam aspects of the U S system may be
mappropnate or dIfficult to apply

The current mumcipal development actIVItIes of USAID/Honduras are appropnate and effectIve
mterventlOns for strengthemng the mumcipal sector TheIr value WIll be even more eVIdent as
opportumtIes for mumcipal frnancmg grow m Honduras, smce the mvolved mumcipalItIes should
be IQ a favorable sItuatIon to ask for credIt USAID IS encouraged to contmue these actIVItIes
to the extent pOSSIble over the next several years Expandmg the program to mclude a larger
number of mumcipahties should be pursued If pOSSible, but the most Important accomplIshment
for the entIre sector m the longer run IS to have a core group of creditworthy mumcipahties that
can reonent the thInkmg of the fmancIaI sector and others about the capacity of the murucipal
sector Other roles that seem to be espeCially appropnate m the murucipal development context,
as suggested by thIS assessment, mclude

I
See "MUnICipal Bond Market Development m Developmg Countnes The Expenence of the U S Agency for International Development"

by Pnscilla M Phelps for a diSCUSSion of eight countnes where USAID has carned out mumclpal finance activIties
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• encouragement of more, Improved, and standardized mformatIOn reportmg wherever
possible,

• support of development of a credit ratmg system for mumClpalItIes, acceptable to all publIc
and pnvate sector funders,

• ensunng that pnces for technical services to mumclpalItIes are set on a market basis
whenever possible, encourage competition among providers whlle mamtammg qualIty, and

• IdentificatIOn and assistance m ImtIatmg pllot projects to test feasibilIty of new approaches
to murnclpal fmancmg wlthm the context of ongomg activIties

The most cntIcal role for USAID at thiS time IS itS polIcy leadership on murnclpal fmance In
Part III, SectIOn 1, a number of potential roles for USAID are specifically proposed, many of
which could be categonzed as polIcy leadership Examples mclude the commlsslornng of thiS
paper and the related workshop and helpmg establIsh the publIc-pnvate polIcy dialogue In the
workshop, It w111 also be lffipOrtant to diSCUSS the questIOn of the most effective role for USAID
on this Issue WIth the participants SpeCifiC roles USAID should consider, based on the assess
ment, mclude the followmg

• Take the lead to establIsh the publIc-pnvate policy dialogue

• Expand donor coordmatIOn on murnclpal fmance

• Ensure USAID consistency on Issues related to murnclpal fmance, such as macroeconomic
polIcy and fmancIaI sector reform

• Advocate m policy forum for development of a natIOnal murnclpal fmance framework

• Carry out speCifIC policy or lffiplementatIOn studIes, such as
~ Legal constramts to muruclpal fmance
~ IdentificatIOn of mnovatIve Jomt publIc/pnvate fmancmg approaches
~ Expandmg cost recovery and the role of the contnbutlOnes par meJores

• IdentIfy resources for mnovatIve pIlot projects

• Encourage fmanClal sector mvolvement m system development

• ASSist murnclpal offiCials m advocatmg for market reforms to allow for expanded muruclpal
lendmg

• ASSist AMHON and other counterparts to the MDP m understandmg the Issues addressed
m tills assessment

Near-Term Strategy for PrOVISIOn of FmancIaI Resources

Currently, USAID fundmg prOVided to the PHIS from the USAID Housmg Guarantee program
and loaned to mumCIpahtIes at below-market rates IS the major source of credIt avaIlable to
them A group of murncipahties has been Identified as the reCIpIents for the last round of fundmg
under the program m 1998 However, USAID IS concerned that followmg thIS round, no
additIOnal source of credIt WIll be avallable to murnClpahtIes The fmdmgs of the assessment
generally confirm thiS expectation for the short term, unless speCIfIC measures are taken

As shown m this report, the fmancmg reqUIrements of the murucipal sector are far m excess of
what IS currently avaIlable and of what can be raised from the publIc sector or from donors m
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the short term However, It WIll be necessary for these sources to help fIll some part of the
fundmg gap The challenge WIll be to do so m a way that encourages the growth of resources
m the overall system The second necessary source IS the pnvate market, and ImmedIate
measures should be taken to expand Its role m the system The way m whIch the concessIOnary
fundmg IS provIded to mumclpahtles could help determme whether pnvate fundmg expands
appreciably The success of other measures recommended, such as the development of a credIt
scormg system, wIll also effect the level of pnvate sector fmanclal commItment

DISCUSSIons wIth USAID held dunng the assessment penod focused on how the current round
of FHIS loans could be structured to support the development of the system bemg proposed
DecIsIons regardmg the allocatIOn of the avaIlable funds were found to be nearly complete,
based on Judgments of USAID employees concermng mumclpal need and desIre to arnve at a
faIr allocatIOn of avaIlable resources among partlclpatmg mumCIpahtles (rather than on
credltworthmess, although a feaslblhty study IS carned out m connection WIth each project)
However, options for expandmg the avaIlable resources m the short term mclude some related
to the ongomg provIsIon of the HG resources Several measures are possIble to support further
growth of the system m the short run, mcludmg the followmg

• MaxImIze the extent of prIvate financmg m each FHIS loan
Currently, loans gIven by the FHIS usmg USAID resources reqUIre a "counterpart" (partIal
match of fundmg) from the mumclpahty, but the balance IS generally funded WIth Muruclpal
Development Program resources It IS recommended that each loan be revIewed for
components, such as eqUIpment purchases, that could be fmanced as shorter-term loans by a
local bank The allocatIOn plan of USAID could then mclude these other sources of funds to
the extent the are available and affordable for the murucipahtIes It WIll be necessary to deVIse
a project worksheet that allows for the mclusIOn of other sources of funds

• Create a revolvmg fund usmg HG/FHIS resources
Currently, loan repayments for the HG loans are made to the Mlntstry of Fmance and are
assumed to be used to repay the U S government loan Loan terms to mumclpahtles closely
match those of the U S government loan, WIth SImIlar grace penods However, the potentIal
for shorterung the term of loans so that at least some of the resources could be reloaned has
apparently not been consIdered, but should be

One of the dIfficultIes m Identlfymg strategIes to bndge the current conceSSIOnary sources, and
those that mIght ill tIme be available m the pnvate market, IS the extent of the concesslOnahty
of the funds that are currently prOVIded ThIS concesslOnaltty takes the form of lower mterest
rates (10% versus up to 30% m the market over the last few years), longer loan terms (20
years versus a maxtrnum of 2 to 3 years), and grace penods on repayment of prmclpal (up to
10 years on some USAID-funded loans currently outstandmg) These terms raIse the
expectatIOns of mumclpal offiCIals unrealIstIcally and make It extremely dIffIcult for a market
based prOVIder of credIt to offer any loans that the mumclpahtles conSIder competItIve To
whatever extent USAID could break out of thIS pattern m Its loan terms, the better It WIll be
for later system development
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• Collaborate WIth other donors to contmue USAID's fundmg role with the FHIS m the
short term, perhaps with less concessIOnary loan terms

WhIle other financmg mecharusms are bemg developed, USAID should approach other donors
to take over the role bemg played by USAID m provldmg funds to the FHIS for mUnICIpal
projects Both the IDB and the World Bank (and perhaps others) are consldenng makmg loans
for the mUnICIpal sector m Honduras Savmgs of both cost and time could be realIzed If one
of them would step mto USAID's role to provIde fundmg for the next 2 to 3 years at least,
Ideally under condItIons closer to market condItIons ThIS approach would proVIde contmUlty
to mUnICIpalItIes and allow deSIgn resources to be spent m creatmg a longer-term mechamsm
that mIght take 1 to 2 years to create and another year to start up

• Negotiate With CABEI for a start-up of PROMUNI activIties m Honduras
WhIle not Itself a sustamable mechamsm, the PROMUNI program has broken ground for
mUnICIpalIties WIth the fInanCIal sector In Guatemala and Costa RIca USAID should dISCUSS
WIth CABEI the potentIal for openmg the PROMUNI program m Honduras over the next year
WIth two country programs well establIshed, certam time savmgs should be pOSSIble m
onentIng IFIs and establIshIng applIcatIOn procedures for mumcipalItIes Also, peer trammg
between mUnICIpal OffICIals In Honduran and those In Guatemala or Costa RIca who have
partIcIpated In the program could be extremely InstructIve for all Involved

MUllIClpal Fmance Workshop

The next recommended step for USAID IS to hold a workshop to revIew the Ideas proposed m
thIs report The recommended attendee lIst would be those mterviewed for thIS assessment, WIth
the additIon of addItIonal fmancial sector and InstItutIOnal fInance representatIves, If pOSSIble
The number of attendees should be small enough to allow for a partIcIpatory meetIng, but large
enough to Include all the cntIcal Interest, perhaps 30 partIcIpants

It IS recommended that a second draft of thIS paper, or of the most Important sectIOns, be
translated and CIrculated to thIs expanded group and that a meetIng WIth them be held WIthIn one
month for up to one full day It could mclude speakers on speCIfIC Issues from among those par
tiCIpants already famIlIar WIth the Issues beIng addressed, some smaller meetIngs on speCIfIC
Issues, and tIme for plenary seSSIOns where general Issues could be addressed and dIfferences
of 0plillon presented

The -objectIves would Include feedback on the report that could be Incorporated m a fmal verSIOn
and proposals and prelImlllafy plans for follow-up activIties The responses and proposals could
also be mcluded m the fmal report


