
Regional Mutual Funds
Support

January 1997- March 1998

Contract #
EPE-0005-1-00-5040-00, Task Order # 1

Task Manager·
Ms Olga Stankova

jJ4A(l)-S-~
993tfY

PROCEEDINGS:
Municipal Bonds and

Their Role In the
Development of

Regional
Infrastructure

for the

u.s. Agency
for

International
Development

November 1998

The Pragma CorporatIon
116 East Broad Street
Falls Church, VA 22046
tel (703) 237-9303
fax (703) 237-9326
pragmal@1xnetcomcom



The Federal Commission for the Securities Market

PROCEEDINGS

Municipal Bonds and Their Role in the
Development of Regional Infrastructures

A Conference held at Yekatennburg, The Russian Federation

September 18-19, 1997

, /-



Edward Rossel, Governor, Sverdlov Region

Dear colleagues, frIends, and guests Here In the Urals, m the heart of RussIa, I would like to
extend to our guests personal greetIngs and greetmgs of the representatIve and executIve
branches of the local authonty ofthe Sverdlov RegIOn

The subject of the conference, Muruclpal Bonds and therr Role In DevelopIng RegIOnal
Infrastructure, has attracted representatives ofmany RUSSIan regIOns ThIs IS namely due to the
fact that the socIal problems m all RUSSIan regIOns have been aggravated by fiscal defiCIt The
problems mclude the cost of communal services, and power supply, transportatIon and
telecommumcatIons, consumer servlces, health care, educatIOn, and many other problems
faced by the bodIes ofpower ofthe subjects of the RUSSIan FederatIon

Presently the market of muruclpal bonds IS developmg at a fast rate Until recently the
payments arrears were covered by the Issue of veksels of the regIOnal authontles In March
1997 the Issue ofveksels was legally banned Therefore m VIew of the changmg tax legislatIOn
and the downfall of market mcome rates short-term bonds are becommg less effectIve Today
certam regIOns are attemptIng to make Issues ofbonds for target programs But such examples
are few

Today's conference IS symbolIc The matter IS that the day before yesterday we receIved first
notIce on the completIOn of the work on allocatmg a credit ratIng to the Sverdlov RegIOn The
ratmg of the Sverdlov RegIOn corresponds to the ratmg of RUSSIa Thls sIgmfies that If the
ratmg ofRUSSIa Increases, the ratmg ofthe Sverdlov Region wIll mcrease automatIcally

We have an agreement WIth Incombank, m accordance WIth whlch we are startmg the
placement of regIOnal bonds and are planrung to obtam 300 mIn dollars for local IndustrIal
Investment

We View the Issue of Eurobonds as a source for regeneratIng mvestment actIvItIes m the
regIon The mam advantage IS not Just hard currency funds, but also to narrow the gap
between the basIC Western finanCIal mstItutIOns and our developmg market economy

The allocatIOn of the ratmg and the Issue of eurobonds Will definItely make a posItive Impact
on the entrre system of regIOnal secuntIes We are aware that there are many problems that
need to be resolved m the sphere of regional finances and the secuntIes market Nevertheless
our View of the future IS OptImIstIC

Today we are SIgmng together WIth DmItry Vaslhev an agreement between RUSSIa and the
Sverdlov RegIon that wIll regulate our relations related to the development and operatIon of the
secuntIes market The agreement prOVIdes for a umform state approach to the formatIon and
development of the RUSSIan secuntIes market It Will ensure the Interests of Investors and
entItIes, and more effectIve management and state regulatIon ofthe market

WIthrn the framework of the agreement the partIes Will cooperate m resolvmg some key Issues
concemmg the development of the secuntIes market mfrastructure m the Sverdlov RegIon,
registrars, deposltones, settlement and cleanng organIzatIons, the stock exchange and other
settlement systems, as well as overcomIng cnsls SItuations, m the regional stock market,
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stabIlIzatIon measures, fonnatIOn of corporate systems of financIal secunty and IDvestor and
shareholder protectIOn, etc

I belIeve that the present agreement WIll ensure fast development of the regIOnal securItIes
market I hope that conference partIcIpants wIll find answers to many questIOns durIng the
penod of Its work
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Dmitry Vasibev, ChaIrman ofthe Federal Commission for the SecuntIes Market

I am very glad that It IS here, m the Urals, that we have orgamzed thIs conference More than
one hundred partIcIpants from dIfferent regIOns are present at the conference, wInch SIgnIfies
that our Jomt effort With the ammrnstratIOn of the Sverdlov RegIOn and the USAID to whom I
Wish to extend my personal gratItude for organIZmg the venue has Yielded results Tills IS
exactly what IS necessary If thIs was not necessary the partICIpants would not have come,
would not be present and would be domg sometlung else Therefore we need to contmue
movmg m tlus dIrectIOn step by step towards a CIVIlIzed secuntIes market, mc1udmg such a
major market component as munIcIpal and regional bonds

I would lIke to use the opportunIty to express my apprecIatIOn of the results of the ratmg of the
Sverdlov Region and congratulate you on thIs event The allocatIOn of the ratmg to the
Sverdlov regIon wmch IS on a par WIth the RUSSIan ratmg IS mdeed a very good result On
behalf of the Secuntles CommISSIon we WIsh you success and are ready to asSIst the regIOn m
placmg eurobonds, m partIcular, what concerns establIsInng a relIable, transparent and mvestor
frIendly market, thIS IS exactly what the CommISSIon IS called for

What IS the purpose of the present conference Gradually the RUSSIan regIOns and
murncipalIties are startmg to make bond Issues The Mmlstry of Fmance has already
registered 200 such bonds, both regIOnal and mUDlcIpal, worth over 18 trillIon rubles
TIns IS a substantIal amount There IS notlling exotIC about tlus, because Moscow and
St Petersburg have placed Eurobonds And today we WItness the preparatIOn of a eurobond
Issue by Sverdlov RegIOn

Such IS the everyday practIce We need to learn how to do It the CIVIlIzed way and WIth
maxImum effiCIency In my VIew the conference should focus of the followmg Issues

FIrst, the financial plan has to be developed dunng the preparatIon of any munICIpal or
regIOnal bond Issue We should understand the purpose of the Issue and deSIgn It properly
Let's assume thIs IS a housmg loan or a loan to resolve some fiscal defiCIt lIke debt
restructurmg, or these mIght be Investment proJects, say, for the constructIon of a bndge In
some locatIOn These are entIrely dIfferent obJectIves, dIfferent Investors, and medIators

Further, It IS necessary to determme the type of finanCIal reserves reqUIred, and how that Will
fit With the general finanCIal plan of the CIty'S admImstratIon How to select an underwnter or
who to ask for findmg one, at what stock exchange, and what IS the procedure of bonds
tradmg, how to organIze subsequent servIcmg ofthe loan?

We should acIneve world European or Amencan standards of work m the debt market You
can see that the Federal CommISSIon for the SecuntIes Market has been stnvmg to have
RUSSIan profeSSIonal secuntIes market partICIpants and Issuers, m partIcular, enterpnses
conform WIth the International requIrements TIns IS a task that has been outlmed by the
PreSIdent and the Government We also enJoy the support of the regional authontIes, who are
stnvmg to establIsh a CIVIlIzed market m Moscow, 5t Petersburg and the 5verdlov RegIOn

When we mtroduced the new reqUIrements on hcensmg the professIOnal secunties market
partICIpants such prOVIded for the reqmrements of the EuropearI Commumty m relatIon to the
mmunal reqUITed capItal of 50,000 ECU You must know that market professIOnals servIcmg
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the loan asSISt m ensunng that the bonds are traded and quoted m the exchange Thus we are
makmg the market more rehabIe, sensIble, and attractIve for RUSSIan and foreIgn mvestors We
therefore are mterested m mcreasmg the ratmg of the Sverdlov Region, just lIke the ratmg of
the whole ofRussla

I would hke to speak bnefly about the today's SIgmng of the agreement Judgmg ObjectIvely
we must understand that the RussIan stock market greatly depends on three regIOns m RussIa 
Moscow, 8t Petersburg and Yekatennburg These are the three mam regIons accountmg for
75% of all profeSSIOnal stock market partIcIpants, 75% of all Issues, Ie secunties that are
placed m the market annually Therefore we are closely coordmatmg WIth the admiffistratIOns
of Moscow, St Petersburg and the Sverdlov Region, whIch IS of pnncipal Importance to us
And I belIeve that the Sverdlov Region has made a great step forward recently I would lIke
to underlme the outstandmg work of the local FCSM branch and express gratitude for the
support prOVIded by the Sverdlov Regional AdmmIstratIon and the Governor personally

What IS next on the agenda? I thInk that It IS cruCIal for us to fulfill the agreement and to
resolve the Issues that are under the focus of the PreSIdent and the Pnme Mlmster

I would lIke to underlme two problems that have been addressed by premIer Chemomyrdm at
the recent meetmg WIth Amencan busmessmen m New York and a meetmg With AI Gore
These are the problems of Investor nghts protectIon and the problem of depOSItory
ServICIng

I belIeve that these two problems are next on the agenda You are aware that the PreSIdent has
recently adopted two Decrees on establIshIng the State CommISSIon on Investor Rights
Protection And I hope that the regIOns Will support thIs lDltIatIve Today we dIscussed this
Issue WIth the Governor, and It may be that he Will head the first COmmISSIOn m the Sverdlov
Region m order to ensure mvestor nghts protectIon at the regional level I beheve that thIs Will
be a major breakthrough

The second problem IS depOSItory servIcmg of mvestors In thIs relatIon a Decree was Issued
- --- --- --- - on estabhshmg the natIOnal depOSitory system and establIshment of the central depOSItory The

sIgned Agreement prOVIdes for the support of the Settlement and Cleanng Center and
development of depOSItory servlcmg m the Sverdlov Region as a central body for the entIre
Ural Region It IS essentIal to ensure that the secuntIes market of the Ural RegIon becomes an
mtegral part of the all-RUSSIan market, I e shares should be m local custody and traded all
over RUSSIa

I Will not dwell on the detaIls of the Agreement (ItS scope IS large, mc1udIng mvestor nghts
protectIOn, development of market mfrastructure, and coordmatlon on lIcensmg, etc) I belIeve
that thIs Agreement wIll proVIde an add1tIOnal Impetus to the effectIve development of the
secuntIes market In the Sverdlov Region and the entIre Urals

I would lIke to thank you for your attentIon I Wish success to the conference I belIeve that
we can learn how to work at a hIgh level and m a CIVIlIzed manner accordIng to the lughest
mternatIonal standards, and thIs conference Will help us all m tins
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VladImIr Krysov, ChaIrman of the FCSM Sverdlov RegIon Branch

Dear Ladles and Gentlemen
The WIll of the Governor and the Chamnan of the CormmssIOn has found Its expressiOn In
today's agreement, whIch I am holdIng In front ofyou

The agreement stIpulates the mutual oblIgatIOns of the partIes Pnmanly the COmmISSIOn and
the AdrrnrustratIOn undertake to pursue COOrdInatIOn In regulatmg the secuntIes market In the
Sverdlov RegIOn and temllnate Illegal actIvItIes In the secuntles market, IncludIng fraud and
Issuance of secuntIes surrogates

The partIes WIll refer to mutual coOrdInatIon In developmg and adoptmg regulatIOns and
prOVISIons on the secuntIes market whIch present mutual mterest, mcludIng Jomt development
of regulatIOns, Jomt Involvement of speCIalIsts for the development of regulatIOns and
deCISIons on the Issues ofmarket development

FCSM and the Sverdlov RegIOn undertake to prOVIde mutual asSIstance m developIng the
secuntIes market mfrastructure In the Sverdlov RegIOn, establIshmg Centers for CollectIve
Investments m Yekatennburg, development of the system of managmg the pnvatIzed
enterpnses m the Sverdlov RegIOn, development of the stock market of the pnvatIzed
compames, market value pncmg of shares, regulatmg the process of tradmg m large and
controllmg blocks of shares, mergers, takeovers m the market of corporate secuntIes In the
Sverdlov RegIOn, resolvmg cnSlS SItuatIons m the local secuntles market, stabIlIzatIOn
measures and reductIOn of the cost of mvestments, mcrease of capItal expendIture m local
compames and ensurmg pnce dynamICS m the secuntles market, establIshment of corporate
systems, ensunng finanCIal secunty of mvestors, ensurmg market development rates through
openness and transparency, organIZatIOn of coordInatIon of mformatIOn agenCIes, mass medIa,
consultIng firms, and profeSSIOnal secuntIes market partICIpants, on the Issues of mformatIOn
dIsclosure, development of mdependent ratmg agenCIes, and mtroductIon of a recogrnzed
ratIng appraIsal for local Issuers, promotlOn of ethIcs among mvestors, state polICIes
educatIOn, and establIshmg traIrung orgamzatIOns for speCIalIsts In the field of profeSSIOnal
actIVItIes In the secuntIes market

The Federal CormmssIOn undertakes to prOVIde asSIstance m the follOWIng drrectIOns
establIshment of a developed regIOnal secuntles market mtegrated m the RUSSIan and world
finanCIal markets, development of an effiCIent secunties market capable to raIse Investment
capItal for the local economy and the pnvate sector, mcludIng the pnvatlzed companIes,
attractIng dIrect mvestments m the local economy VIa the capItal market, mcludmg the
partICIpatIOn of mternatlOnal finanCIal companIes, development of the system of loans In the
secuntIes market, fostenng finanCIal secunty of the populatIon, establIshmg the system of
collectIng and dIssemmatmg Information, ImplementatIon of the housmg program, establIsmng
a Center for CollectIve Investments, market development research, ImplementatIOn of the
regIOnal trammg program, use of secondary resources, energy preservatIon and use of natural
resources

The Sverdlov ReglOn wIll asSIst the Federal CommISSIon m ImplementIng the urufied
prmcipies of state regulatIOn, development of local legIslatIOn whIch determmes lIabIlItIes for
VIolatIons In the secuntIes market and stlIl1ulates the development of the local secuntIes market
mfrastructure
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AN OVERVEW OF THE MUNICIPAL LOANS MARKET
AND LEGISLATIVE ISSUES
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State regulatIon of the Issue and cIrculatIon of mUDlcipal bonds
Draft Law on the Issue and cIrculatIon of government and mUDlclpal seCUritIes

AndreI Perelygum, FCSM, RUSSIa

Ladles and Gentlemen,
I am glad for the opportunIty to greet conference partICIpants and I am grateful to USAID and
the Pragma CorporatlOn for orgarnzmg tlus conference

It so happened that I learnt today that I am one of the first speakers after the sIgmng of the
Agreement, therefore I had to make certam changes m my presentatlOn

The analysIs proVlded by the FCSM Secuntles Market Momtonng Umt shows that regIonal
and local authOritIes started makIng seCUritIes Issues from the second half of 1994 The
growth m the number of Issues IS parallel With the mcrease m theIr volume Today such
practIces of Issumg debt secuntles by local authontles are qUIte notIceable Local authonnes
are mterested m secunbes Issues because of chrome lack of budget funds and the pOSSIbIlIty to
raIse low cost and long-term funds for financmg reglOnal mvestment programs

Along With the general growth of the secunbes market m 1997 the quantItatIve mwcators of
the market of sub-federal and munIcIpal secuntles also mcreased In January-August 1997
Mmfin regIstered 212 Issues of bonds of the subjects of the RUSSIan FederatIon and munIcIpal
unIts worth a total of 185 tnllion rubles For companson m 1992-96 a total of 153 bonds
Issues worth 20 tnIlIon rubles were registered

Such a sharp mcrease m Issuance actIons of the regIonal and local authontles m 1997 IS due to
a number of factors One reason IS that the legislatIon requrrements changed The Secunbes
Law was adopted whIch defines the Issue of secunttes Will.1e prevlOusly bonds Issues With
dIfferent senal numbers were Issued under one regIstratlOn number, today such senes are
separate Issues and are registered by Mmfin separately

Trends show that the relatlve growth of the number of Issues IS small In 1995 there were 73
Issues, m 1996 - 39, whIle on 1997 - 88 secuntles Issues

Another reason for the sharp mcrease of Issuance actlVlties of the reglOns IS the Issue of rural
bonds by many subjects of the RUSSIan Federatton Such Issues were essennally
voluntary/oblIgatory ill order to reduce the debt to Mmfin on commodIty loans Rural bonds
constItuted 70% of the total number of regIstered Issues of the local authontIes m January
August 1997 OtherwIse the number of seCurItIes Issues of the local authontles as compared
WIth last year remamed at the same level

The thIrd reason IS the mcrease of the Issue actIVlty of the regions and local bodIes, mc1udmg
Moscow, represented by the Moscow CommIttee on MunICipal Loans
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Another less ObVIOUS reason IS that the Law on the Common and Transferable Veksels was
adopted whIch prohIbited the local bodIes to issue veksels Correspondmgly the local bodies
are searchmg for other sources of mvestment pnmanly Via new bonds issues

The City of Moscow, the Moscow, St Petersburg, Sverdlov and Nizhm Novgorod RegIons are
the most aCTIve m makmg SeCuriTIeS Issues

ReglOnallocal bodies are Issumg a range of debt seCuritIes The fonn of Issue of certam bonds,
CirculatIOn and payment of dIVidends IS sImllar to certam types of government secuntIes lIke
GKO, OFZ or theIr modificatIOns Other types ofbonds are speCIfic and umque

It IS pOSSIble to make a claSSificatIOn of the most popular Issues of bonds Let's start With the
housmg loan WhIle prevIOusly such Issues consTItuted a large proportIon of the entIre number
of Issues, presently they are less, constItuting 6% of the total number Housmg loans are a
VIVId example of target financmg wlule the ralsed funds are used for fundmg housmg
constructIOn

As for payment of dIVIdends and redemption of bonds there are two models The first model,
whIch IS more common, proVides for housmg as a fonn of redemptIOn Such Issues were made
m the NIZhm, Samara, Uhanovsk, Orenburg, Novgorod regIOns, Tatarstan, Moscow, Omsk,
Kalmmgrad, Yekatennburg, etc

The seconds model prOVides for payment of dIVidends only m cash out of the funds raised at
auctlOns on the sale of apartments bUllt WIth the use of the issue funds Such models were
applIed m Syktyvkar, Ukhta, Cherepovets, Annavrr, Kursk, OctIabrsky dIstnct of the CIty of
Stavropol

Telephone loans, whIch have been few, are standmg close to the housmg Issues (NIZhm
Region) The raised funds are allocated to the constructIon of telephone exchanges, and
purchase of eqUipment, whIle bonds are redeemed eIther by mstallmg telephone hnes, or
payment of cash dIVIdends Such regIOnal operators as Uraltelelkom, and UralsVIazmforrn are
most actIve

GKO-type loans The Penn Region was the first to make a GKO-type Issue m 1996 The
trend shows that the number of such Issues IS growmg They compnse 34% of the total
number of Issues made by local authontIes Loans of this type are not deSIgned for target
prvgrams, they prOVIde for mIxed rom {}f-coverage, short-tenn bonds placed m senes through
auctlOns and cash redeemed Pnmanly such Issues are made for fundmg fiscal defiCIt and
current expenditures They are secured eIther by the budget or property of the Issuer ArbItrage
operatIons are usually the source for proVIdmg mcome on the Issued bonds SometImes It IS the
Issuer's budget

The Issuers often VIew GKO-type debt mstruments as a source for developmg the mfrastructure
of the regional secuntIes market Such Issues have been successful due to a developed scheme
of the GKO market, sImphcIty and effectiveness of technolOgical solutIons

Industnal and Investment loans Such are rare constItutmg about 8% of the total number of
Issues TIns IS due to the lack of really attractive and profitable mvestment projects A large
part ofmvestment m the real sector of economy has not been profitable
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AccordIng to the prospectus mfonnanon the Issues of the Khabarovsk~ Tymnen~ Chukotk~

Ryazan, Northern Osetia RegIOns, etc fall In thIs category

In the conchtIOns of general InstabIlIty In the financIal market debt operatIOns of such type
acquIre the features of arbItratIOn operatIons Practically all Issues prOVIde for reserves whIch
are subject to placement In mgh-)'1eld finanCIal mstruments Often such reserves substantIally
exceed the amount dIrected to mvestment purposes

The Eurobonds are the next type of loans wmch IS gammg ground Presently there IS only one
document regulatmg such loans, Decree #304 on the Issue of external bonds of the executIve
authonnes of the CItIes of Moscow, 5t Petersburg, and the NIzhm Novgorod RegIOn In
accordance WIth the Decree the total amount of borrowmgs of each subject of the FederatIon
durmg one fiscal year should not exceed 30% of the volume of own budget revenues of the
subject The expendItures on redemptIOn and servIcmg of all types of debt oblIgatIOns should
not exceed 15% of budget revenues The subjects must obtam credit ratmgs of at least two
leadmg ratIng agenCIes

Presently Moscow and 8t Petersburg have successfully placed theIr eurobond Issues In the
InternatIonal finanCIal market worth 500 and 300 min dollars correspondIngly In September
1997 the adnumstratIOn of NIZhru Novgorod registered Its deCISIon WIth Mmfin to Issue
eurobonds worth 100 mIn dollars

Other regions have announced plans to Issue eurobonds The PreSIdent ordered to prepare a
Decree on the full procedure of the Issue of such bonds, yet untIl the present moment, to my
knowledge, the Decree has not been SIgned and It IS unclear when this Will happen

Rural bonds are Issued by the subjects ofFederatIon to cover the arrears to the Federal Budget
on commodIty loans prOVIded by Mmfin of RUSSIa m 1996 The tenns and procedures of Issue
are regulated by Government DeCISIon #224 on the econOmIC condItIons of operatIOn of the
Industnal complex of the RUSSIan FederatIon m 1997, and DeCISIon #635 on adoptIng the
procedure of debt accountmg and repayment of the subjects of FederatIon to the Federal
Budget on the commodIty loan of 1996, as well as the correspondmg deCISIons of the
legislatIve bodIes of the subjects ofFederatIon and local bodIes

The volume of Issue IS detennmed by a speCIal protocol on agreemg the debt amount on the
commodIty loan SIgned by Mmfin and the subjects of the FederatIon The entIre Issue IS
transferred to the ownersmp of the RUSSIan Federation represented by Mmfin

Rural bonds are non-document fonn secuntIes With a par value of 10 mIn rubles WIth a 10%
annual coupon IFC (the InternatIOnal Fmancial Company) IS the general tradIng agent of
Mmfin The bonds are accounted for by the ONEXTh1bank depOSItOry and MICEX perfonns
the tradIng functIon

As of the mIddle of March 1997 the debt of the subjects of the Federation compnsed 9 tnillon
rubles In September 1997,50 subjects of the FederatIon regIstered 147 Issues of rural bonds
WIth the Mmfin worth a total of 5 tnillon rubles
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As of today MICEX has put up for the auctIOn the bonds of34 subjects of the FederatIOn The
Issues of 16 have been placed completely worth a total of2 1 tnllIon rubles at par value

It IS noteworthy that the secondary market of rural bonds IS presently stale and IllIqUId because
the relatIve volume of each Issue IS small whIch IS InsufficIent to form a hIghly lIqUId market
Secondary trades are held only on the Issues whIch have been fully placed ThIs Involves 16
subjects AccordIng to certaIn mformatIon foreIgn finanCIal InstItutIons are large holders of
rural bonds They acquIred these m order to fonn a long-tenn Investment portfoho, and not for
short-term speculatIons

One of the factors whIch weakens the development of the secondary market IS the lack of
mvestment openness In partIcular, the lack of mformatIOn IS due to the fact that the Issuers,
havmg transferred the Issues to MInfin have actually lost mterest In therr fate

The analySIS of completed placements shows that they were relatIvely successful Accordmg to
1996 data such are 62% of completed placements At the same tIme there were certam loans
WIth problems Some of them were canceled, whIle other were placed only up to less than
50% of the announced Issue

The reasons are eIther lack of practIcal expenence In ISSUIng debt Instruments, or lack of
obJective, Investment analySIS of potentIal Investors The Issues were separated They were
placed m the regIOns and therefore the Investors CIrcle was lImlted wmch set back the
mvestment potentIal There IS lack of access to InformatIon on the Issue, ItS purpose,
guarantees, and partiCIpants In some cases Issue partICIpants were short of the necessary
professIOnal level

Followmg are the major problems of the market of local and sUb-federal loans The major
bemg the lack of legIslatIon regulatIng the Issue of secuntIes by FederatIOn subjects and
mumcipalItIes Subsequent speakers wIll prOVIde more detaIled InfOrmatIOn about the fate of
the draft law on the secunties of the subjects of Federation and munICIpalIties whIch IS m the
Duma presently There are no standards on the preparatIon and regIstratIOn of Issue
prospectuses of the subjects of the Federation, standards of dIsclosure of mfonnatIOn on the
progress of Issue placement There are no offiCIal publIcatIOns of the regIster of seCurIties of
the subjects of the RUSSIan FederatIOn

Followmg are the problems Inherent to the secuntIes market due to general and subjectIve
problems, namely, dIfficulty to forecast the economIC and polItical SItuatIon In the country,
undeveloped mfrastructure of the regIOnal secuntIes markets, hmIted mvestment potentIal of
the bulk of the populatIOn, negatIve Impact of the numerous scandals m the RUSSIan secunties
market wInch aroused SUSpICIOn of mdividual mvestors to any land of secuntIes, as well as
problems related to the hIgh cost ofpromotIonal campaigns

Considenng the above SaId It IS necessary to note the followmg nnnImal condItions and
measures necessary to make a successful placement FIrst, asSIstance of profeSSIOnal
medIators m orgamzmg the Issue and placement SpeCIal attentIOn should be gIven to Issue
guarantees, ensunng relIable sources of revenue and redemption, purpose and use of raIsed
capItal, mvolvement of mdependent experts In the field of mvestment project analYSIS,
development of loan schemes, selectIon and evaluatIon of potential partners In organIZmg
tender placements
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Second, to ensure full dIsclosure of Issue mformatIon, free access of mterested partIes to all
publIc documents and matenal, concernmg the Issues

Fmally, stnct supervIsIon over loan Implementation, use ofrmsed funds m accordance WIth the
adopted gmdelInes

The Federal CommIssIon pays specIal attentIOn to the development of the secuntles market of
the subjects of the RussIan Federation, local government bodIes and can see great potentIal m
Its development
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AndreI Marchenko, InstItute of Investors protectIOn

I wIll speak about the development of legIslatIon regulatIng the Issue of mUnIcIpal and
government securItIes

Presently a number of draft laws IS In the Duma wInch mIght senously affect the future
orgamzatIon of munIcIpal and government secuntIes market These are the Law on the Budget
Code, Tax Code, and specIal condItIOns of Issue and cIrCUlatIOn of government and munIcIpal
secuntIes

The InterrelatIOn of all three laws IS complex In partIcular, certaIn artIcles of the Law on the
specIal condItIOns of Issue of government and munICIpal secuntIes dIrectly concerns the Draft
Budget Code, and partIally the Draft Tax Code Therefore It IS necessary to reVIew all there of
them

Unfortunately the regions dId not manage to Influence he formatIOn of the legislatIOn The
working group that SItS In the Duma compnses the representatIves ofMoscow RepresentatIves
of St Petersburg can be seen rarely And there IS practIcally none from the regions The
deputIes that express Interest In the draft also represent Moscow

I would lIke to note that If the regional deputIes faIl to express Interest In the drafts then
regional Interests WIll not be reflected In the legislatIOn In full

I would lIke to aVOId a detaIled dIScussIon of the all the artIcles of the Law, although there are
only 16 I want to speak about some general concepts underlymg the artIcles of the Law, and
how they Interact FIrst of all we need to define several approaches Presently there are two
approaches to the role of CIty self-government One provIdes for a larger share of the
socIalIst system, the other IS more lIberal How do these approaches affect the Draft? The
SOCIalIst approach proVIdes for the munICIpal authontIes to own the property and earn revenue
from It, and prOVIde certaIn servIces to the populatIon hOUSIng and communal serVIces, polIce
protectIon, road repaIrs, etc At miIDmal pnces Just lIke It was under the SOCIalIst system The
local bodIes are responSIble for the operatIOns ofthe enterpnses they own

The other approach IS more lIberal prOVIdIng for all potentIally profitable enterpnses should be
pnvatized, whIle munICIpal bodIes should operate on budget funds The CIty admmIstratIOn
may not IIDtIate any Investment projects

ThIs IS drrectly reflected In the draft Law For example, ArtIcle 2 reads that the funds raIse
from the placement of government and munICIpal secuntIes (the artIcle contams a defimtIon of
all types of secuntIes) can be used for financmg the fiscal defiCIt of the correspondIng level
ThIs means that all funds can be used only accordmg to the GKO scheme It IS therefore
ImpOSSIble to use Investments for a profitable project (constructIOn of a paId bndge or parking
lot)

Fortunately thIs approach It seems has been mItIgated and the artIcle wIll be extended to
mclude mvestment projects It seems reasonable to support a less lIberal and lore SOCIalIst
approach The mater IS that the local governments cannot SImple be responSIble for the
functIonmg of the sewerage or the polIce They are responSIble for the economIC development
of the region and they should have adequate mstruments for thIs PreferentIal loans IS one In
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order to gIve impetus to the development The return to----mebudget wIll be mdIrect through the
growth of the taxable base and mcrease ofJobs And growth of the economIC actIVIty m the
region If the law prohIbIts such use of funds thIs Will stall the local admImstratIOns

Now a few words about other approaches One approach IS close to the bankmg system and
prOVIdes for regulatmg fiscal loans It stipulates how thIs specIfically affects the budget and
how It IS llmIted by budget revenues

On the other hand thIs creates access to the bonds market Access to the large-scale market IS a
specIal type of actiVIty whIch reqUIres regulatIOn There eXIsts a trend that actually llffilts the
capabIlItIes of raIsmg funds only to the bulk market In other words If the current draft IS not
changed the small Investor WIll be demes access to the market or such Will be IneffectIve ThIs
IS related With the possIbIlItIes on market regulatIOn

Unfortunately the secondary market of GKOs and mumcipal bonds IS formed not be the
market partICIpants, but rather the Issuers For example, when the Moscow Issues were
planned the market partICIpants and representatIves of the stock exchanges, etc Were asking
one and the same questIOn WhIch exchange WIll be used for bonds tradIng? Where WIll the
market be orgamzed? We prefer MICEX because we have already paId for usmg the
termmals? The market partICIpants have become used to the SItuatIOn when someone else but
them orgamzes the market ThIs tendency can be traced further, whIch may lead to negatIve
effects

There are dIfferences between the two schemes of raisIng funds The German and Amencan
models AccordIng to the German model the mdIviduals funds are receIved by the mveshnent
mstitutIOns, banks, credIt orgamzatIons who subsequently drrect such funds to a specIfic
finanCIal sector AccordIng to the Amencan model small mvestors can drrectly access the
capItal market VIa secuntIes, mveshnent funds, etc If we fail to adopt appropnate measures we
WIll be lImIted to the German model I do not want to say that the German model IS bad, In
fact It has certaIn advantages, e g small mvestors are better protected, and Investments are
controlled by profeSSIOnals that are better aware of the nsks and can manage them, etc But
there IS another nsk present, that IS the banks gam extreme control over the economy, m
particular regIonal economy

Another problem IS related to regulatmg the fiscal process, 1 e Issue of veksels by mUnICipal
entItIes and subject of the FederatIOn ThIs problem IS VIewed by the Central Bank as
dangerous, because such effectIvely IS a credIt Issue whIch 15 not subject to ItS control When
banks create reserves the Central Bank whIch IS responSIble for currency CIrculatIon m the
country, IS capable to control thIs process When regIonal entItles become Issuers, first, the
Issue volume IS very large, second, there IS no lumtIng factor Therefore vrrtuallocal currency
appears, whIch alerts the attentIon of the agenCIes responSIble for regulatIng currency
cIrCUlatIOn WIth thIs In mInd, It seems, that the draft WIll conform the prohIbItIOn to Issue
veksels by mumcipal entItles

On the other hand thIs concerns the questIon of regulatIng relatIonships between the
creditor and the borrower It should be noted that m the present context the credItor and
borrower are In an unusual SItuatIon If the Issuer 15 a commerCIal orgamzatIon and It cannot
fulfill ItS oblIgatIOns then at least we have a legal procedure for bankruptcy
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What If a mumcipal entIty havmg Issued bonds proved mcapable to fulfill Its oblIgatIons to the
mvestors? Unfortunately, It seems that the process WIll be regulated followmg the pattern used
to settle accounts WIth the financIal pyramIds It IS rrnpossible to make a City bankrupt There
IS no such procedure There WIll be problems ansmg If someone demands to sell part of the
City'S property Not all murnclpal property can be sold If the CIty deCIdes to sell say a botamcal
garden for cottage constructIOn m order to cover the debt the CIty should be prevented from
domg thIs A mechamsm for mvestor nghts protectIon should be developed, m case the
mumcipal entIty cannot meet Its oblIgatIons Presently the draft does not have such a
mechamsm

The named approaches, lIke regulatmg the budgetmg process versus regulatmg the credltor
borrower relatIons, the SOCialIst approach versus a more lIberal one, etc, are not expressed
exphcltly yet they are traced m vanous artIcles of the draft
The most d1fficult part of the work IS to filter the artIcles of the draft and remove the bIased
ones

The Duma IS a mechamsm of calculatIng the mutual power of dIfferent mfluentIal groups
Tills IS a CIVllIzed mstrument of deterrmnmg a satIsfactory balance of mterests That IS why
certam artIcles of the draft are dommated by one approach, willIe other artIcles by another
approach As a result the artIcles of the draft If not dIrectly contradIct each other, or hardly
complement each other It IS hard to overcome such a SItuatIOn Even If the workmg group
agrees on a umfonn approach, there WIll always be mdIVlduals that WIll lobby for therr
_______1- _ ......_ .......... _t.. ....-f- .... 1.0
c:lpprUd.Ul U Y1;;1 1;;<1.\".11 a.1 Ll\".l~

A few comments concennng some separate artIcles of the draft The draft madvertently
promotes the Idea that GKO IS the best aVaIlable solutIon GKO IS mdeed very good It IS
technolOgIcally convement and allows to effectIvely use dozens of tnllIons of rubles But It IS
not the only pOSSIble solutIOn

At the same tIme we are wItnessmg the followmg events The workmg group IS dlscussmg
amendments to the draft legIslatIOn The draft stIpulates that the Issuer should announce the
conmtlons of the Issue no later than two workmg days pnor to the actual Issue The Federal
ComnnssIOn proposes an amendment to prolong thIs penod A dISCUSSIon takes place The
maIn argument agaInst the amendment IS as follows why? Everybody knows that the Issue IS
due on Wednesday Yes, mdeed, GKOs placements are held on Wednesdays, and everyone
knows It A questIon to the bankers do you manage to raIse adequate capital to effectIvely
partICIpate m the placement market? As a result the proposal IS rejected by votmg, because the
bankmg commumty IS onented to a more ngId scheme of placement of very speCIfic
secuntIes, and nothmg can be done

The SItuatIOn can be changed only If the deputIes start workmg on the legIslatIon draft and
follow up on the detaIls For example, the two day reqmrement IS acceptable to Moscow based
profeSSIOnal partICIpants who know when the GKO placement IS due and when Moscow Issues
are placed The adopted schemes are short-term They know everythmg beforehand Thus, ItS
only a formalIty

Further more, who IS conSidered to be the Issuer TIns concerns the problem of fiscal
management You know that you have a fonnal budget of current expenses and the budget for
development Unfortunately, the budget of current expenses requITes daIly fulfillment, whIle If
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you farl to fulfill the---development budget tms wIll only have delayed consequences and wIll
not be as ObVIOUS Therefore the financIal structures are tempted to allocate all avaIlable funds
for fillmg the gaps In order to fulfill the development budget speCIal measures have to be
taken

It IS fortunate If the budget can be balanced, and there IS enough of funds, etc Another model
prOVIdes for two admlTIlstrative departments responsIble for the current and development
budgets Naturally, funds can be exchanged between the two budgets, but only m extreme
cases, and the decls10n IS made not by the head of the department but at the seSSIOn of the
government Only than can the development budget be relatIvely assured

The funds ra1sed for purposes other than covenng the defiCIt but for the future, mvestment
proJects, development of the mfrastructure, etc should be managed by another entIty whIch IS
responsIble for the development budget The legislatIon stIpulates that the Issuer IS the entIty
responsIble for draftmg or fulfillIng the budget ThIs IS the Department of Fmance, the
MllliStry of Fmance or the Treasury, If such IS mtroduced The MllliStry of Fmance 1S not
mentIOned 10 the Draft because It IS not clear If the Budget Code WIll mtroduce the Treasury

If such a scheme IS adopted the loans WIll be used for fundmg the defiCIt only Tms 15 taCItly
admItted, but m fact t1us IS the case Therefore It IS very hard to track such a deCISIon m the
Draft legIslatIOn, yet t1us has to be done 1fwe want to see further development

Two or three artIcles out of SIxteen prOVIde a detaIled descnptIOn of the secuntles custody
certIficate You must be aware that there IS such a category of seCurItIes that reqUIres
mandatory central custody Tms IS Justrfied because GKO are Issued to be m mandatory
custody therefore a legislatIve base IS establIshed for thIs

Generally speakIng the system of seCurItIes In central custoay IS not a-perfect solutIOn Smce
GKOs are workIng well, the system should not be dIsrupted Yet, In pnnciple such secuntIes
from my pomt ofVIew are odd The underlymg purpose of such a system IS to tIe the mvestor
to one depOSItory The dIfference between the registered non-document form secuntles and the
secuntles WIth mandatory custody IS that In the first case the owners lIst IS maIntamed by the
register-holder, wlule In the second, by the depOSItory All the rest IS the same The relatIons
between the register-holder and the Investor are regulated by legislatIve prOVISIons and
regulanons That's why It IS hard to manage the mvestors But when you have a depOSItOry you
force the mvestor to SIgn an agreement The agreement can speCIfy absolutely any term, 1 e
you have more stnct control over the Investor

There are two arguments m support of such a system FIrst, the mvestor can always walk away
and refuse to buy secuntIes Second, the GKO system buIlt on such pnnclples IS effiCIent
Unfortunately, there IS no assurance that It IS effective only due to the legal framework, and not
due to hIgh profeSSIOnal level and qualIficatIon of speCIalIsts mvolved If t1us scheme IS
duplIcated at a less profeSSIonal level It IS hard to predIct the consequences

In conclUSIOn a few words about Investor rights protectIOn The draft law does not properly
address thIs problem There was a proposal to mtroduce the Debt Book m order to protect the
mvestor As a result the draft verSIOn became mcoherent The problems of bankruptcy were
completely Ignored It IS not clear what to do If the Issuer faIls on ms oblIgations

16



Furthermore A polIcy IS pursued on central regulatIOn of securItles Issues The arguments are
that If competitlon lessens pnces wIll mcrease Therefore It IS not beneficIal In effect, tIns IS
artIfiCIal reductIOn of competltIon among the Issuers m the market At the same time we know
-thatcompetitlOn IS one of the mam-mechamsms ofmvestors protectIon Consequently, there IS
no protectIOn of mvestors through competitIon, wluch makes It more convement for the
government agenCIes

I call on those present to ask the deputles to partICIpate m the development of the draft law
Please, take a careful look at the draft verSIOns, and partICIpate With your comments
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THE DEVELOPMENT OF AN ISSUE PLAN
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Objectives of the loan Project costs Sources of mcome for covermg timely payment on
the coupons and prmclpal RedemptIOn reserves Role of mvestment banks m orgamzmg

the Issue Issue construction Credit analysIs for Issue construction

George Nlamas, Denem Hall, Ltd

I would hke to speak m more practIcal terms I wIll try to gIVe an answer to how mumcipal
entItles can borrow long-term

St Petersburg was the first RussIan CIty to whIch our company gave consultatIons The CIty
authonttes asked us If It was possIble to Issue a mumcipal bond Issue for two years WIth
quarterly payment on the coupon In other countnes mumcipaiissues are made for a longer
penod of time Our response was that unfortunately even the Federal Government at that time
could hardly secure a loan for a penod of no more than 12 months For St Petersburg thIs
would prove an ImpossIble task Thus the MKO market started

The ObjectIve was to gradually Increase the loan penod, and quarter by quarter to reach three
four year loans, whIch would naturally meet the needs of the CIty

In effect one year later the town of Gdyma m Poland Issued the first mumcipaiissue for a term
of five years WIth a slIghtly hIgher Interest rate than T-bIlls

In our VIew the problem of the RUSSIan market of mumcipal bonds IS the lack of a long- term
market of GKOs ObvIously, dunng the last two years the Central Bank was reluctant to make
large borrowmgs for a very hIgh fixed rate ThIs reluctance was common to Issuers who were
afraId ofcnticIsm ofborrowIng at a hIgh Interest rate

On the other hand, Poland whIch had faced SImIlar problems managed to place five- and ten
year T-bIlls Issues, whIch allowed the mumcIpalItIes to Issue Internal Issues of bonds for a
penod of up to five years

Thus, there IS the key questIon what WIll happen In the GKO market In the next five years? If
the rates contInue to fall (and we foresee thIs to happen) the FederatIOn WIll be more ready to
make two-three-year GKO type secuntIes Issues WIth a fixed rate, as has been proposed I do
not thmk that In 1998 the GKO mterest rate WIll fall below 12%, consequently, If the
government has plans to gradually start ISSUIng long-term secuntIes at 16, 15 and 13% Interest
rates, thIs may Just be the begmnmg of the RUSSIan mtemallong-term ruble bond Issues

At the same tIme we belIeve that such secunties WIll be m great demand on the part of western
Investors When the FederatIon planned to place one year Issues the mam mvestors were the
foreIgn clIents of the largest mvestment banks operatIng m RUSSIa We have reasons to belIeve
that out of 15-20 bIn dollars of foreIgn mvestments m the mumcIpal bonds market about five
bIn dollars could be Invested m two-three year fixed mcome bonds

ThIs IS very good news both for new and eXIstIng mumcipal borrowers ForeIgn mvestors are
partIcularly mterested In non-government as well as government secuntIes GKO rates have
already sharply decreased as compare WIth the preVIously extremely hIgh rate Presently many
foreIgn mvestors who have already started to Invest m RUSSIa belIeve that they were late for the
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GKO market at wluch theIr counterparts had been eannng 150-160%, and today mvestors are
lool<.lng for more profitable mstTtlT!lentS-OutsIde the GKO market

ObVIously the first optIon IS the market ofmumcIpal bonds Actually foreIgn mternal markets
show SImIlar trends For example, fund managers could mvest 50% of therr portfolIo m
government secuntIes, 20% m munIcIpal bonds, 20% m corporate secuntIes and 10% rn other
specIal secuntIes rnstruments

Thus, the murucIpalItIes, mamly Moscow, St Petersburg and NIzhm Novgorod WIll receIve
next year a real possIbIhty to place two-three-year bonds Naturally, mvestors WIll seek a bonus
over GKO rates of 0 5%, 1 or 2% Nevertheless the mterest has set m the mmds of mvestors

And now let me SWItch to the methods of rncreasmg the loan term by the munICIpalItIes

FITst, borrowmg VIa credIt Ime From the VIew pomt of legIslatIon there are certam
advantages, lIke the ease of raIsmg funds as compared to the placement of a bond Issue On the
other hand the attracted capItal WIll cost more to the borrower And If the program or cremt lme
IS nusmanaged, 1 e the pnce IS put too hIgh, the subsequent bonds Issues WIll be pOSSIbly
Issued at a hIgher Interest rate

Thus borrOWIng VIa a credIt lme should be VIewed agamst the background of a broader
borrowmg program ProVIded no other OptIOns, the mumcIpal borrower should choose thIs
method On the other hand, If you plan to Issue bonds In several months, I would not thInk It
senSIble to open a credIt lme SIx-nme months pnor the planned bonds Issue The lugher pnce
for the credIt Ime may lead your Issue manager to ask for a hIgher comnnSSIOn

The next avaIlable source of long-term financmg IS the Issue of Eurobonds And I would lIke
to dwell on thIs subject substantIally, because three months ago a companson of the cost of
borrowmg m dollars showed that It IS less costly to borrow m any of the leadmg hard
currenCIes prOVIded the ruble does not sInk dunng a certam pen6d oftIme

Yet, ruble rates contmue to decrease and you need to thoroughly analyze the real cost of
capItal when borrowmg m the Eurobonds market The cost has two mam components Frrst, the
spread m relatIOn to the Imtlal secunty of the eurobonds placement For example, Moscow,
haVIng entered thIs market, has placed an Issue WIth a rate of 315 basIC pomts above the three
year US T-bIlls wluch are used as the benchmark secunty m such loans At the tIme of
placement It was very cheap, because the FederatIOn has placed ItS own Issue WIth a spread of
340 pomts If the FederatIOn had placed the current Issue sImultaneously WIth Moscow, It
would have succeeded to raIse funds at the same or slIghtly hIgher rate than the Moscow
Government

Srnce then the demand for RUSSIan secuntIes has rncreased dramatically Presently the
tentatIve pnce of the borrowmg m thIs market would be close to 200-250 pomts, whIch IS
cheaper than a few months ago

Secondly, the lead manager, lawyers, and all those Involved m the creatIon and placement of
the Issue, WIsh to receIve corrnmSSIons and reImbursement of costs One of the serVIces that
our company prOVIdes to our customers IS holdmg a tender among potentIal managers m order
to put competItIon at the servIce ofthe Issuer
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In the case of the Moscow Issue we held a tender among 10 leadIng mvestment banks We
requested to provIde their proposals, calculated the total costs for the CIty, commented on the
strong and weak pomts of each contender Then we held talks WIth the three mam contenders
proposmg to substantIally reduce the pnce, whereas m case of refusal we had plenty of other
proposals where such reductIOns were realIstIc In our VIew, as a result of our actiVItIes the
government of Moscow saved from 10 to 12 min dollars and made a finn deCISIon to hold a
tender for the next Issue

In Poland tenders are reqUIred by law and any mlUllcipal entity IS reqUIred to hold a tender on
any acqmred servIces

The purpose of borrowmg IS another Important aspect of the eurobonds market In order to
reduce the cost of capItal you have to prove to the mvestors that you are borrowmg for good
cause and that you WIll be able to return the money

Presently the largest mumcipalIties can easIly access the market because the demand for
RUSSIan secunties IS enonnous and Investors belIeve that even If somethIng goes wrong WIth
one of the mlUllcipalIties the federatIOn WIll rescue the mvestors and make the borrower
solvent And we belIeve that Mmfin IS partIally concerned that It actually undertakes the
guarantees on mumcipal Issues albeIt mdrrectly ThIs concern WIll be the dnvmg force of the
commg development of the legislatIOn on mumcipaiissues

Another key feature IS the term of the loan We belIeve that for Moscow It IS pOSSIble to place
a 20-year Issue denommated m Japanese yens m the Japanese market through pnvate
placement The reason bemg that Japanese mvestors have speCIal mterest m long-term
secuntIes denommated m yens, and therefore they are mterested m the eXIstmg Opporturuties In
Moscow and RUSSIa

The plan of the loan WIll be m the focus of the work of the CIty authonties As you mIght
know, twenty years ago New York was on the verge ofbankruptcy because It faIled to redeem
short-term bonds New York had Issued a huge amount of bonds At some pomt m tIme the
mvestors realIZed that the amount of debt substantially exceeds the amount of lIqUId assets of
the CIty or such assets whIch could be easIly accessed, and deCIded to stop the snowball effect

ThIs resulted m two thIngs FITst, the CIty adopted the so called capItal budget Second, a
supefVlsory body was set up to oversee the operatIOns of mumcipal authonties so that therr
actIOns were senSIble The mayor of New York, Just lIke elsewhere wants to be reelected for
the next tenn and needs adequate funds to finance SOCIal projects and mfrastructure
development As a result he IS tempted to borrow more than the CIty IS capable to return

What IS the essence of the capItal budget? Withm the budget an attempt IS made to calculate
all revenues of the CIty over the next ten years, mcludmg current budget revenues, and revenues
from speCIal projects or speCIal taxes

Moscow, and Luzhkov, m partIcular, has been concerned from the begmnmg not to borrow
enormous funds WIthout clear JustIfication and speCIfic projects whIch WIll generate revenues
for returnmg the loan
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We were pleased to learn. that Moscow adopted the concept of the development budget The
development budget IS lookIng mto the future and It has specIfic revenue Items whIch wIll be
used to redeem the loan Raised funds are used for a specIfic project and therefore cannot be
consumed by the budget of current expendItures or to cover short-tenn deficIt or cash shortage

TIns IS a key factor whIch foreIgn Investors are eager to observe They want to see that If the
CIty IS borrowmg for five years the money IS used not for filhng the gaps In the budget Such
short-tenn deficIts can be successfully covered by short-tenn loans, veksels, payment delays,
etc (exactly what IS happemng m RUSSIa today) ThIs a guarantee that the money that WIll
have to be returned by the future generatIon m twenty years tIme WIll be used properly, 1 e m
such projects and programs that WIll mcrease the CInes potentIal, faCIlItate the CIty'S
development and bnng revenues that wIll be used to seTVlce the debt, m partIcular, Its
redemptIOn, and whIch WIll not be at the cost of a new borrowmg

Let's reVIew mam dIfferences of the RUSSian regIOns and the reasons for Investors mterest
The mvestors understand that Moscow or the Sverdlov RegIOn are not lIke the western
murucipalIties whIch have a lImIted optIOn m usmg borrowed funds and have less ambItIOUS
projects ofdevelopmg CIty mfrastructure The mvestors understand that the RUSSIan Issuers are
Just lIke small states WIth theIr own pnvatIzatIon proJects, other revenue sources, such as Jomt
ventures, or the pnvate sector whIch IS bUIldmg houses and hotels

All these aspects should become part of the borrowmg plan that WIll be presented to the
mvestors We belIeve that such a plan WIll be developed concernmg future Moscow loans and
It Will be presented to the mvestors Such plans wIll be reqUITed m relatIOn to those who want
to enter the market, 1 e new Issuers

The establIshment of a speCIal agency that WIll be responSIble for balancmg the development
budget With the budget of current expendItures WIll be a practical step m developmg of such a
plan In the USA such functIOn IS perfonned by the MlnIstry of Fmance and the Mlmstry of
Economy The Mimstry of Economy makes plans for several years ahead and can explam to
the publIc, for example, what Will happen With the Economy of RUSSIa or Moscow durmg thIs
penod

Now I want to SWItch to the next Important questIon debt related Issuers' risks It IS Just too
SImple to say that the ruble Will remam strong for another several years Yet Western
expenence shows that even If stablhty remains for several years, It Will still be dIsrupted by
penods of mstabilIty Consequently, It IS necessary to pursue a WIse polIcy of rIsk
management, In case the natIOnal currency (ruble) becomes weaker It IS necessary to prOVIde
for hedgmg such currency nsk, or mamtam a balance of the mternal and mternatIonal debt m
proportIOn to the sIze and ratio of revenues In hard currenCIes and the natIonal currency

Usually It IS the responSIbIlIty of the thrrd CIty structure - the Treasury The Treasurer IS
responSIble to see that strong fluctuations m mterest rates or currency exchange rates do not
affect the CIty In such a way that It IS Incapable to contmue the borrowmg program Even the
most expenenced mumcipal borrowers faced problems that had been hard to predIct hke the
changes In currency exchange rates or Interest rates The general adVIce IS that pnnclpal debt
should be III the same currency as the revenues (rubles)
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Although an InternatIonal loan In hard currency IS less expensIve we need to understand that
the ultunate cost of capItal depends on the subsequent pOSItion of the ruble If the ruble rate
decreases you Will need much more rubles to cover the loan In dollars and the total cost Will be
much hlgher We have very clear examples of tills m the end of the 80s Issuers were Issumg
bonds denommated m yens at 2%, yet, by the time of redemptIon as a result of converSIOn they
actually were paymg 19% m dollars mstead of 5-6% willch they would have paid normally If
they had Issued dollar bonds

Now I want to touch upon the role of mformatIOn dIsclosure dunng the process of Issue
preparatIon All that I Said above underlInes the Importance of prOVIng to the Investor that the
Issuer has sensIble reasons for borrowmg At the same time Investment banks, mcludmg
foreIgn banks, would most probably reqUIre to proVIde as much InformatIon as possIble about
the CIty A large part of thIs mformatIOn IS necessary due to legislatIve requIrements
concernIng the actIvItIes of the manager

The manager IS responsIble to the mvestors, and therefore, Wishes to learn about the polItIcal
and finanCIal status of the Issuer In order to assure hlmself It IS very Important not to dIsclose
m the memoranda to foreIgn Investors excessive mformatlOn It IS unportant that all the
departments of the admiIDstratIOn tell the same Tllis Will prevent the leadmg managers from
findmg dIscrepancIes m mformatIOn prOVIded by the department of the economy, deputy head
of the admlillstratIOn, commercIal banks, etc Thls IS a very delIcate process and even
seemmgly nunor facts can undenmne the positlon of the Issuer

The most Important thlng IS payments arrears and non-payments Presently payments arrears
are not offiCIally recogrnzed as debt Thus, durIng the ratIng process or econormc and legal
study It has to be defined clearly whether the arrears need to be explamed m detaIl or the
subject should be aVOIded entIrely I am not callmg for cheatmg the mvestors, but I propose
that you should deCIde for yourselves what part of the arrears you WIll dIsclose and how you
present It

And now I want to speak of a very mterestmg pOSSIbIlIty that may appear In 1998 already I
mean the Issue ofbonds denomInated m rubles by the mumcipal entitles, and placement m the
mternatIOnal market

There already eXIst mechamsms that allow the RUSSIan Issuers to place effectIvely RUSSIan
currency bonds whIch are repaId m dollars, and we hope that m the future foreIgn mvestors
Will get dIrect access to long-term secuntIes through mternatIOnal clearmg systems

One of the reasons why access to mternal loans IS demed IS because a speCIal 1mk has to be
created, as well as the nsk of the RUSSIan stock exchanges or the RUSSIan tradIng system All
thIs sIgmficantly complIcates the actIVItIes of foreIgn Investors outSIde the GKO market

We beheve that regardless of whether the ruble becomes a freely convertIble currency the
Issuers wIll be able to place large ruble denommated Issues among foreIgn Investors for much
longer penods of meo and more years The first SIgn of thIs was the placement of the bonds
Issue of the Repubhc of Tatarstan held by CS FIrst Boston In June 1997 Tatarstan succeeded
to place a ruble bond Issue at a premIUm over the GKO rate The Issue was ImmedIately bought
and was m demand among the mvestors Presently many Investment banks Wish to repeat a
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sundar transactIon, and I belIeve that dunng the next three months even less expenSIve
methods of access to such capItal wIll be developed

In conclusIon I would lIke to speak about another mterestmg method ofraIsmg funds abroad by
means of financIng sIngle projects wIthout proVIdIng fiscal guarantees Presently m
Moscow there IS a number ofbUlldmgs owned by the CIty whIch are put up as collateral agamst
loans WIthOUt mumcIpal fiscal guarantees

ThIs IS possIble through leasmg the bUlldmgs to pnvate persons, organIZatIOns, large western
companIes for a term of 2, 3 or 5 years under the condItIOn that the rent payment IS dIrected to
bond owners The credItworthIness of such lease holders as BntIsh Petroleum or Shell can be
valued much hIgher than that of the Issuer Correspondmgly the cost of capItal for the CIty WIll
be substantIally less than through borrowmg m the owner's name

Such cases are observed elsewhere For example, m New York the Department ofwater supply
can borrow money at more beneficIal terms than the CIty because the mcome source IS
mdependent

In conclUSIon I would lIke to say that before selectmg one of the proposed schemes of long
tenn financmg you should reVIew all pOSSIble optIOns Be careful WIth the proposed schemes,
encourage competItIon, and I am sure that you WIll manage to substantIally decrease the cost of
borrowmg
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ORGANIZING AND CONDACTING AN ISSUE
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Mam stages of holdmg the Issue, decIsIon makIng, settmg the objectIves for the
borrowed funds, selectIOn of the legal advIsor and underwnter, marketIng,

and attractmg mstltutlOnalmvestors ReportIng reqUIrements
and mUnIcIpal bond mformatIon dIsclosure

Sergey Ivanov, RussIan Bank of Development

I WIll speak about a lesser project than those In Moscow and St Petersburg, yet a genUine
regIonal proJect

Our Bank IS responsIble for tins project We are developmg the concept of the Novgorod
short-term bond Issue And we are speakmg about Novgorod the Great not NIZhm Novgorod
We have faced WIth the problems that have a dIfferent perspectIve than those of the capItal
CItIes

Therefore I WIll fIrst of all reVIew the questIOn of cooperatIOn With the regional admilllstratIOn
concernmg the Issue ofregIonal, or as they call It, sub-federal secuntIes

FIrst of all let me say a few words about the legislatIon I would lIke to call your attentIon to
the fact that the Amencan legIslatIon on secunties has developed on the baSIS of cases of
precedents As IS true for RUSSIa - market realItIes go m front of the legislatIOn, and the
effiCIency of the executIve system leaves much to be deSIred

Market profeSSIonals, as well as those mterested, do recall the processes that changed the
practIces of the US market and became claSSIC m the Supreme Court The Macc1ak agamst
Maryland case of 1819 The case of Pollak agamst Fannars Loanmg Craft Company of 1995
These cases which were started by regional mumcipalItIes and concerned the Issues of
taxatIon of mcome denvmg from regional secuntIes These cases were used as a basIS for
makIng amendments to the US ConstItutIOn

Is tins pOSSIble m RUSSIa? At first glance, no Try to make a claIm m court At second glance,
It IS not ImpOSSIble Ifwe analyze the practIces ofborrowmg money by local authontIes, such
practIces can contmue untIl the first payment default As soon as the first of the oblIgatIons
stop bemg fulfilled, as Mr Niamas SaId, as soon as the Federal Government mtervenes, the
precedent Will be set, whIch the US hIstory IS so nch In

The second comment IS about the bankruptcy of local authontIes The current mechamsm of
borrowmg does not prOVIde for guarantees If the region represented by the admImstratIon
becomes bankrupt, what are the solutIOns for the mvestors m the regIOnal secuntIes, what IS the
mechamsm of claImmg back the funds? There IS no such mechamsm m RUSSIa presently And
It seems that the mterest m the regIOnal secuntIes Will perSIst untIl the first payments default
The Amencan system of claImS IS aImed at restructunng the debt on the basIS of revenues
There IS absolute transparency m how the local authonty uses the money We SImply lack such
transparency

If you ask the regional representatIves who borrow large amounts m the market how do you
spend the funds? The answers Will be vague They SImply do not mow Who would argue that
the regIOns need the funds? What the funds are needed for IS a more concrete questIon That IS
why the answer IS always vague
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PreVIOUS speakers mentioned that the structure ofusmg borrowed funds IS such as we see today
because many mvestment projects m the real sector are not profitable We even observe
negative profitabilIty At the same tIme I can site several examples when real sector
mvestments Yielded several dozen percent mterest m currency

FIrst of all the borrOWing should be Justified Tlns IS very nnportant Why did the market of
mumclpal and sub-federal secuntles start to develop now? To be more precise ItS foundatIOns
were laid m the end of the 80s -begmmng of the 90s There were many projects that faIled
Those that did not reach the stage of placement or faIled at another level (e g the Tymen or
Rostov pro]ects) The matter IS that m the begmmng of the 90s the GKO - the mvestment
mstrument WIth the lnghest lIqUldity level- was at the same tune the most profitable Tlns IS a
paradox Tlns SituatIOn starts to change now That IS why the rates are decreasmg That IS why
mumclpal bonds are entermg the market

There IS plenty of speculatlVe money IS RUSSia today Speak WIth the Exchanges, or speculators
they Will tell you that there IS notlnng to mvest m There are very few speculatIve mvestment
Instrument In FlUSSIa

I know far from all mumclpal Issues m RUSSIa, but from what know I can tell you that
conceptual DlIstakes made by loan managers m developmg the finanCIal and orgamzatIOnal
schemes of the Issue were one of the hampermg factors for these Issues In partIcular, what
concerned the type of secunty, profitabIlIty and placement I Will dwell on this further m my
report

Speakmg about our Jomt work With the Novgorod admmlstratIon I WIll slap the InItIal stage
and start With the outcome wlnch may seem to be a surpnse

A deCISIon was made to make an Issue of the first pIlot tranche of the Novgorod bonds worth a
total ofonly 30 bIn rubles With a maturity term of SIX months

As of today all documents have been SIgned and the Issue prospectus has been submItted for
registratIon to Mmfin The Issue IS scheduled for the end of 1997 - begmnmg of 1998
Presently the pre-placement campaIgn IS underway The small value of the Issue and the short
maturIty term are dIfferently evaluated by the market profeSSIOnals, mvestment bankers and
underwnters

I Will try to comment why the Novgorod Region preferred our project of all the other
mterestmg proposals I belIeve that tlus deCISIOn IS supported by a number of ratIOnal
arguments

FIrst, the adDlIDlstratIon needs funds SometImes at a hIgh cost Yet, even the market
onented management and the profeSSIOnals of the finance department do not have a clear Idea
of how the funds Will be used PreVIOUS speakers touched upon tlus questIon When the
clasSIficatIon of the bond Issues was made, the GKO-type secuntles Issue was opposed by an
mvestment type Issue

GKO represent the forms and mechamsms of tradmg, forms and methods of ensurmg hqUldlty
level, but not the purpose of the loan Whereas mvestment loans are aImed at specIfic projects
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TIns nnsunderstandmg reveals the problem regIonal admmistratIOns do not clearly
comprehend what the funds are needed for As a rule the admlIllstratIon focuses on
telephone or housmg loans, 1 e somethIng that they can phySIcally see

At the same tIme the regIons lack entIrely the Infrastructure necessary for developIng
Investment loans There are few profeSSIonals capable to calculate and JUstIfy the project
on the basIs of western methodologIes, not to mentIon the absence of audIt InstItutIons

When you come to a regIOn you can see whole volumes of ready mvestment projects As soon
as you start readmg you find mIstakes that completely undernnne the whole concept of the
project Not to mentIon that the RUSSIan accountmg documentatIon needs to be translated to
western standards whIch m Itself IS a tremendous problem

All thIs can be done but m due tIme and WIth external asSIstance Yet It IS the tIme that IS short
ThIs IS one of the arguments m favor of a short-term pIlot Issue m order to make a start and
establIsh the necessary mfrastructure ThIs IS what we are workIng on now m Novgorod We
are holdmg negotiatIons With the admimstratIOns on establIshIng a non-departmental agency
mdependent from the regIonal admimstratIOn whIch would be responsIble for developmg,
evaluatmg, audItmg mvestment projects accordmg to western methodolOgies, and hIrmg
speCIalIsts

Due to the lack of InternatIOnal accountIng standards the RUSSIan accountmg system may
mIslead In evaluatIng own credItworthIness ThIs IS a drawback that IS espeCIally eVIdent m
the case of eurobonds As a rule the adnnmstratIOn tends to overestImate Its credItworthIness It
IS necessary to prove to the admillistratIOn that It should have a ratmg evaluatIon accordmg to
mternatIOnal methodolOgies m order to base mvestment actIVItIes on such ratIngs TIme IS
necessary for thIs and substantIal efforts

BeSIdes, transparency or mformatIon dIsclosure start to playa sIgmficant role We mVIted the
experts of the Novgorod InstItute of CIty Economy to make a ratmg evaluatIon One of the
follOWing speaker, AlexeI NoVIkov, who was m charge of thIs work WIll share hIs ImpressIOns
With you

Smce the ultImate goal of the loan IS raIsmg of funds m the region, thIs enVIsages the creatIOn
of a pOSItIve Image of the Issuer m the eyes of mvestors and excludes the pOSSIbIlIty of
pyranud-type schemes It WIll be only too SImple to make an Issue of bonds worth 150 bIn
rubles And no doubt It WIll be placed Even rural bonds are bemg bought And then you can
Issue an addItIOnal tranche for refinancmg

In our VIew If the money IS to be used for real projects such schemes must be excluded In
other words beSIdes the questIon ofratlng we are speakIng of creatmg a pOSItIve reputatIOn for
the regIOn, what IS called credIt hIstory or track record The best way to create such record IS to
make a short-term borrOWing and to return the money A short-term Issue of small volume
would be the best solutIon Measures should be taken to establIsh the Infrastructure for more
Wide-scale loans

There IS another argument regIonal leaders should get used to the Idea that to make an
Issue IS not free of cost There IS the questIOn of cost whIch IS deternnned by the formmg
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market They should be able to evaluate the cost structure proposed by the financIal adVIsor
Dunng the IDltial stage It IS sensIble to make small volume Issues

Somebody can oppose me saYIng that the profitabIlIty or commerCIal basIS of such small short
term Issues IS not stroIlg.-Maybe It IS true to some extent Bemg more accurately It IS true
dunng the first stage of the work But as you know there are few specIahzed banks m RUSSIa, at
least m the common sense of the word, when banks are subdIVIded mto mvestment, retail, etc
And the ttme of speclahzed banks m RUSSIa has not come

The fact that the loan IS orgarnzed by an orgarnzatIOn WIth a WIde scope of actIVItIes has
ObVIOUS advantages m that the organIZatIOn IS present m many markets For example, withm
the frames of the Issuance program In the Novgorod RegIOn we are mcome onented The
Income comes not so much from our underwntIng servIces, 1 e servIces on placmg and
managmg the Issue, as the establIshment of the secondary market m whIch I dare say we are
experts And I belIeve that gIVen the proper condItIOns we WIll succeed m fonmng thIs market

I would lIke to speCIfically dISCUSS the questIOn of delmeatton of functIons mSIde a speCIfic
Issue In our case, although the functIons have not been completely delmeated, the RUSSIan
Development Bank WIll tentatIvely perform the functIon of manager on the basIS of proxy
wntten by the adnuillstratlOn, counteragent, secondary market market-maker, payment agent
and pOSSIbly holder of the speCIal account of the Issuer FunctIon concentratIOn dunng the first
pIlot stage of the project faCIlItates Infrastructure development, momtonng and secondary
market access

In our VIew the loan IS determmed not only by the need of the admtmstratIOn, but other
strategic conSIderatIOn as well Other factors mclude economIC SItuatIOn m the regIOn, credIt
hIstory, level of development Strategy development proposals were floated by the finanCIal
consultant of the admIDIstratIOn after the ImtIal evaluatIon It IS Important to ensure that the
admImstration realIZes ItS role m the proJect, costs, openness m the Jomt work

Thts was the case m our project The adm1illstranon was not mdIfferent and thts IS why the
project receIved support rather qUlckly by RUSSIan standards The workIng group mcluded the
representatIves of the RUSSIan Development Bank, adnnrustratIon, InstItute of CIty Economy,
as well as mdependent experts The workIng group evaluated the budget and the
SOCIOeCOnOmIC SItuatIon m the region, and gave a credIt evaluatIon, upon whIch It developed a
final report on the optimal strategy of developmg the Issuance program and features of the new
tranche Proposals were developed for the admmIstratIOn on developmg the Infrastructure
necessary for supportmg the Issuance program as a whole and not Just one tranche

After SIgmng the documents wluch authOrIZed RDB to act as finanCIal consultant and manager
the workmg group worked on four mam guideimes FITst, ratmg evaluatIon Second,
development of normative documents of the loan m complIance With the effectIve legislatIon
Tlurd, development of the features of the new tranche and orgamzatIOn and functIonal scheme
of ImplementatIon Forth, pre-sale marketmg or mvestment relations, determIDIng the mterest
of mvestors m thIs secunty dunng the prelImmary stage m order to better understand the
antICIpated level ofprofitabIhty

The final features of the tranche are as follows Issuer - the AdmImstratIon of the Novgorod
Region Issue volume - 30 bIn rubles MaturIty - SIX months, or 182 calendar days Thts IS a
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regtstered secunty wIth fixed Income, coupon rate, non-document fonn, regtstered on
accounts Par value - one milhon rubles ThIrty thousand bonds Issued The coupon rate IS
detemnned by the current profitabIlIty of the GKO-OFZ market and IS announced by the Issuer
seven days pnor the placement Presently we enVIsage that the profitabIhty rate wIll be equal to
the GKO plus 3% annual Interest

Imtial placement IS m the form of auctIOn or OTC market Investment IS made only mto hIghly
lIqUId market mstruments whIch IS determmed by the matunty term and volume of Issue
Purpose, to raIse funds for SOCIal programs, cover fiscal gaps, further development of the Issue
program Naturally, we cannot wnte m the prospectus that IS the first pIlot Issue of our
mvestment program

The loan IS ensured by guarantees At the deCISIon of the regional representatIve body the loan
IS fully ensured by the regIOnal budget The next tranche of the Issue of Novgorod bonds IS
made upon cancellatIOn of the first short-term Issue Its features are bemg determmed The
Issue Will be made In mld-l 998 The volume WIll be much greater than 30 bIn The matunty
Will be at least two years consldenng the favorable background

Why dId we deCIde to tIe the bond to the GKO profitabIhty? SImple because there IS nothIng
else to use as a benchmark WhIle analyzmg the concepts of other Issues I encountered other
approaches lIke three eIght's of the Central Bank's refinancmg rate or rune tenths of the
mterbank market rate All these mdIcators are non-market related and are subject to
fluctuatIons dependmg on the pohtlcalleverage UltImately GKO are slIDllar to these, yet, the
basIC GKO profitabIlIty rate to the cancellanon IS more market lIke of all those mdIcators
avaIlable today m RUSSIa

You may have heard that m Novgorod a surpnsmgly comfortable tax mIcroclImate has been
created In partIcular, foreIgn mvestments are exempt from taxes to the local budget unhl
complete recoupment Thts does not gtve ground to forecast a sharp mcrease of revenues to the
budget from taxatIOn m the near future, whIch generally speakmg decreases the chances of
Issumg the so called SOCIal bonds or publIc paper bonds menhoned preVIously, 1 e secretanes
for ralsmg funds to develop Infrastructure proJects lIke bndges

ThIs leaves us With lIttle space for maneuver, because speculatIve loans essenhally are VOId of
therr basIS Money should flow mto the region for speCIfic projects It IS only due to the
speCIfic fiscal situahon that It IS ImpOSSIble too borrow for m:frastructure development It also
means that It IS actually pOSSIble to Issue bonds for speCIfic mvestment projects m the regIOn

In conclUSIon I Will speak about the problem that has been menhoned, namely, lack of the
legal base for mUDlcipalloans We are workIng ill the condItIons of legal vacuum or close to
that Our legal enVIronment IS very narrow whIch makes It hard on the one hand and easy to
work on the other Still It IS more hard than easy because m RUSSIa there IS no mshtuhon lIke
secunhes lawyers or legal firms specialIzmg on mumcipal and other type of secunhes
Actually there are no speCIalIsts capable to prOVIde such servIces

In RUSSIa there IS no underwntmg m the western sense of the word There are no consortIa, or
compames that buy the Issue from the Issuer and speculate In the market All these are
background problems and I beheve we Will resolve them, as well as other problems related to
the backward system of accountmg m the region
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It IS very hard to work m the regIons, but our practIce shows that It IS possIble to gam the
asSIstance of the local adrrllmstratIOn If you choose the nght strategy

Quesnon Could you repeat what IS the mvestment scheme ofthe Issue? What IS the calculated
profitab111ty?

Ivanov The mvestment scheme IS very SImple ThIs IS a short-term loan - SIX months - and the
volume IS small, so we have a very lImIted field for mvestment Most probably thIs WIll be
mvestment m GKO and we hope to make profit m the OTC ThIs IS a reasonable deCISIon
Maybe we WIll reVIew other mvestment optIOns but the chOIce of more or less hqUId secuntIes
IS 11m1ted m the RUSSIan market

Llqrndlty IS the mam reqrnrement for such a short penod BaSIC profitablhty was determmed on
the basIS of md1cators dunng the pre-sale research through mtervIeWIng the mterested
mvestors We wanted to know theIr expected profitablhty and we made our own analytIcal
studIes of the market and calculatIons

Presently we beheve It IS pOSSIble to place the secuntIes based on the GKO profitablhty for the
placement penod plus 3% annual mterest

I would hke to aVOId the subject of technology of stock exchange tradmg and tradIng
operatIons You must know that profitablhty m the OTC market IS much greater than the
matunty profitabIlIty Tlns IS determmed by the technology and methods oftradmg

Naturally, thIs margm becomes narrower WIth less profitablhty It IS natural Nevertheless, It
IS not a bIg deal to pay 3% annualmterest presently, consldenng the small scale of the loan

Yes, tlns IS a loan for the sake of a loan To borrow m order to pay back We do not plan any
losses Yet our pnmary goal IS dIfferent from gammg profit from thIs secunty at the current
stage of the Issuance program

The pnmary goal IS to establIsh a favorable reputatIon and credIt lnstory for the regIOn A
confirmatIon that the regIOn IS capable to pay on the bonds, tImely, and to estabhsh an
mfrastructure over a SIx-month penod dunng whlch the bonds wdl be m crrculatIon

QuestIon what 15 the mechamsm of fiscal guarantees of the admlmstratIOn?

Ivanov The budget of the regIOn has a speCIal Item

QuestIon Is thIs the only prOVISIon on thIs matter?

Ivanov Yes

QuestIon You saId that the frrst Issue 15 aImed at estabhshmg a good reputatIOn m the market
What are your long-tern plans WIth the local admlmstratIon?

Ivanov I can repeat once agam, that as of the moment of cancellatIon of the first tranche the
second WIll be launched, whlch IS substannally larger, and longer The funds WIll be used m
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specIfic proJects In the regIOn and wIll be developed and evaluated by an Independent body
outsIde the JurIsdIctIOn ofthe local admlnlstration

I a.TI1 afrald I ca.11.Tlot say anyth..mg more-specific today because the documents have not been
sIgned yet, although an agreement has been reached We W1ll probably hold a tender of
Investment projects In the Novgorod RegIOn

32



DIsclosure Of Information On MUDlcipal Loans

Anatoly Levenchuk, FCSM

Good afternoon LadIes and Gentlemen I work as the coordInator of the FCSM InfonnatIOn
ImtIative It may seem strange at first glance why I am here to speak about mumcipal bonds
Instead of speakIng about computers and other questIOns related to mfonnatlOn technologIes

The prevlOus speaker mentIoned some very good thIngs hke transparency, and openness
Although InformatIOn dIsclosure has not been mentIoned yet, openness, transparency and
subsequently reputatIOn Tills was a very correct report and you may consIder you have heard
my presentation already

I would hke to reVIew the followmg questIOn what can you do If you really need the money?
Smce we all present have gathered here only for tlus purpose In the case when there IS only
one person that needs money willIe all the rest have It tills person would have Said - Brmg It
here, - Just hke In the case of:MNI:M SInce only one collectIng pomt was proVIded everyone
who had the money brought It there

The SItuaTIOn has changed SInce then There IS competItIOn not only among those who carry
money, but among those who want to get It A hne of those who want to get the money has
formed, Just hke the :MMM lme It IS charactensoc that m tills hall there are more people who
want to Issue mumcipal bonds than those who want to Invest There are those who want to
urgently Issue on behalf of one of the subjects of the FederatIOn be It a mumcipahty, rural
councIl, etc , as long as the Issue IS called a munIcIpal one The matter IS that tills market
sector IS not very well regulated and IS stIll In the stage of WIld development and not of
mdustnal productlOn Also It IS good to make several Issues of finanCIal mstruments for
dIfferent tIme terms And If there are several pohtical factIons WIthm a subject of the federatIOn
then It IS preferable to have vanous secuntles from each facoon so that everyone could have a
share

ThIs IS when It becomes clear that those who carry money have a sudden optIon At the same
orne It has been SaId at thIs conference that many Issues of mUDlcipal securitIes are not so
attractIve that Investors would Invest WIthout the slIghtest pressure from the
admInistratIOn The followmg SItuatIOn IS typICal an Issue IS made, then the banks are
explained how much they need to mvest and what they would loose m case they do not

Mr LeVIt, chamnan of SEC, m ills speech at the Conference on the relatIons between the US
and RUSSIan money markets, Said that the cash amounts CIrculatIng m the RUSSIan market are
extremely small, and that real money should come to the market In other terms the dIfference
IS lIke that between the pnce of a ticket to a local amateur show and that to a concert of
MIchael Jackson He SaId that three thIngs should be estabhshed In the RUSSIan market:
first, Information dIsclosure, second, power of FCSM to ensure order, thIrd, estabhsh a
securitIes market Infrastructure which IS Critical for development.

I have been mvolved m Infrastructure development for a long tune and I have understood that
the pnontles can change rapIdly Now I am Involved m InformatIon dIsclosure I am not
mentIonmg the powers that can be gIVen to the CommISSIon, because willIe the top echelon IS
Idle the COmmISSIOn IS SIgnIng agreements WIth the regions lIke the one that was SIgned today
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As a result If somebody IS not workIng properly WIth the funds of the Investors, legal entItles,
or adnnmstratIon, the local tax pohce WIll pay a VISIt to such person and explam to hun on
behalfof the CommIssIon at the local level what can happen In partIcular, what can happen for
faIlure to dIsclose InformatIOn at the corporate level

On the other hand such Issuers lIke the mumcipahtIes or subjects of the federatIon, and Issuers
at large who do not fit m the corporate framework are all the same from the VIew pomt of
mvestors And they all face the same questIon how shall we return the money? When a
neIghbor comes to borrow a 'fiver' till next payday you know the neIghbor should not be gIVen
money because there WIll be no payday and make a guess what the money IS for Another
neIghbor IS credItworthy because there may come a day that I WIll ask for somethIng speCIal
that he IS not aware of

The same refers to mumcipahtles When they come to us askIng for money we want to know
who 15 actually worth gIVIng Do you know that the most perSIstent are those who WIll never
return the money The case IS worse when It comes to mumcipahtIes, because you lend money
to one, but It IS the other that has to return And here we come to the problem of succeSSIOn of
obhgatlODs

We WIsh that the promIses of the Issuers that are gIVen personally be transferred to the
mstItutIonallevel ThIs can be done through InformatIon dIsclosure

InformatIOn dIsclosure IS a method of mvestor' 5 self-defense RatIngs are a good thmg of
course But the questIon anses who allocates the ratmgs? A person comes callmg hImself a
mdependent party and says that tills Issuer has got It nght, let's give 1nm a hIgh ratmg Yet the
mvestor IS less Ignorant nowadays Some mvestors who are better offhave speCIalIsts no worse
than those workIng m the ratmg agency And they would hke to see for themselves whether to
give 30 bIn rubles for say a small part of the Penza Issue or not Or maybe It IS better to give
the money to the Yamal-Nenets Issue, say 300 bIn because they have 011 there as a guarantee of
returnmg the money Also It IS useful to know how the funds are used, and what the chances
are that the debt IS repaId What was there before they asked for money? What are the taxes?
What are the people that WIll manage the funds? All thIs mformatIOn should be In the
documents and subJect to disclosure

Notably the case IS complIcated outSIde the region Everyone wants to make a local Issue that
IS CIrculated m the entIre country One thIng IS when you borrow mSIde the region, and you
have to pay from the same pocket Another thIng IS when the Issue IS made m one region and
the entrre country 15 mvestmg money to your regIOn It IS hard to understand what goes on m
Irkutsk If we are m the Sverdlov Region And It 15 hard for a reSIdent of the Sverdlov RegIOn to
understand If Irkutsk returns the money or VIce versa ThIs requIres a lot ofcorrespondence

What IS the difference between the system of mformatIon dIsclosure and publIcatIon? The
answer try to find a local Sverdlov RegIOn pubhcatIon m VladIvostok Nevertheless the system
of InformatIon dIsclosure IS a system by definItIOn whIch bnngs mfonnatIon to all mvolved
regardless of theIr ObjectIVes It always amuses me when I hear Issuers saymg that they would
dIsclose mformatIOn only If you are an mvestor They Will show the Issue prospectus and all
other documentatIOn But If you are not an mvestor there IS no dIsclosure for you

34



Ideally you show mformatIOn to potentIal mvestors so that they make therr decIsIon Such
mvestors would first read and then make the deCISIon whether to be an mvestor or not
Therefore the maIn reqUIrement of the InformatIOn disclosure system IS to proVide the
right to access mformatlOn not only to Investors but anyone haVing mterest to become an
mvestor, because It IS on the basIs of disclosed InformatIOn that he can make the decIsion
to become an Investor The system IS a means of self-defense or a means of promotIOn
whatever you prefer

Therefore the mformatIOn dIsclosure system must ensure that you WIll find the mformatIon
Just Imagme there IS a certam number of Issuers N dIsclosmg InfonnatIOn and a greater number
of potentIal mvestors M who want to have that mformatIon The number of pOSSIble
combmatIOns IS NxM It IS practIcally ImpossIble to ensure such Imks Withm the scale of such
country In theory there should be a hub pomt that handles all the mformatIOn Tms would
allow to dramatIcally decrease the number of lInks to Just N+M Such a system IS more SImple
and effectIve The Idea was to set up such a system for the entIre finanCIal market But It turned
out that the Central Bank chose ItS own dIrectIOn, wmle Mmfin ItS own FCSM also deCIded to
go ItS own way There are no funds aVaIlable to create such a large system, and we do not
know how the system should look lIke

A new document on mformatIOn dIsclosure has been developed wmch Will be aVaIlable on the
Imernel: next week- The mformatIOn dIsclosure system Will be dIfferent As for mUnICIpal
Issues the dIsclosure system remams the same at the level of amateur perfonnances, 1 e the
non-professIOnal level But I must repeat once agaIn that If somethmg IS amateunsh, It means
the pnce IS also amateunsh as well as the audIence But If we want to do somethmg
profeSSIOnally we must pay for It We should use mdustnal technolOgies for the funds Will be
of mdustnal scale, at the level of not Just mIllIons or dozens of mIllIons but at an adequate
level

For the tIme bemg everytmng concernIng mumcipal bonds IS amateunsh I know cases when
one of the largest Issuers VISIted Mmfin and asked If any report IS reqUIred of how they were
usmg the funds (It was a matter of hundreds ofmIlhons of rubles) They were told Sure, but
make It a one page document

The same concerns Issue prospectuses As far as the format of the prospectus everythIng seems
to be clear But concernmg what you can do With It, what type of reportmg It enVIsages,
consolIdated reports, It IS all unclear Experts have a term the vaults ofMmfin I belIeve many
of you know what that means It means that after haVIng venfied the Issue prospectus for
several tImes you bnng It to Mmfin only to be stored m the vaults where nobody WIll ever see
It

By the way we wIll dlssemmate mformatIOn through the country only m electroDlc form
because even mSIde one regIOn It proves almost unpossible to send paper documents wInch
are routmely 'lost' by the post Presently because there IS no eleetrorne system tills mformatIOn
IS collected to be never seen agaIn Correspondmgly you Will not see many of potentIal
mvestors who knowmg that you are a good guy would have given you the money

I belIeve that reportIng on the loan should be the focus of your attentIon OtherwIse If only the
debt IS recorded, but not the reportmg on how you repay It, who WIll give you the next loan?
None Will lend you money although you stIll need It Consequently, you should disclose not
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only the Issue prospectus, and announce your mtentlOn to borrow money, but also
dIsclose mformanon on how you plan to use the money and repay It It means that you Will
need to dIsclose the entIre mformatIOn, but not Just the lIDtIal mformatIOn Unfortunately we do
not see thIs happerung today I beheve that we must establIsh such a system

I would lIke to sWItch now to the subject of current status of disclosmg mformatIon, because
prevIOusly tlns mformatIOn was stored m the vaults of Mmfin The Bank of RUSSIa used to be
m a better pOSItIOn because they were disclosmg the register of Jomt-stock banks, and It was
always possIble to find full verSIOns of Issue prospectuses m the Internet Presently FCSM IS
mamtammg a database for dally access to registers Tlns IS even better than what the Bank of
RUSSIa had They had a monthly update of the database, effectIvely once m three months
Presently FCSM IS dally updatmg the database from the UIF regIsters and the number of
InformatIOn fields WIll reach 30-40 Internet prOVIdes access to the pIlot database on regIster
holders and mdependent regIstrars A SImIlar system has been mstalled for Issuers

Full documents (Issue report, Issue deCISIon, prospectus) WIll be aVaIlable as early as the end of
tlusyear

I belIeve that tms IS our pnmary objectIve to ensure that at least by the end of thIs year the first
verSIOn of the system wIll start operatmg, and although a lllmted amount ofmformatIOn WIll be
avaIlable to the entIre country dunng one day I cannot tell when we Will have a system on the
mumcipalissue

I hope for frUItful cooperatIOn WIth the Mlmstry of Fmance where the Issues are currently
registered We would be able then to add to the eXIstIng mformatIOn dIsclosure system a
component on the regIstered Issue

I want to underlIne once agam that mformatIon dIsclosure IS not dIssemmatIOn or pubhcatIOn
of mformatIOn DIsclosure IS when mformatIon becomes aVailable With lImIted resources You
mIght know how much money and time IS reqUITed to search for InformatIOn for mstance on
your Sverdlov Issue or VladIvostok Issue, or an Issue of some rural locatIOn, or a mumcipahty
m some regIOn Whereas you mIght not recall the name of the region, or location yet what you
recall IS that the money WIll be used for construction of a chIldren daycare center The
objective IS to be able to enter the mformatIon system and WithIn two-three mmutes find all the
Issues made m the country where the money has been used to finance the constructIOn of
chIldren daycare centers

You would be able to use thIs mformatIon to model your own prospectus Naturally you would
receIve mformation not m paper form, but as an electromc document and your rural counCIl
wIll be able to make ItS own bonds Issue Tlns IS a very convement system of mformatIon
disclosure, a so called mter-regIOnal system on shanng expenence

I hope that the next verSIon of the system of mfonnatIon dIsclosure Will be better than the one
operatIng m the US, and that It wIll bnng no less money than the US system, because an
effective system must bnng no less than those operatmg m the mternatIOnal markets
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REGIONAL AND MUNICIPAL LOANS RATINGS
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AnalysIs of the nsk of oblIgatIon default and ItS effect on the price of placement Ratmg
agencIes, customers, and services InformatIOn necessary to determme the ratIng

Alexei NOVIkov, InstItute for Urban Economy

Before I start speakIng on the tOPIC I would lIke to say a few words about the essence of credIt
ratIngs I would lIke to avoId tnviahtIes, because presently there are many publIcatIons made
on regional ratmgs Most of them have nothIng to so With the credIt ratIng of a region A large
part of such publIcatIOns are about the mvestment attractIveness of one or another regIon QUlte
often such definItIOns are gettmg lTIlxed The mvestment attractIveness of the regIOn, the
possIbIlIty to get hlgh profits m the regIon does not mean that the secunties Issued by such
region WIll be a low nsk mvestment

The Center of CredIt Ratmg of the InstItute of CIty Economy wInch I am representmg, IS
mvolved m a very practIcal aspect of ratmg, evaluatIon of the credIt nsk on the obhgatIons of
the CItIes and regIOns m RUSSIa Our InstItute allocates credIt ratmgs for such oblIgatIOns

FIrst, the credIt ratmg IS allocated not to the Issuer, but to the seCUrItIes Issued It IS often
SaId that RUSSia receIved a ratmg or a regIOn m RUSSia receIved a ratIng RUSSIa receIved a
ratIng m a sense only, actually only pnonty oblIgatIOns ofRUSSIa receIved a ratmg, 1 e the debt
of RUSSIa willch It WIll repay to the mtematIOnal banks and VarIOUS financIal and credItIng
orgarnzatIons So, It IS not a ratmg ofthe country, but only of ItS oblIgatIOns

The same refers to the ratmgs of the subjects of the FederatIon and mumcipal umts Thus, It IS
not them or theIr economIc status, but theIr secuntles that receIve a ratmg SometImes ratmg
agencIes give a ratmg not to a specIfic secuntIes Issue, but the Issuer, 1 e to all of Ins
oblIgatIOns, mc1udmg penSIOns and lease payments Tills happens once m a whIle, and thIs IS
called an mtegrated ratmg, but once agaIn, thIs IS the ratmg of the oblIgatIOns of the Issuer, but
not the Issuer

Thus If the ratmg IS low, It means that It IS low not for the regIon or a CIty but only for the
secunties Issue, wInch IS not a bIg deal after all compared to the low ratmg of the whole region
or CIty Tills IS often a very senSItIve questIOn for polItICIans but m such case any wornes Will
not be grounded

Therefore there IS no credit ratmg Without the ratmg of speCific seCUritIes

What IS evaluated when a credit ratmg IS made? The ratIng evaluates the pOSSIbIlIty of
payments default on a speCIfic oblIgatIon, and on the other hand the credIt nsk Itself, I e the
volume of damage wInch may be effected on such secuntIes m case of non-payment There IS
an argument among dIfferent ratIng agenCIes over what exactly It IS that they are evaluatIng
the pOSSIbIlIty ofnon-payment or the damage resultmg from such

As far as I know the Moody's IS onented baSIcally to evaluatmg the damage, 1 e nsk proper
Other compames may be onented to the pOSSIbIlIty ofnon-payment only

The ratmg scales prOVIde for a hIgh or low ratmg rather than good or bad There also IS a
dIfferent pnce paId for secuntIes WIth a hIgh or low ratmg and thIs IS very Important for the
Issuer There are also many mvestment mstitutiOns who buy low rated secuntIes because
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accordmg to the theory of mvestment portfolIos they need a certam share of Ingh-yIeld lngh
nsk secunties WIth a low ratmg

What types of credIt ratings eXIst? Usually we IdentIfy the comprehensIve rating wlnch
evaluates only the secuntles In free cIrculatIOn, and proVldes for the ratmg wInch IS not only
known to the Issuer but pubhshed and IS subject to contInuous momtonng There also eXIsts
the so called OpInIOn on the credItworthIness whIch IS a bnefverslOn of the nsk assessment
on such oblIgatIOns and IS often known to the Issuer only

I would lIke to dwell on the analySIS of the fisk factors winch IS dealt With by rating agenCIes
or any mstltutIOn Interested In the analySIS of the credltwortbmess of the Issuer Concernmg
the subjects of the FederatIon and CItIes the mam nsk factor IS the budget and related
questIOns

Speakmg of the subject of FederatIOn It IS necessary to determme what budget IS under
scrutIny, the regIOnal or consolIdated On the one hand If the regIOn IS the Issuer then we
should look mto the regIOnal budget Yet, on the other hand, because the regional budget IS
part of the consolIdated budget, and the Law on the regIOnal budget sets the deductIon from
the mam taxes to the budgets of local authontles and the regIOnal budget (tlus IS done every
year m VIOlatIOn of the legislatIOn wruch reqUIres to do tllis once m five years) and Iftllis IS a
long-tenn loan such deductIons adopted by the legislatIve branch of the region can fonn an
addlnonal source of Income for the reglOnal budget

In case of a long-term loan an addItIOnal source of revenues IS found m the form of changed
deductIOn rates from the mam taxes There IS a substantlal nsk factor It seems that we are on
the verge of a new large tax reform and nothIng can be guaranteed In tlus case Everythmg can
be changed by the Law on the finanCial basIS of local self-government wInch has twIce passed
the Duma and has been twIce rejected by the CouncIl of the FederatlOn There are many other
laws wlnch regulate fixed deductlons There IS the Decree of the PreSIdent on the Tax Reform
wlnch stIpulates that such deductIOns wIll be set for each type of taxes after the adoptIOn of the
Tax Code

Thus, we are placed In a dIfficult SItuatIon when the federallegIslatlon IS beIng changed Yet In
the current SItuatIon the deductIon rate for the mam taxes, 1 e profit tax, VAT, Income tax are
set by the Law on the regional budget Consequently, speakmg of mumclpal bonds the case IS
more dlfficult because here we speak not ofJust the federal but region legIslatlon as well The
CIty has no pOSSIbIlIty to create an admtIonal source of mcome through changing the tax
deductIon rate

One of the maIn problems facmg the ratIng agenCIes IS the method of accountIng for budget
revenues and expendItures and finanCial Information Actually It IS hard to sayanytrung
about the budget If you do not understand It And often It IS really hard to understand It

The regIOns and Clues often lack computers and the documents are proVIded In free fonnat
BeSIdes, there are no records accordmg to econOmIC clasSIficatIon, m partIcular, In the CItIes
Wlule there IS the functIOnal clasSIficatIon of revenues and expenmtures, there IS no economIC
clasSIficatIOn It IS dIfficult to speCIfy the payroll share m the budget or the share of dIrect
expendItures on mdIVlduals, capItal expenmtures, etc
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Although there are specIal fonns filed for Mmfin, but m effect It IS very dIfficult to get such
classIficatIOn In the case ofa long-term loan It IS desIrable to have InformatIOn for a IIllIllIIlUIll

of three-five cItIes In the case ofa short-term loan It IS deSIrable to have statIstical mformation
for the last 3-5 years and monthly statIstICS for the last 2 years Such InformatIOn IS stored
somewhere m the archives and to obtam It proves to be a real problem BesIdes the data Varies
because the deductIOn rates are changed so often Tremendous work IS reqUIred to recalculate
the budgets And In thIs case It IS essential work

Another problem IS the dependency on the federal transfers There are many regions wInch
do not depend on the transfers The transfers compnse 48% of all free transfers of the federal
government to the regIOn The rest are the non-controlled SubSIdIes wmch are not registered
Yet even the transfers wmch are registered are dIVIded mto two parts finanCIal support and
transfers which are counted as the share of the federal tax share of the VAT

The larger the share of transfers m the regIOns which are proVIded VIa VAT the better for the
regional adrnIrustrations, because payments are made dally and, correspondmgly, cash stays m
the regIOn Less theIr share the worse It IS because transfers from the fund of financIal support
come only WIth a two month delay, and sometimes later

The first type of transfers that are VAT related has a vary negative aspect The federal
government often uses this money that IS on the so called cash free registers forcmg the funds
to be transferred to the federal Treasury, regIonal treasury, and payment of salary to the federal
employees m the regIOn In this case the admllllstration has no pOSSIbIlIty to use these funds

All thIs has to be conSIdered m order to analyze the budget of the subject of FederatIOn FIscal
defiCIt IS a speCIal questIOn RegIOnal admllllstratIOns often say that therr fiscal defiCIt IS
sometImes 30%, 40% or 50% If you review the budgets of the subjects of the FederatIOn you
Will realIZe that the fiscal defiCIt IS no more than 1% The matter IS that when they speak of
fiscal defiCIt m thIs country they mean the dlfference between the deSIred, planned
expendItures and the actually nnplemented This IS unacceptable because the defiCIt IS the
dIfference between the real revenues and real expendItures And thIs dIfferences the defiCIt If It
IS financed through any kmd of loans, although thIs IS not a prereqUIsIte

Very often we have to venfy the real SItuation Many people cannot understand tills spealang
of the defiCIt as a difference between the deSIred and realIty Another Important aspect IS the
rano of tax and non-tax revenues In the budget, as well as the ratIo of current and capital
expenditures

FIrst, It IS very dIfficult to Identlfy capItal expendItures, because they are often clasSIfied by
theIr function

Second, CapItal expendItures by our defimtlon do not correspond to the capItal expendItures
which could be, had we used the methodology of the mternatIonal accounting system If we
apply IAS, capItal expendIture figures would not comcide

Thus, tlus presents another problem, and the western mvestor has to be explamed Ideally, non
tax mcome should comcide WIth capItal expenditures, while tax revenues -WIth the current
expenditures ThIs IS often not the case, and no one makes such analySIS All tlus forms another
nsk factor
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Although It IS very Important to analyze the budget, It does not play an unportant role m
analyzmg the credIt nsk Many other factors playa role At the same tIme the budget can be
mIsleadmg For example, one of the major expendIture Items IS the housmg and communal
servIce ThIs Item IS responsIble for 50-60% of all expendItures, 25% m the regIOns These
figures are not charactenstlc because there IS a huge amount of cross subsHhzmg The servIce
rates for enterpnses are much hIgher than for the resIdentIal sector, thus the populatIOn IS
subSIdIzed from the enterpnses asIde from the budget

If the share of the expendItures for the housmg-comrnunal servIce IS low thIs IS not
charactenstic eIther Tills expendIture may grow very fast If the company IS closed for stnke
Just lIke It happened m the Uhanovsk RegIOn Such cases are numerous We tned to c1anfy
why ill the Pskov RegIOn capItal expendItures are hIgh It turned out that none of the muruclpal
enterpnses of the CIty have capItal expendItures, and they all have passed thIs functIOn to the
local budget

Correspondmgly, what you see m the budget often means lIttle, and you often have to do more
research Another Important factor IS the share of real cash proceeds from collectIng taxes
We have figures for 35 regIOns The figures vary substantIally from 35% to 95% So If It IS a
seemmgly balanced budget WIth dIverSIfied sources of illcome whIch also has 35% of cash
proceeds from taxes while the rest 15 ill money surrogates, you can make only one conclUSIOn
that IS such budget IS unrelIable

A separate problem IS the narrow taxatIon base of the subjects of FederatIon, CItIes, ill
partlC'ular In the Novgmod RegIOn \V€ made- a ratIng anal¥sIS and venfied that about 39% of
all taxes m the regIon and the CIty IS collected from one enterpnse - productIon assocIatIon
Akron, a large chemIcal plant It turns out that the regIOn IS entIrely dependent on the market
of fertIlIzers Therefore It IS necessary to analyze thIs speCIfic plant Only then can you obtam
a realIstIc assessment ofnsk

Objects of Investments financed through loans are a separate rIsk factor I belIeve that
there IS a huge threat that CIty and regIOnal adnnmstratIons WIll turn mto banks They actually
act lIke bank already For example, an artIcle was publIshed m the recent Issue of the
SecuntIes Market Magazme whIch descnbes the SItuatIon m Moscow The department of
muruclpallssues openly admIts that It borrows money m the European market (about 500 min
dollars) and then lends It at a lngher rate to vanous enterpnses and projects But tlns IS purely
bankmg aCtIVIty What has It got to do WIth the CIty adrmmstratIOn? It seems that they do not
understand that thIs money IS guaranteed by the budget and should be used for SOCIal needs,
lIke roads, bndges, engmeer faCIlItIes, or m SOCIally unportant projects which can also be very
profitable Tomorrow we WIll hear the presentatlon of Mr KopeIkm on the SOCIal sector
projects

Thus tlus IS the first threat that the CItIes and admImstratIons are becommg banks It IS
Jusnfiable when the admmlstratIOn IS trymg to establIsh a credIt lnstory CredIt lnstory IS best
establIshed when small amounts are borrowed and duly returned to show that you are a
solvent and relIable borrower What happens now IS absolutely unacceptable

Second, IS the Issue of guarantees ThIs IS where chaos reigns, because presently many CInes
and regIOns do not have any credit history At best a very short hIstory A record of relanons
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WIth the banks Very few regIOns have a solId credit hIstory Yet If you count the number of
guarantees Issued often to pnvate busmesses and the chaotic order of such Issuance one can be
homfied wIth the results of such study At dIfferent estnnates m some regIOns guarantees
compnse 60% of budget revenues Understandably, such guarantees may never be fulfilled
Nobody seems to thInk about thts, and as a rule nobody makes a reaItstic assessment of
financIal and mvestment analysIs ofproJects SpecIal ratmgs by the way are necessary for tills
One of the most eVIdent threats IS the Issuance of budget guarantees to mUnIcIpal or
regIonal, and even bUSIness entItIes

Short-term loans are subject to cyclIcal tax proceeds If the funds are transferred to the
budget, and such bonds are guaranteed by budget revenues specIal attentIOn should be given
to the penod of payments Iftills IS July-August, It IS good, because thIs IS a relIable penod, but
If It IS September-October It IS naturally bad

I have left out some factors willIe I focused on the budget related Issues The most recent
factor IS the rural bonds The nsk IS related to the lImItations on borrowmg willch can be
Imposed by the Federal legIslatIOn Such lImItatIOns concermng external loans have been
Imposed m Moscow, St Petersburg and NIZhm Novgorod The entlre annual debt should not
compnse more than 30% of own revenues and be up to 15% for servIcmg the debt Probably
SImIlar lImItatIOns WIll be Imposed In other regIons and subjects of the FederatIOn But they
already have a debt In the form of rural bonds In effect tills WIll be the second lImItatIon not a
legal but natural For example, Tatarstan has Issued rural bonds worth 500 mIn dollars The
Volgograd Region wants to get a credIt ratmg and Issue eurobonds worth some 350 bIn Tills
amount IS too large, but It IS ImpOSSIble to enter the eurobond market WIth some 10 mIn
dollars 100 mIn WIll be suffiCIent, but not 10 mIn dollars

We have a Itst of mformatIOn reqUITed by the ratmg agencIes We collect such mformatlon m
order to assess the credIt nsk on secuntles Naturally we use general mformatIOn whIch IS
publIshed, but we are not guIded by such mformanon only We prefer to go to the regIons and
work there for a lengthy penod of time There are many analysts relymg on the mformatlon
from the presidentlal network, or Goskomstat, and there IS a great number of ratIngs based on
such mformatIOn We belIeve that It IS best to perform. regular ratmg research willch takes to no
less than two months and IS based on the standards of the best ratmg agencIes
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Alexander Yermak, Skate-press

It IS dIfficult to speak after such a presentatIon because m your eyes I am one of those who IS
mvolved m developmg ratmg products

We have dIstnbuted some matenals These are some ratmgs whIch we allocated to the regIons
on the secuntIes locally Issued I would lIke to clanfy that we used the publIcly avaIlable
InformatIon Goskomstat and M1illstry ofFmance reports

What concerns our work, we made an attempt to present the ratmgs not from the VIew pomt of
Issuer relIabIlIty or budget fulfillment, but the organIZatIOn of the market as such CredIt ratmg
IS made of the oblIgatIons, e g eurobonds, under the preconceptIon that the bonds WIll CIrculate
m a hIghly effiCIent and organIzed market where such nsks as the nsk of the counteragent or
the non-payment nsk are nummal

We used our own database to allocate the ratmgs The database mcludes all the regIOns
represented m the matenals and reflects the hIstory of placmg, cancellatIOn and the secondary
market

Generally seCUrIties are valued along three maIn CriterIa relIabIlIty, lIqUIdIty and
revenue Concenung relIabIlIty there IS the relIabIlIty of the Issuer and market mfrastructure m
the regIon or where the secuntIes are traded ThIs IS one of the factors whIch IS added to the
evaluatIon of regIonal bonds

ConcernIng Issuers In addItIOn to the relIabIlIty, fiscal IndIcators and finanCIal status we
also assessed mformatIon dIsclosure, IncludIng openness of operations m the seCUrIties
market. We belIeved that the most open IS the GKO-OFZ market when all Issuer's actIOns are
known whIch may faCIlItate the mvestors actIvitles m the market

Concernmg lIqUIdIty, we paid specIal attentIOn to the tradIng volume m the secondary market
For example, the volume of the second market over a SIX month penod as of September 1,
1997 m St Petersburg, Tatarstan, Orenburg and Sverdlov compnsed from 130 to 150% of the
Issue volume whIch was m circulatlon on September 1, 1997 As for the rest of the regIOns thIs
figure IS smaller For example m ChelIabmsk, Irkutsk and Moscow It IS 25-50%
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Global program of financIng In the seCUrities market
ratio of Internal Issues and Eurobonds

Robert Devane, Troyka-Dlalog Company

I would hke to thank the orgamzers of tills conference for the opportumty to speak to tills
audIence, and pnmanly for the illghly valuable and umque work they are perfomnng ill the
market presently

I am representmg the Troyka-DIalog Company Tills IS a RussIan mvestment bank wluch has
been ill eXIstence for already 6 years operatmg m the RUSSIan market from the tune before the
secuntles market was establIshed, and there were no shares nor mumcIpal bonds WIth the
advent of these mstruments work has been more mterestmg day after day

My presentatIon IS a hybnd I well speak bnefly about the mumcipal bonds, and a bIt about the
Eurobonds I Will touch upon some legal questIons I WIll raIse some Issues relatmg to the
pnmary market, placement, and secondary market What happens after the placement of
mumcipal bonds, and why It IS Important to know

Let us start wIth the first block of questIOn, the RussIan Issuers The RUSSIan market of debt
secuntles IS presently developmg at a vary fast rate Durmg the last four years when the GKO
OFZ market was formed such were the only fixed mcome Instruments avaIlable In partIcular,
tills was related to the econOmIC SItuatIon because It was not easy and useful to Issue, say,
mumclpal bonds Although the first Issues were made m 1992

In partIcular, tills depended on the federal polIcy You must remember very well what the
SItuatIon was lIke before the electIons of 1996 when the market of government secuntIes
practIcally consumed all free cash It was ImpOSSIble to compete With thIs market until
recently Our last year analySIS showed that practically all depOSItS of the populatIon of the
RUSSIan FederatIon In all the banks were remvested In GKO Yet these are very short-term

--Instruments And Investors were lookIng for the best opportumty to earn as much as pOSSIble
But the SItuatIon was very dIfficult for other potential borrowers m the secuntles market And
the banks dId not want to gIve money and It was very hard to borrow In the market, although
dunng the same time there were Issuers lIke 8t Petersburg whIch borrowed funds m the local
MKOmarket

The market IS changmg very rapIdly Rural bonds are one of the mmcators of such changes
Tills market dId not eXIst even Just three months ago Its capaCIty IS 3 5 tnllion rubles Tills
market IS bemg cntIcized for low lIqUldity Indeed, today tills market IS not lIqUId but Judgmg
by the volume of thIs market It IS gomg to be one of the major segments of debt secuntIes m
the RUSSIan FederatIon Dealers must understand how they Will work With these secuntIes,
prepare correspondmg agreements, and explaIn to the customers the speCIfic features of tills
market, etc The customers presently do not have mformatlon on the market, Issuers, or nsks
Therefore the customers (not to speak ofmvestors) are not very much mterested m thIs market

ForeIgn mvestors have been very actIve m thIs market In the last few weeks And If you look at
the lustory of the RUSSIan market you Will notIce that foreIgn Investors start Investing mto
attractIve Instruments earlIer than the RUSSIan mvestors
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We observe the same In the stock market, and the GKO market Today we see the same trend
In the mumcipal and rural bonds markets BeIng a dealer, I can assure you that ill the last
month the Interest of the RUSSIan Investors, not Just the speculators, but real Investors, has
beengrowmg

Concermng veksels I would lIke to say the folloWIng I belIeve that veksels have occupIed a
certam pOSItIOn In the market of debentures maInly due to the cnSlS In the economy durmg the
last few years and lack of adequate legal proVISIons on advanced methods of settlement and
fund raISIng I beheve thIs to be a margmal trend And In the near future thIs market WIll
correspond to the veksels markets ill other countrIes whIch boast dozens of years of
expenence ThIs WIll be a clasSIC payments Instrument used In commercIal transactIons
Veksels must not be an Issue Instrument Its legal ongIn IS dIfferent from the ongIn of the
Issue secunty although many RUSSIan Issuers have adopted veksels as an Issue secunty

Presently when the Interest rates are plummetIng In the market as a whole, mcludmg the
veksels market, I belIeve that veksels wIll separate from the secuntIes mamstream and WIll be
replaced by Instruments that play SImIlar role m the western markets ThIs refers to short-term
Instruments, commercIal papers, I e short-term GKO-type bonds SpeakIng of long-term
secuntIes these WIll be OFZ-type debentures (to a less degree With a vanable coupon, and to a
greater degree WIth a fixed coupon consldenng the stabIlIty of Interest rates)

A few word about the eurobonds Please raIse your hands those who VIew the Issue of
eurobonds as a senous matter I am glad to see only a few hands, because If! saw many hands I
would get scared

Presently In RUSSIa there IS the 'fashIon malaIse' One or another finanCIal Instrument or
transaction, or structure becomes trendy In RUSSIa from time to tlme ThIs happened to ADRs
ADRs are In the plans of almost every RUSSIan company from the smallest to the largest
Unfortunately, thIs IS not appropnate for some of the compames, and IS even unnecessary

Presently, very many Issuers want to Issue eurobonds To my mmd thIs IS a questlon of
trendmess Eurobonds or other SImIlar mstruments are approprIate for a bmIted type of
companIes, thiS IS far from the best mstrument to give the Issuer the less expensive and
manageable resources

I would say even thIs Comrades beware of adVIsors Along WIth the fashIon for certam
finanCIal Instruments In the RUSSIan market there IS a huge number of persons who claIm that
they are consultants and experts, whIch IS charactenstIc of any other economy In the post
reform penod

Such consultants Include a very small number of those who can be conSIdered true experts
Unfortunately there are too many adventurers In the market That IS why In the stock market
brokers have a rule Know Your Chent The consultants servIces are expenSIve and reqUITe a
lot of attention and Involvement Your consultants represent you In the very Important market
segments, In partIcular, those who represent you In the external market

When you hire consultants you should conSider not Just your Impression of them but that
of your counterparts If these are US, BntIsh, French or other country consultants you should
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The second class of mumclpal secuntIes are revenue bonds They are attractive to the mvestor
because they are hIgh YIeld bonds from the View pomt of revenues whIch the Issuer receIves
and collatenzes to secure these bonds

Let me explam the dIfference between the general oblIgatIOns bonds and the revenue bonds
Revenue bonds are used for finanCIng specIfic projects For example, the Issuer needs to
finance the constructIOn of an airport The Issuer borrows the money, mvests It In the aIrport
and says that he wIll repay the debt from the proceeds from the Implementation of the project
If the airport project falls neIther the Issuer, nor hIs budget and property are Involved What IS
Involved IS the cash flows or Income from tlns specIfic project

Another example of such financmg are the hIgher educatIonal establIshments, hOSpItals,
housmg proJects, and plants There are schemes whIch provIde for mumclpal entItles to finance
the mdustry by the Issue of mumclpal bonds Such projects mclude the sewage, nver and sea
ports, sports faCIlItIes, roads, bndges, and tunnels ThIs IS a separate class of mumclpal bonds
and from the VIew pomt ofnsk and the method ofmarket tradIng

There are also the so called double barrel bonds, whIch provIde for a COmbInatIOn of
guarantees The Issuer guarantees the secuntIes not Just by Its budget and the capabIlIty to
collect taxes,-Dut also by certam property or enterpnses Such secuntIes are ensured by the
cash flows of such enterpnses

The structure of debenture secuntles (from the VIewpomt of the penod of cancellation) m the
USA and other Western countnes vanes from the short-term T-bIlls to long-term thIrty-year
secuntIes

In the Amencan market there are many vanous finanCIal mstruments one can find secuntIes
With a fixed coupon, vanable coupon tied to a certam rate There IS a great number of
mumclpal denvatIve mstruments, but for RUSSIa It IS too early to conSIder such

SpeakIng of the eurobonds, the RUSSIan market IS very young As you know there are three
mumcipalissuers m RUSSIa today St Petersburg, Nlzhm Novgorod, and Moscow I belIeve that
there Will not be many more mumclpal Issuers m the eurobonds market That IS very good
because thIs IS a very great nsk for the country, the Issuers, and for the market In general

Accordmg to ArtIcle 73 of the ConstItutIon the subjects of the Federation possess full state
power WIth the exceptIOn ofthe authonty of the RUSSIan FederatIon The question ofborrowmg
m the eurobond market or any other foreIgn markets must be agreed With the Federal
government because external econOInlC relations are under the JunsdictIon of the RUSSIan
FederatIon CoordmatIon ofmternatIonal and external econOInlC relatIons of the subjects of the
federatIon IS ill Jomt authonty of the FederatIon and ItS subjects Concemmg the Issues made
by Moscow, 8t Petersburg and NIZhm Novgorod a speCIal decree of the PreSIdent was SIgned
stipulatmg the procedure of the Issue TIns represents the agreement of the federal government
and the subjects of the Federation

A number of artIcles of the CIVIl Code prOVIde the legal base for the eXIstence of mumcipal
bonds If you reVIew part one of the comments to ArtIcle 143 of the CIVIl Code ofthe RUSSIan
FederatIon you WIll see that the Code refers to three types of bonds government, mumcipal
and those of legal entitIes
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A posItIve aspect IS that mternal Issues are largely m your JurIsdIctIOn (local government)
They fall under your JurIsdIctIOn and a number of agreements betv.reen the subjects of the
federatIon and the government of the RUSSIan FederatIon create a precedent, mcludmg the
agreement between the RepublIc of KomI and the RUSSIan FederatIon, whIch proVides for the
Repubhc ofKomI to pursue Its own pohcy as regards mternallssues

In order to have the nght to place your mternal bonds you do not need to obtam any kmd of
penmSSIOn from the Federal government The Issuers, subjects of the FederatIon, are reqUIred
to prepare local regulatIons to hold a proper Issue accordIng to market, local and federal legal
requIrements

A few words about the US legal base In the USA there are two cardmal laws the 1933
SeCurItIes Act and the 1934 Stock Exchanges Act These Acts stIpulate stnct requIrements to
Issuers consldenng placmg theIr seCurItIes In the USA For example, the 1933 Act prohIbIts
pubhc offenngs and sale pnor to submIttIng regIstratIOn documents to the US SEC Upon
submIttmg the documents the Issuer can make only verbal offenngs The Issuer cannot send
wntten offenngs The Issuer can send out copIes of the regIstratIOn documents submItted to
SEC The Issuer cannot sell pnor to offiCIal registratIon by SEC, etc

The US market IS mdeed stnctly regulated There also IS the 144-a Rule adopted 10 years ago
It allows foreIgn Issuers to make closed offenngs of seCurItIes for subsequent tradmg

Why was thIs rule adopted? The 1933-34 Acts were adopted dunng the years of the Great
DepreSSIon and the State deCIded that It was necessary to protect the mvestors from such
failures Closer to our tImes the state became aware of the substantIal number of large
profeSSIOnal partICIpants whIch are capable to adopt Investor protectIOn measures WIthOUt the
help of the state

And so Rule 144-a was adopted whIch allows to sale seCurItIes to the qualIfied mstItutIonal
Investors Such are eIther Investors whIch at any tIme hold secuntIes worth 100 mIn dollars or
profeSSIOnal brokers In the secuntIes market that hold seCurItIes worth 10 mIn dollars

The meamng of thIs IS that It IS pOSSIble to make placement of non-registered Issues (such
mclude eurobonds) among large Amencan Investors Yet the Euromarket eXIsts for two
reasons after WWII large dollar depOSIts were estabhshed outSIde the USA and that money
had to be used somehow, and, m partIcular, It could be used m the eurobonds By the way the
SOVIet Dmon became one oflargest depOSItors of the eurodollar startIng from the 1950, and we
can speak ofthe Influence ofthe SOVIet Dmon on the formatIOn of the Euromarket

Eurobonds are bonds which are placed outSide any specIfic JunsdlctIon, therefore no one
regulates them There eXIst standard reqUIrements as to the legal procedure of Issuance Such
bonds are regulated by the local country legislatIon Anyway the absence of registratIon
reqUIrements conSIderably sllllphfies the placement process

Concermng hstmg of eurobonds It IS rarely done m the USA because thIs IS entIrely an OTC
market There IS a lIstIng procedure at the New York Stock Exchange The tradmg volumes
are very small on such bonds compared to the OTe market, and largely speakIng no one needs
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thIs and often tins IS a formal procedure to allow the Issuer to say that mdeed IDS secunties
have been lIsted at the New York Stock Exchange or any other Exchange

Notably, certam European mvestors accordmg to therr Charter have the nght to buy only lIsted
finanCIal Instruments Therefore often eurobonds are lIsted at the Luxembourg or Dublm Stock

- - -Exchanges, where nobody really IS tradu'lg In such, still formally t.~ey are lIsted there In realIty -
such bonds are crrculatmg In the OTC market

Let us now focus on our problems FIrst, the objectIves of Issuers m the sphere of Issue
regulatIOn You must adopt a correspondmg legIslatIVe base m order to properly structure and
regIster the Issue and subsequently effect the placement I must say that commumcatmg With
the legIslatIve bodIes IS a complex process wIDch reqUIres a lot of explammg

The most dIfficult part IS to explam that certam thIngs are hard to forecast accurately untIl the
tIme of secuntles placement and explam that tills costs money and that money IS needed to
attract speclallsts to prepare the Issue and placement BeSIdes, all tills IS psychologIcally hard
to accept

Nevertheless thIs has to be done It IS very Important to establIsh a very good mformatIon
disclosure procedure For me as a profeSSIOnal market partICIpant tills IS one of the greatest
problems - to get InformatIon from the people or organIZatIOns wIDch seennngly are reqUIred
to prOVIde It as soon as pOSSIble

A few words about the preparatIOn of the report mentIOned prevIously Our analysts had
problems m commumcatmg With the regIons because the Issuers dId not WIsh to, they refused
to respond or proVIde mformatIOn Tms ultImately worsens the SItuatIon for Issuers themselves
because faIlure to disclose mformatlOn by the Issuer means that the market IS becommg
more SUSpICIOUS concernIng them and the Issuance becomes a more lengthy, comphcated
and costly process

As I SaId m order to regIster an extemalloan the consent of the Federal Government must be
obtamed Today, qUIte understandably the government IS slow ill permIttIng external loans of
the subjects

Concemmg mternal Issues such permlSSIOn IS not requrred Nevertheless, an Issue should be
held tImely, correctly and preCIsely There should be the deCISIon of the 10callegtslatIve body
on the upper lmnt of the Issue, the deCISIon of the local executIve body on adoptIng the
mumcipal bond Issue prospectus and Its terms, the deCISIon on adoptIng the Issue prospectus,
the deCISIon on the partICIpants, procedure of Implementmg the Issue

In thIs process the Issuer should be asSIsted by profeSSIOnal secuntIes market partICIpants I
am sayIng tills not for promotIon of my own orgamzatIon, I call on you to reVIew all
profeSSIonal asSIstants and select on your own Judgment from the secunties market
partICIpants I strongly belIeve that a substantIal number of Issuers are doomed to fall If they
contmue 'mventmg the wheel' every tune Therefore I calIon the Issuers to use the sel"Vlces of
profeSSIOnals who ~ommumcateWIth market-regulators, customers, colleagues, and moreover
they know the defrauders and how to deal WIth them
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Generally spealang the selectIOn of your professIOnal aSsIstants IS the key element of
successful fmancmg through debentures

Remember that the market has a deep memory The market remembers the faIlures And
mIstakes And If the Issuers come to the market for the first tIme and the market does not know
them - the first ImpreSSIOn means a lot If the ImpreSSIOn IS pOSItIve It IS naturally good If the
ImpreSSIOn IS negatIve the Issuer WIll have to work hard to overcome It

The Issuer has to understand the timeframes and costs of hIs work WIth the consultants
The Issuer should understand the timeframe of developmg the program The Issuer should be
able to ask the consultants questIOns and m case of ObjectIve answers accept such answers and
dISSemInate them to IDS counterparts at the level of Issuers The Issuer should have a clear
understandmg of the program

Another Important question IS the cost There IS nothIng free m thIs world If somethIng looks
cheap It IS probably not what you want Any Issuer should understand that he must finance the
Issue preparation program to ensure that everythmg IS done properly by the professlOnals
ProfeSSIOnal expertIse costs money Those who offer free consultatIOns probably are worth the
same

And finally It IS the process support and playmg by the rules We as an organIZatlOn prefer to
work With those Issuers who are dedIcated to the process, who faCIlItate the process, because
we both understand our common cause

Mam partICIpants I have descnbed In detaIl the role of the leadmg manager ThIs IS your
mam consultant, frIend, and comrade It IS the profeSSIOnal seCurItIes market partICIpant who
must see every aspect of the market He Will try to adVise you He wIll stand for your Interests,
and search for a compromIse to ensure a long-term borrowmg program

Legal adVisor ThIs notIOn IS not common to RUSSIan practices presently The role of the legal
adVisor IS m venfymg (1) the nght of the Issuer and legal grounds to make an Issue, (2) IS the
Issuer properly prepared? Has the Issuer adopted all necessary normatIve documents and IS he
complymg With the federal or other legislatIOn? (3) Are the bonds adequate guaranteed? In the
USA It IS SImply ImpOSSIble to Issue secuntIes WIthOUt an ObjectIve legal evaluation made by a
well-known profeSSIOnal firm

In RUSSIa there are no firms or record, wIDch poses a real problem There are only a few firms
that are at least known It IS ImpOSSIble to state that such and such firm IS well known m the
secunties market, and IS respected and whose opmIOn IS counted With Such firms must be
mtroduced

Last week at my company we had a debate durmg the orgamzatIon ofa mumcipal bonds Issue,
whether we should make a step forward and proVIde mdependent legal assessment, despIte the
fact that such IS uncommon m RUSSIa I belIeve that we should do thIs

Concernmg more complex loan schemes the question ofmdependent legal assessment becomes
more Important When you SWitch from the level of dIscount MKO- or GKO-type secuntIes to
more complex transactIons, such legal assessment becomes more Important, because the
number of vanous legIslative acts and regulatIons, mcludmg conflIctIng legIslation, can be
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great For example, we are currently revIewmg two mterestIng verSIOns One IS the Issue of
mumcIpal bonds by a regIOn that wants to finance the number one enterpnse m the regIOn

A substantIal block of shares of thIs enterpnse IS state owned We are currently reVIewmg the
scheme accordmg to whIch the state wIll transfer ItS block of shares as collateral for thIs Issue
As you may understand, a number of legal questIons WIll anse that need to be venfied

The second scheme provIdes for ruble denommated bonds mdexed m hard currency Such
bonds can be very mterestmg for non-resIdent mvestors who WIsh to accept the currency nsk
Actually thIs can be a very mterestmg hybnd between the acqwsItIon of eurobonds whIch are
few and are relatIvely lOW-YIeld bonds and the acqwSItIon of RussIan bonds whIch carry
substantIally more nsk

A few words about the ratmg agencIes There are three leadmg ratIng orgamzatIOns m the
world the Moody's, Standard and Poor's m the USA and mCA m Europe They proVIde an
analysIs of Issuers long-term secuntles and allocate ratIngs Such orgamzatIons have eXIsted
for many years They possess very nch expenence They have very many qualIfied personnel
Therr staff has a profound understandmg of the subject, It has expenence, resources, and
structure The ratmgs made by these compames have proved therr relIabIlIty many tImes whIch
IS confirmed by statIstIcal data on ratmgs and non-payments by Issuers who receIved such

In the western market where there are thousands of Issuers (and Issuers may have many Issues)
ratIngs are WIdely used In the RussIan mternal market such practIce IS not aVaIlable There are
several agenCIes workmg m RussIa whIch collect and analyze data, mc1udmg the Skate, AKM,
Rosbusmessconsultmg Some of them are startmg to make ratmgs

Unfortunately, the problem IS that RussIa does not have any ratIng record and often It IS
unclear what such ratmg can tell us BeSIdes, market partIcIpant (mvestors, dealers, and
speculators) are not used to such ratIngs

What IS on the agenda currently? The ratmg agenCIes can contInue malang free ratIngs as long
as they are capable to do so Yet I do not see any econOmIC effect from obtaInIng a ratIng
presently

LIStIng ThIs IS the most Important part of my presentatIon For lack of tIme I WIll OmIt the
eurobonds I already SaId that thIs process IS fonnal, because thIs market IS all aTC I WIll
speak about mternal RUSSIan bonds Presently there IS a substantIal number of Issues Where
are they all? Who works WIth them?

Hlstoncally, each Issuer tned 'to mvent ills own wheel' Unfortunately tills IS the wrong way
to go In RUSSIa, Just hke m any other country there are several large finanCIal centers There
IS space m the regIonal tradmg floors But If each Issuer tnes to estabhsh ills own exchange,
tradIng system to make trades m hIs own bonds thIs WIll not be an organIZed market but chaos

Presently four tradmg floors can be conSIdered useful for placmg mumcIpal bonds FIrst, the
Moscow Interbank Currency Exchange whIch has a great deal of expenence, good
technology, a respectable group ofpartIcIpants, and IS very nch At the same tIme It has dealers
who have been workmg there for a long tIme and It WIll be easy for them to accept one more
secunty prOVIded It IS lIsted m tills Exchange
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Second, the Moscow Stock Exchange ThIs IS a relatIvely new Exchange Tills IS a senous
orgamzatIon WIth senous plans Just lIke we are the dealers of MICEX we are the cofounders
and dealers of the Moscow Stock Exchange We have been workIng WIth thIs Exchange and we
know about theIr attentIOn to workIng WIth the dealers, understandIng of the stock market,
VISIon oftherr future and the process of ImplementatIon oftherr objectIves

The Moscow Stock Exchange as you understand, has very Important polItIcal and finanCIal
support That IS why tIns exchange IS the only exchange m Moscow that can potentIally
compete WIth :MICEX I belIeve that thIs exchange wIll eXIst m RUSSIa for many years

Thrrd, the St Petersburg Currency Exchange ThIs exchange IS outstandmg and IS becommg
an alternatI'\Ie to regIOnal Issuers Dunng the next step the Lenmgrad RegIOn WIll Jom the
lIstIng m tlus Exchange

Four, the RUSSian TradIng System, known as RTS Why dId I mentIon RTS? Bonds are
quoted m the OTC market allover the world, m partIcular, the USA RUSSIan bonds WIll too be
quoted In the OTC market The GKO market IS movmg away from the pnmary market at
MICEX towards OTC where MICEX w111 perform only the accountIng and clearmg functIOns

The only sIgmficant OTC tradIng system In RUSSIa IS RTS, whIch has expenence, technology,
a crrcle of dealers, and Investors operatmg In tIns market Today It IS the market of stocks, but I
am assured that tIns market WIll become balanced and WIll accommodate stocks, bonds and
denvatIves

Answer to a questIOn about spreads
Devane They WIll contInue I can give you a more detailed forecast The spread on RUSSIan
eurobonds IS stIll 300 POInts above the US debentures of the same term

If you take a look at other developIng markets used by the world commumty as IndIcators of
the same type of assets you wIll see that spreads vary between T+IOO to T+200 If you take a
look at the credIts of other countnes lIke MeXICO, BrazIl, or ArgentIna, you WIll see that the
spreads on RUSSIan bonds can decrease It can decrease not Just by 100 or 200 but more POInts
over the US federal bonds ThIs IS somethIng that we can really expect to happen WIthm the
five years that you mentIoned

In some 20-30 years we can expect that RUSSIa WIll be even more creditworthy and enJoy a
AAA or AA ratIng and be traded WIth a correspondIng spread

Devane Today the profitabIlIty curve of the Internal debt exceeds the year 2005 ThIs
happened ill 1997, 1 e m the begmmng of 1997 we dId not have such mdIcatIve curve With the
exceptIOn of OFZ RUSSIa plans to start the placement of bonds With a ten year matunty, 1 e
OFZ With a fixed coupon RUSSIa IS plannmg to start the placement oflong-term bonds m 1998
ThIs Will depend on market conditIOns, probably It WIll be 20-30 year bonds

In the mternal market It IS stIll too early to speak of 30-year bonds, because the market IS not
ready for thIs RUSSIan mvestors find It hard to adopt to 5-7 year bonds Such are bought by
non-resIdents because they seem to be me most promIsmg

53



Dunng the next five years we wIll posSIbly see RussIan secunties With such a term ofmatunty
Not to mention that ill 1998 we shall see the first euroruble as an mternatIOnal currency and the
euroruble mstruments as euromarket Instruments
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The ImtIal Placement of MumcIpal Bonds
The InteractIon Between the ImtIal and Secondary Market

LmdmIla Urskova, the Moscow Stock Exchange

I WIll say a few words about our Moscow Stock Exchange (MSE) It was founded on February
20, 1997 and the first auctIOn took place on July 1, 1997 As you can see, It dId not take long
for the Exchange to start workIng At present 105 trade members and 178 members of the
Exchange are accredIted at the Exchange

These trade partIcIpants mclude major RUSSIan banks, as well as average and small ones, e g ,
the extremely dIversIfied structure of the stock market IS represented on our floor And thIS also
apphes to commerCIal banks and mvestment msntutlons

The bonds of the Moscow Government Internal Loan and corporate papers are currently the
basIC finanCIal illstruments ill CIrculatIOn on the Exchange The followmg corporate papers are
traded on the Exchange RAG Gazprom, RAG EES RUSSIa, the RUSSIan Savmgs Bank,
LUK01I, Rostelekom and Dalenergo As of today, our thrrd-Ievel hstmg mcludes 18 corporate
Issuers

As for mumcipal obhgatIons, MSE began to partICIpate m Imtial placement auctIOns startmg
from the eIghth auctIOn The CommIttee for MumciPal Loans under the aUSpIces of the
Government of Moscow has held 25 aucnons Close to 65% of the funds raIsed by the
Government ofMoscow were placed at the 18 auctIons held at MSE

And now I would lIke to say a few words about the role oftrade organzzers m creatmg an
lnztzal and secondary munzclpal bond markets and the assistance It can and must render to
Issuers The hIstory of the market of mumcipal and regIonal papers m RUSSIa shows that the
effectIveness of an Issue depends greatly upon the secuntIes market mfrastructure that has
been estabhshed m a regIon Perhaps, today there are no longer such regIons that lack any kmd
of mfrastructures, but these mfrastructures may be at dIfferent development levels

That IS why those Issuers who, whIle preparmg an Issue of therr debt oblIgatIons, took mto
account the status of the local secuntIes market mfrastructure were able to prOVIde themselves
WIth hqUId secuntIes markets dunng qUIte a short penod of tIme A lIqUId market conSIderably
mcreases the mvestment attractIveness ofpapers

What does a regIOnal secunties mfrastructure gIve an Issuer that wants Its papers to be placed,
to CIrculate and to be repaId, but under the condInon that It IS modIfied m regard to the te1TIlS of
one or another speCIfic loan?

FIrst, the law does not speCIfy a strIct hIDltatIon of secuntIes crrculatIon Accordmg to the CIVIl
Code every owner of a secunty has the nght to use It, dIspose of It and own It That IS why
WIthout even stnctly hmItmg the CIrculatIon of Its papers, but offermg a ready Infrastructure as
an alternatIve, the Issuer can conSIderably decrease the cost of the sefYlcmg of debt obhgations
for the secunty market partICIpants and can also decrease the nsk of mvestors m dealmg WIth
these papers
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Second, tIns also reduces the Issuer's overheads connected With the servIcmg of the loan, and
tlns IS qUIte Important

Thrrd, the Issuer expenences the least pOSSIble admmlstratlve pressure on Its loans and also has
a chance to put ItS new debt oblIgatIOns on the market m the shortest pOSSIble penod

Fourth, the tradmg, depOSItory, cleanng and leasmg systems that are used dunng the stage of
mutual settlements on concluded deals guarantee the executIon of these deals to the Investors,
and thIs conSIderably mcreases lIqUIdIty

FIfth, the Issuer IS able to mfluence the market of Its debt oblIgatIOns through a system of
authonzed professIOnal partIcIpants m the secuntIes market WIthIn the framework of the used
mfrastructure

TIns makes It pOSSIble for the Issuer to mtegrate the mternal regIOnal market of Its debt
oblIgaTIon mto the mterregIOnal market, willch conSIderably expands the range of potentIal
mvestors and faCIlItates the raIsmg of funds on more favorable terms

Unfortunately, dunng the stages ofprepanng an Issue, and establIsInng the rules for the Issue,
cIrculation and redemptIOn of bonds, not all Issuers reahze the lIDportance of the secondary
market Most of the attentIOn IS paId to the mfrastructure of the lnltlal market To my mmd the
ln1tIal and secondary markets are two components of one lIvmg organIsm It must be
understood thm any fault m one of these components WIll lIDIDediately illt the other one by
ncochet

The Issuers' attentIon to the formatIon of a hqUId secondary market of theIr bonds Will help to
solve many problems of theIr lIDtial placement The profeSSIOnal approach of the Issuer to
such questIOns as the estabhshment of an mfrastructure, the deSIgn of fleXIble term of the
Issue, CIrculation and redemptIOn ofbonds becomes eVIdent at the stage of the establIshment of
the lnltIal and secondary markets ofdebt obhgatIons

As a rule, at the lIDt1al stage of the Issue Issuers of mumclpal bonds are now trymg to set up a
system of a strIct regulatIon of tms market, depnvmg themselves of a pOSSIbIlIty of mtroducmg
any changes m the future It IS absolutely lIDpossible to antiCIpate and take mto account all
pOSSIble future faults These WIll be revealed after the market takes shape and relevant changes
Wlll have to be made whell-1he-market starts workmg That IS why the words of the preVIOUS
presenter are very Important I am refemng to rus words about the nght chOIce of a general
manager wruch WIll be consultIng you

PractIce has shown that the very fact of consultmg, not only WIth the general manager, but
With the profeSSIOnal partICIpants of the stock market has a pOSItIve Impact on the profeSSIonal
solutIon of these questIons I tIDnk that the practIce of the Moscow Government mumcipalloan
has shown the pOSItIve Impact of mvolvmg trade orgarnzers m the preparatIOn of the loan At
the first phase, when the Issue was only planned, practically all trade orgarnzers and all
exchanges were mvolved m tlns process And I belIeve that the actIve consultatIOns of the
market partlclpmts mterested m ItS future development helped to complete all the necessary
paperwork on tIme
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One of the questIons to be solved by the Issuer IS the chOIce of a method of holdmg zmtzal
auctzons I shall stop at three basIC methods that are most commonly used m RussIa

The first method ImplIes the partIcIpatIon of the Issuer's authonzed dealers m ImtIal auctIOns
In other words, the bonds are placed through a system of authonzed dealers ThIs method IS
usually used when Issumg short-term bonds of the GKO (Short Term Government Bonds)
type The mam good thmg about thIs method IS that the agreement between the Issuer and the
dealers allows the former to control the establIshment and the development of the market It IS
normal practIce when the requIrements to the dealers' actIVIty connected WIth the 1ll1tIal
placement auctIons are outlIned In the agreement between the authonzed dealers and the Issuer
of mumcipal bonds Some Issuers establIsh cntena m regard to the secondary market
Although I thInks that the Issuer IS only entItled to do thIs m regard to Imtial auctIons

The second method IS when the InItIal placement IS done through a system of underwnters
For exa..'Ilple, coupon bonds of" a savmgs loan- are-usually placed by the use of thIs method In
the case of an Issue of a savmgs loan for the populatIOn, It mIght be best to combme a
placement through a system of underwnters WIth a placement through agents (workIng on
COmmISSIOn) In thIs case agreements are concluded WIth authonzed representatIves
(underwnters) for the placement of a part of the loan Thus, the underwnters guarantee a
buyout of the loan from the Issuers and Its placement m the future Another optIon IS when they
take a part of the loan on commISSIon on certam terms and place the papers on the 1ll1tIal
market on behalf of the Issuer

Trade orgarnzers may be very useful to the Issuer m regard to loans onented both toward
exchange and non-exchange markets Smce these markets are not lImIted, 1 e, they allow a
CIrculatIon both on an exchange and non-exchange markets, we, as trade orgarnzers, are ready
to offer our servIces to these authonzed agents And we do not hmIt therr actIOns But the
Issuer, as the owner of the bonds, IS the one to deCIde who WIll use the exchange mfrastructure
for placmg the loan On the other hand, thIs reqUIres a specIfic procedure, coordmated both
WIth the exchange commIttee and the partICIpants m the auctIon

Now I would lIke to speak about the mfrastructure of the MSE There IS a number of standards
concernIng the mfrastructure the presence of a tradmg system, a depOSItory system and a
clearmg system In regard to the presence of these elements all stock exchanges are basIcally
the same However, the cleanng system we use for cash and paper transactIons IS not used by
any other stock exchange m RUSSIa, although thIs system of settlements based on lIm1ts IS used
m many countrIes of the world

I would lIke to speak about It m greater detro.1 UnlIke the other exchanges we do not have only
ooe-sar..k-for-cl6aang-payments Our cleaI'Ulg-System COnsIStS of a group of members These
mclude 12 banks whIch have SIgned agreements WIth the MSE and WIth the Bank of Moscow
(whIch IS the cleanng bank) on servIcmg the deals ofour trade partICIpants

The members of our cleanng system are the followmg Gasprombank, Savmgs Bank of RUSSIa,
DIalogue Bank, Incombank, the Moscow Bank for ReconstructIon and Development,
NatIonal Reserve Bank, Olmabank, Promradtechbank, RUSSIan CredIt, SBS-Agro, Umcombank
and Most Bank The procedure for mcludmg a new member m the clearmg system IS qUIte
complIcated and reqUIres the unanImous consent ofall the other members
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The system Itself IS based on the followmg All the members of the cleanng system keep theIr
accounts m the cleanng bank, 1 e , the Bank of Moscow The exchange establIshes lImIts for
every bank, 1 e , whIch IS actually a lme of credIt TIns IS the maximum amount of lIabIlItIes a
bank can assume There IS also a fixed mmImum balance amount for the correspondence
accounts of the cleanng bank

ThIs IS the first level of the system of lImIts, 1 e , the exchange establIshes llIDltS for each
member of the clearmg system, whIle each member of the clearmg system establIshes lImIts for
our trade partICIpants and IS fully responsIble for the performance oftherr transactIons

It must be noted that the lImIts for the trade partICIpants are establIshed by the bank and on the
basIS of thIs multi-lateral agreement the given member of the clearmg system IS responSIble for
the fulfillment of all these oblIgatIOns In effect, the members of the cleanng system act as
cleanng banks

What are the advantages of such a system? If the trade orgamzer has only one clearmg bank,
m thIs case the latter enJoys extenSIve powers and IS able to dIctate ItS condItIOns of servlcmg
our partICIpants In our system there IS competItIon and each bank IS compelled to offer more
favorable terms

BeSIdes the fact that the trade partICIpants have a chance to choose a bank whIch they thInk IS
more relIable, the ba..'1ks c-ompete among themselves and thus pro~'lde IIlGfe- favorable
conilitIons for servlcmg our trade partICIpants And all responSIbIlIty for the fulfillment of
deals IS assumed by the members of the c1earmg system

Tradmg IS always fraught With two kmds of nsk tradmg nsk and the nsk of unfulfilled
lIabIlIties As for the tradmg nsk, all such nsks at our exchange are covered by the mstitutIon
of market-makers

The functions of a market-maker at our exchange are somewhat dIfferent from those at the
maJonty of exchanges where market-makers only act as dealers At our exchange market
makers are responSIble for mamtanung the market's hqUlility

Our order of trailing allows market-makers to prOVIde technIcal creilitmg on secuntIes and
funds Creilitmg by other trade partICIpants conSIderably mcreases the market's lIqwility, but
gives nse to tradmg nsks, smce those who accept credIt may not fulfill therr lIabIlItIes

That IS why m thIs case market-makers have another oblIgatIon they must cover those open
pOSItIons that have not been closed by the trade partICIpants on the techmcalloan

As for the nsk of unfulfilled lIabIlItIes, It always eXIsts That IS why pennanent partICIpants m
the secuntIes market and Issuers WIll, probably, turn to that floor on which the trade organIZer
Will offer the most effective system of guarantees

In our scheme we have a guarantee fund whIch Will cover losses connected WIth unfulfilled
lIabIlIties And there IS also a well-developed system of penaltIes and responSIbIlItIes for
unfulfilled lIabIlItIes
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I WIll say a few words about deposItory servIces We have an authonzed exchange depOSItOry 
the DeposItory Cleanng Dmon (DCD) - whIch servIces our trade partIcIpants The other
deposItones are assocIate members ofDCD I would now hke to proceed to your Infrastructure
and to ways and means of adjustIng It to our floor For example, have your regIonal loans
work on our exchange

For thIs It IS enough for the deposItory that servIces your loan or the depOSItOry that IS the
trade orgamzer's nomInal holder of a gIven loan to be an asSOCIate member ofthe DCU

As for cleanngs, here we can mtegrate only m regard to those banks wInch are your general
managers or authonzed loan dealers, or your cleanng banks SInce we have qUIte an extenSIve
range ofbanks - 12 banks - I am sure that we could Integrate our cleanngs through at least one
of these

Spealang about the secondary market we must not forget about the ImtIal market We have an
extremely fleXIble system of Imnal auctIOns at our exchange and thIs means that we do not
estabhsh a stnct order for every ImtIal placement Each Issuer IS prOVIded WIth ItS own tradIng
order In accordance WIth Its documents and the aucnon IS held In accordance WIth the Issuer's
own rules
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The Subfederal SecuritIes Market

Alexander Krupkm, ZAO AVK

ZAO (a closed JOInt-stock company) Alexander KostIkov and Partners IS the general agent of
the 8t Petersburg loan and the Orenburg Oblast Admimstration loan A lot was SaId today
about the problems faczng the regions durzng a bond Issue and I would not want to repeat thIs
once agam I WIll speak mostly about how these problems have been solved on the example
ofthe Orenburg Oblast Administration loan

In the summer of 1996, the Adm1ll1stratIOn of Orenburg Oblast asked our company to asSIst It
In the Issue of a bond loan of 1 trIllIOn rubles After conductmg a study of the financIal
SItuatIon, the market Infrastructure and all relevant charactenstIcs of the oblast It was deCIded,
JOIntly WIth the admimstratIOn, to Introduce these bond to one of RussIa's finanCIal centers, m
thIs case St Petersburg

Tlns was done because, accordmg to the Central Bank InformatIOn the balances on all the
oblast's accounts compnsed not more than half of the amount reqUIred by the Issuer BeSIdes,
at the tIme only eIght local banks and four Investment compames were realIstIcally operatmg m
the oblast

It was ObVIOUS to the admmlstratlOn that the placement of such a loan exclUSIvely WIthIn
Orenburg Oblast was ImpOSSIble At the same tIme the admImstratlOn realIzed that the
promotIon of the bonds to the St Petersburg market With ItS well-establIshed Infrastructure
would conSIderably decrease expenses connected WIth orgamzmg and servIcmg the loan, smce
that market was perhaps the most technologIcally advanced market among all RussIa's markets
of subfederal bonds

Thus, It was deCIded to bnng the bonds to 8t Petersburg In the process of thIs work we were
faced With the follOWIng problems whIch may, most lIkely, face any admImstratIve urnt of the
RUSSIan FederatIon

Together With the admImstratIon It was deCIded to use the scheme whIch had eXIsted and stIll
eXIsts m 8t Petersburg, In other words to use all the structures that servIce the market of
St Petersburg bonds the St Petersburg clearmg and depOSItory center (whIch IS one of the first
SIX orgamzatIOns to wlnch the Federal CommISSIon for the SecuntIes Market (FCSM) granted
a lIcense for thIs type ofprofeSSIOnal actIVIty) and the tradmg systems (St Petersburg Currency
Exchange and the St Petersburg Stock Exchange)

The c1eanng system of the 8t Petersburg loan was used At first tlns was done on the basIS of
Account #135 of the 8t Petersburg State Department for Managmg SecuntIes under the
auspIces of the CommIttee on Fmance wlnch IS now the St Petersburg Cleanng Center The
use of the mam cleanng system of the St Petersburg loan made It pOSSIble for Orenburg to
suffiCIently cut ItS costs connected WIth the loan

The Orenburg Oblast AdmimstratIon deCIded to use as dealers those mvestment InstItutIons
and banks whIch operated on the 8t Petersburg bond market These finanCIal InstItutes had
accumulated extenSIve expenence m workmg WIth bonds and tlns helped the Orenburg
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AdnnmstratIon mmUnIze the nsks that may have appeared when workmg wIth financIal
mstItutIOns lackIng such expenence

Another advantage of St Petersburg's current system IS that It has a system of mvestor nghts'
protectIon Tms Issue was wIdely dIscussed m many regIOns of the country, but not much has
been done there m thIs dIrectIOn In St Petersburg thIs system was based on a depOSItOry
system m wmch dealers keep theIr own subdepository records The same records are kept by a
centralIzed deposItory wmch gives the Issuer a chance to keep tabs on both the
dealer/subdepository and the loan deposItory

Thanks to tills system, all mvestors retamed therr secuntIes and had coped WIth tills d1fficult
SItuatIon WIthout losses (all of you must remember the mass bankruptCIes and foldmg of banks
that were actIve partIcIpants of the GKO market and, m partIcular, Tverunlversal bank and
many other St Petersburg banks)

One of the mam problems m orgamzmg a market for Orenburg bonds was the fact that the
Issuer was located far away geograplucally from the market where the bonds were placed
Thus, a new lInk appeared on the St Petersburg market the so-called payIng agent

A payIng agent IS a bank wluch controls the flow of payments connected With the servIcmg of
the loan wmch and provIdes clearmg servIces to the Issuer both m Orenburg and m
St Petersburg BesIdes, on the basIS of an agreement With the Issuer the paYing agent may
prOVIde cred1t resources to the Issuer for covenng mInor payIng gaps and servIng as an
add1tIonal guarantee of tImely redemptIOn

Therefore, tills scheme allows to Il1In.1ID.lze operatIonal nsks, excludmg the appearance of
mlstakes on all stages of debt servIcmg It IS also Important that tills debt servIcmg scheme has
no add1tlOnal nsks caused by the partICIpation of d1fferent organIZatIons that ServIce or manage
the flow ofpayments

The chOIce of a payIng agent IS extremely Important m the process of preparmg such a loan
scheme Smce the management of the flow of payments IS one of ItS mam functIons It must
have a well-developed mterregIOnal system ofpayments The sooner the money of the Issuer IS
transferred to the market and back, the lower the nsk connected With the management of the
flow ofpayments

Another factor that must be taken mto account are those credIt nsks that can be brought mto
the loan system by the paymg agent The nature and SIze of these nsks depend on the speCIfic
scheme of the market partICIpants' mteractIon, and that IS why there are no stnct elIgIbIlIty
cntena for payIng agents, however we, as market organIzers, had a clear understandIng that
tlns should have been one of the leadmg RUSSIan banks and, at best, one of the twenty top
banks Thus, the Savmgs Bank ofRussIa (Sberbank) was chosen for the Orenburg loan

The Issue scheme ofthe Orenburg loan was baSIcally the same as that of the St Petersburg loan
There IS the Amencan auctIon system m wmch the Issuer, at the first day of the auctIon,
receIves full mformation about the demand for hIs papers and makes a deCISIon on the rate of
the return ofms bonds or on the clIp pnce at the auction
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The auctIon procedure IS as Important for the Issuer as for ItS partIcIpants The Issuer must have
the possIbIlIty to more or less accurately plan the amount of the auctIon receIpts and promptly
receIve financIal resources raIsed dunng the placement

In partIcular, Orenburg receIves ItS resources on ItS budget accounts on the day follOWIng the
day of the auctIOn In St Petersburg ThIs means that the systems of quotas that eXIsts for
authonzed dealers partICIpatIng In the auctIon serves as a guarantee of the placement and a
qUIck transfer of the funds receIved by the Issuer At present, the quota IS 1% of the amount of
the auctIon placement for banks and 0 3% for Investment compames

It must be taken Into account that the funds are reserved on the cleanng system accounts
beforehand, 1 e, before the auctIon ThIs IS a strIct observance of the prmciple of delIvery
agaInst paYment It means that the costs of the dealers connected WIth the dIverSIOn of funds
also play an Important part and, naturally, affect the pnce ofborroWIng

Systems WIthout prepayment are much more nsky and fraught WIth more expenses that the
system that IS used In St Petersburg ThIs IS because the buyer receIves the papers for
ownershIp not on the day of the placement but WIth a delay whIch may sometImes be qUIte
conSIderable In a number of systems thIs delay may be one or two days However, for the
present-day market thIs qUIte a long penod of tIme that causes lost profits for the dealers In
St Petersburg the clearIng system for dealers transfers funds to secondary tradIng or to an
auctIon the same day

Dunng an auctIOn It IS Important to ensure Just condItIons for all partICIpants Any SUspIcIon
concermng the correctness of the procedure of establIshIng the c pnce may affect the SIze of
the demand for newly-placed Issues In our system of auctIon procedure control mformatIOn IS
dlstnbuted among all the tradIng systems (exchanges, the general agent and the Issuer) ThIs
proVIdes Just and equal condItIons for all partICIpants

Not only the Issuer's need In funds IS an Important factor of the pnce formatIon The Issuer
shapes ItS finanCIal polIcy proceedIng from the market SItuatIon and market forecasts That IS
why such an Important role IS played by the chOIce of the general agent and the
commumcatIOns support It renders to the Issuer, prOVIdIng InformatIon on the market SItuatIon
and ItS development prognoses

In St Petersburg there are both an InItIal market In the form of auctIOns and a secondary market
whIch IS one of the most actIve ones In RUSSIa TradIng transactIons on St Petersburg and
Orenburg bonds take place twIce a day, the total tIme of a seSSIon of 2 5 hours and by the SIze
of therr return they are the first among all bonds of the RF admImstrative umts, excludmg,
naturally, GKO and OFZ

The mam nsks connected WIth the work on the secondary market are operatIonal nsks, 1 e , the
nsks of the banks whIch servIce the cleanng, as well as the nsks of the counterparts of the deal
The use of a clearIng system and the dIstnbutIon of control among credIt nsks, as well as an
observatIOn of the pnnclple of" delIvery agaInst payment" among the cleanng system and the
tradIng scheme allowed to create such a system whIch actually elImmates the nsks of the
counterpart and the cleanng banks
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The tradmg and cleanng systems that are used ensure an efficIent management of the secuntles
portfolIo at a mInImum cost The tradmg IS done through an electrornc system and the dealer
has a chance to promptly respond to any changes In the market sItuatlon and to partICIpate In
the tradmg from hIs office, thIs helps to evaluate the changes m the sItuatlon more effectIvely
and makes It easIer to process clIent requests

Inadequate commurncatIOn IS one of the mam obstacles m formmg a secondary retaIl market A
lack of relIable mformatIOn on the market causes addItIOnal dIfficultIes m managmg the
secuntles portfolIo Both dealers and therr clIents must be able to analyze the portfolIo and
market dynamIcs and perspectIves ThIs IS necessary for the formatIOn of a correct Investment
strategy meetmg a firm's reqUIrements The nsk of a portfolIo's uncertamty for the mvestor
and the nsk ofmakmg a wrong mvestment deCISIon IS the same as the nsk of a secunty and as
all the other nsks connected WIth mvestment, all ofwhIch Influence demand and the premIums
that are Included In the yIeld

The clIents should also be able to keep track of the number of transactlons the dealers make on
therr behalf BeSIdes thIs mformatIOn about the market, mformatIOn allowmg to morntor credIt
nsks of a gIven Issue should also be avaIlable That IS why our company, as the general agent,
offers extenSIve commurncatIOns support to the market Our announcements are publIshed by
all major mformatIOn agenCIes, such as Reuters, Bloomberg, etc BeSIdes, we dIstnbute,
through electrornc networks, our own mformatIOn bulletInS for all dealers and Interested
persons, thus provldmg commumcatlons support to the secondary market

The secondary market IS as Important to the Issuer as to any market partlcIpant, smce a hIgh
lIqUIdIty of the secondary market makes the Issue more attractlve and also allows to manage
the debt portfolIo by regulatIng the flow of funds transferred to the budget

AddItIOnal placement enables the Issuer to promptly raIse add1tIOnal funds at a rate that IS
hIgher than the auctIOn rate Pnor redemptlon also allows the Issuer to reduce expenses for
seTVlcmg the debt The example of 8t Petersburg Government bonds shows that dunng the
first eIght months of 1997 the actIve pOSItIon of the Issuer on the secondary market allowed to
reduce the cost of ItS borrowed resources on the average by 40% of the Inltlal auctIon
placement pnce

In the end I would lIke to saw a few words about what Orenburg managed to achIeve as a result
of plaCIng Its papers on the 8t Petersburg market The first auctlon of Orenburg papers was
held on Apnl 3, 1997 At one of the first auctIOns the Issuer delIberately offered the market
partlclpants a hIgher rate of return (roughly 4-5 mterest pomts of the current rate of retum of
the 8t Petersburg bond market) only to attract Investors to the first auction of Its papers

Dunng the past 5 months the rate of return has stabIlIzed at a level of +1+1 5% In regard to
8t Petersburg papers Today the Orenburg loan IS the thIrd after 8t Petersburg and Moscow,
however, It IS conSIderably ahead the Moscow and all other loans In regard to ItS secondary
market YIeld

Dunng the past 5 moths the AdmIrnstratIon of Orenburg Oblast has placed OGKO (oblast
government short-tenn bonds), mcludmg today's auctlon, at a total sum of 700 bIllIon rubles
(nommal value) The term of CIrculatIOn IS two years ThIs seems to be the most long-tenn
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paper after St Petersburg papers The maxImum volume of secondary tradIng amounted to 23
bIllIon rubles

We may say that the scheme that we used for bnngIng the Orenburg Oblast bonds to the all
RUSSIan market can be successfully used by any Issuer and by any admImstratlve urnt of the
RUSSIan FederatIon

QUESTION Who represents the mterests of the Issuer on the day of the Imtlal auctIOn? Is It
only the general agent?

KRUPKIN No, the Issuer Itself

QUESTION (CONTINUATION) Do you get m touch WIth the Issuer m Orenburg or the
Issuers comes to St Peteresburg?

KRUPKIN Yes, all deCIsIons concermng the pnce and all the parameters of the secondary
tradmg are made by the Issuer

QUESTION It was announced that St Petersburg has drrected part of ItS receIpts from placmg
eurobonds for the reductIon of the SIze of the MKO market To what extent was the market
reduced and how dId thIs mfluence the speed of servIces?

KRUPKIN Yes, there was such mfonnation about restructurmg But the latest auctIOn of
St Petersburg papers, whIch was held Just a few days ago and whose volume was 120 bIllIon,
shows that thIs IS not exactly so
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MUnIcipal Loans Insurance

Robert ManukIan, Institute for Independent Appraisal and Audit

I wIll first say a few words about the thIngs that do not yet eXIst on our market But It IS
deSIrable for them to be there As we know, certam polItIcal events have taken place m RUSSIa
governor electIons whIch made the regIons more or less polItIcally mdependent of the center
But thIs polItIcal mdependence must be backed by some kmd of econOmIC mdependence

Smce It IS not allowed to Issue promISSOry notes, we should expect a very actIve Inltial
placement of mUnICIpal bonds And m thIs connectIOn we belIeve that the foundatIOn of an
agency for Insunng mumcipal bonds In the RUSSIan FederatIOn IS a strategIc task the
fulfillment ofwhIch WIll help stabIlIze the secuntIes market

The Insurance of mumclpal bonds as a stock market servIce has appeared qUIte recently The
first tIme the need for thIs kmd of msurance appeared when the munICIpalItIes, say of New
York or Cleveland, were unable to fulfill theIr oblIgatIons In thIs SItuatIon It was only natural
that Investors demanded a new "protectIve coatIng" for therr mvestment Thus appeared an
agency WIth a very hIgh ratmg that offered ItS msurance servIces, and thIs solved the Issue of
credit nsk whIch happens qUIte often and especIally In those cases when a mumcipalIty IS
hardly known or IS not expenenced enough In secuntles placement

As for msurance, I would lIke to speak about the qualItIes of munICIpal papers These are
secunty, ratmg force, lIqUIdity, Yield and the fact that msured bonds are always WIthIn the field
of VIew of the msurance agency The msurance agency also momtors these papers and for
Investors thIs means an appearance of a new market partICIpant concerned about theIr
Investment

In prmclple, the concept of such an agency already eXIsts, It has already been accepted and
approved, on the whole, by regulatmg bodies QUIte soon a deCISIon Will be made to form such
an agency m the RUSSIan FederatIOn

QUESTION What InItIal capItal you would need to start such an agency?

MANUKIAN The InItIal capItal should be qUIte large, but I must say that the appearance of
such an agency depends a lot on polItIcal deCISIons ThIs IS a macroeconomIc Issue and It really
depend on many polItIcal deCISIons

QUESTION From what you have SaId I understood that the agency you were descnbmg IS
much lIke an InSurance corporatIon In the Umted States that Insures mumCIpal bonds It Insures
60% of all mumcipal bond Issues and thIs compnses qUIte a large sum TIns company has
acqUIred a conSIderable amount of capItal, has receIved a 3A ratmg from Moods and IS now
asSIgmng Its ratmgs to mumcipalItIes that Issue bonds, thIs allows them to decrease the nsk of
non-payments both of the pnncipal and the YIeld I realIze that polItIcs do play a certaIn part
here, but at some pomt capItalIzatIOn becomes qUIte Important

MANUKIAN CapItalIzatIOn IS very Important, but It IS also Important who IS the founder of
such an agency For RUSSIa thIs IS very Important SInce thIs agency wIll ObVIously have
macroeconOmIC SIgnIficance
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QUESTION (CONTINUATION) When you speak about foundIng such an agency, do you
thmk It wIll receIve a US ratmg or you thmk that It Will receIve a RussIan credIt ratmg whIch
Will also be accepted m the West?

MANUKIAN ThIs organIzation can, of course, receIve a ratmg from US agenCIes But, at
the same tIme, m the case of normal capItalIzatIon or m the case If It IS establIshed by qUIte
weIghty founders, It WIll not be necessary to obtam such a ratmg
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MUnIcipal Bonds and Their Role In PortfolIo FormatIon

KonstantIn Svyatnyl, Russian Credit, a commercial bank

My role here today IS probably the most dIfficult of all to summanze everythmg that has been
said In a way I am on the other sIde of the bamcade, because figuratively speakIng, you are
the sellers and we are the buyers Weare the ones who mvest m your papers and, to a certain
degree, It depends on us whether an mvestor wIll purchase your papers or not, and this, m turn,
depends on how we present these papers

In the begmmng I would hke to speak about the development dynamICs ofmUnicIpal bonds
m mvestment portfolIOS m our country Local admnnstratlOn Issue bonds basIcally for
financmg the budget defiCIt and also for covenng vanous cash gaps

And, accordmgly, the SIze and the rate of return of a loan depends on how qUIckly and how
much money has to be raIsed At the time there already eXIsted qUIte an advanced and well
developed structure of federal loans WIth a very lugh, practically 100% hqUIdity It IS not
surpnsmg that m these conmtlOns the first Issues ofmumcipal secuntIes were placed at a Yield
rate conSIderably exceedmg that of GKO

But even this crrcumstance faIled to create a mass demand on the part of mvestors for these
new finanCIal mstruments The first operators of mUIllcipal markets were local reglOnal banks
whose financIal flows were concentrated m the given region and for whom, for one reason or
another, It was qUite dIfficult to mvest m GKO

The Issuers tned to lnmt the access of bIg Moscow banks to mUIllcipal markets, assummg that
bIg Moscow capItal would somehow harm them and that the banks wIll not only mvest m therr
papers but Will start dIctating some kmd ofterms But m time all tins has, ofcourse, changed

At the same tIme, Moscow banks were not that eager to begm operatlng on these markets,
because the GKO market was gIvmg them a chance to fonn qUIte decent portfohos, both m
regard to SIZe, tIme-frame and Yield Such a SItuatIon had swted Moscow banks for qUIte a
long penod oftIme

However, the credIt history of loans left much to be desrred, and banks mvested m mumcipal
papers mostly at the cost of theIr nsk mvestment funds or vanous venture funds, mother
words, at the cost of funds the bank could nsk and not loose bank hqwdIty In the case of therr
loss

But tlme passed and the attItude of mvestors to regional obhgatIon changed for a number of
reasons Frrst, the first Issues were successfully redeemed ThIs Immemately decreased the
spread between a given reglOnal loan and a GKO loan With a sImllar tenn Second, the SIze of
the loans mcreased, as well as theIr temporary structure Now an mvestor could come to the
market and, Without takmg away money from this market, form portfohos for any term of
papers of one Issuer And, accordmgly, the hqUIdity of the loan also grew

As the amount ofborrowmg mcreased, the finanCIal appetite of the Issuers grew as well Also,
the range of loan market-makers became broader, smce the local finanCIal structures failed to
satIsfy the growmg needs to a full extent
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Another Important and, probably, mam reason why the RussIan banks had entered the
mumcipal markets was the drastIC declme m the YIeld of federal loans and the mass appearance
of on the market of federal loans of nonreSIdent mvestors In these condItIons many RUSSIan
banks could not belIeve that the Yield of federal loans would drop so sharply These banks
could not catch up With the market and began searchIng for such Instruments that would allow
them to form portfolIos as hqUld and profitable as GKO

Thus, regIonal papers became If not a full, then at least an adequate replacement of
government secunties and made It possIble, for some time, to form qUlte profitable portfolIos
A correct management of these portfolIos made It possIble to reach a profitabIlIty that
exceeded that of federal bond portfolIos by 50% PreCIsely from that moment, 1 e , m the course
of 1996, murucipal bonds became an mtegral part of an mvestment portfolIo and were able, to a
certam degree, to mfluence the general return of mvestment mto the bond market

At that time there appeared a qUlte stable group ofmvestors onented toward receIVIng mterest
profits on murucipal bond markets A new stage m the lIfe ofmumcipalloans began m 1997
the sharp drop of GKO Yield had resulted m an excess demand for mumcipal bonds by
RUSSIan mvestors I am referrmg to the expenence of our bank, m other words, to our analySIS
of the clIents' penetratIOn of certam markets and of the dynamICS of therr portfolIos, that IS
why some of our estimations may anse dIsputes

The pace at wmch chent portfolIos grew on regIOnal markets turned out to be much hIgher,
sometImes by dozens of tImes, than that of the GKO market The Yield spread had reached a
mmImum One had to deCIde m what to mvest m murucipal papers or m a federal loan And
the last stone In the foundatIOn of the mumcipal borrowmg market was the fact that the leadIng
RUSSIan regIOns were granted mternatIOnal credIt ratmgs, many of whIch corresponded to the
credIt ratmg of the state From that moment mvestors became more mterested ill the actual
presence of a Yield spread than m Its SIze

Investors no longer fear non-repayment at least m regard to loans WIth a long credIt mstory
However tills IS stIll pOSSIble and everyone must remember what had happened m NovosIbrrsk
Oblast when there was not even a non-repayment but merely a delay of payment We all
remember how thIs affected the local admmIstratIon

Today we may say that mumcipal markets are qUlte dynamIC and lIqUld A certam group of
mvestor has dIsplayed an mterest, apart from an mterest m the papers of a certam regIOn, m
long-term cooperatIOn WIth the adrn.mIstranon of the regIon m other commerCIal programs, or
SImply ill long-term credItmg, whIch to a certam degree can replace the Issue of a regional
loan

Now I wIll say a few words about the range of mvestors that come to the market It IS qUlte
broad from mdividuais to major RUSSIan and mternatIonal banks They can be dIVIded mto
three stable groups speculators, mvestors and all the rest whIch are illlxed Accordmgly, these
groups have dIfferent mvestment motivatIons Adventurous people mvest m munICIpal
markets WIthout waItmg for an mfrastructure and repayment guarantees They were the ones to
take the greatest nsk, but m most cases It was Justified by the hIgh Yield oftherr portfolIos
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Investors followmg a more conservatIve polIcy came to market much later, but unlIke the first
group they were there to stay They have made all necessary calculatIOns and are countmg on
receIvmg the most the market can give them m the current sItuatIon And though other
opmIOns were expressed here, I belIeve that there has not yet been a massIve InflOW of non
resIdent mvestors to the mumcipal bond market ThIs IS due to a number of reasons of wmch I
WIll speak later

Investors that come to the market WIth large funds become mterested m a regIOnhssuer A lot
was SaId here about the openness of mfonnatlOn They spend tIme, sometImes several months,
studYIng the Issuer's budget and Its spendmg Such mvestors pay a lot of attentIOn to where
funds raIsed by the Issuer are channeled, and sometImes even act as consultants of certam
projects And tills tendency IS becommg more eVIdent If a large mvestor mvests m a regIOn It
tnes, to a certam degree, to help It Implement those programs for wInch the money was raIsed
m the first place Or such an mvestor IS merely mterested m the sources for covermg loans

Non-resIdent mvestors have a speCIal approach to mumcipal papers Schemes whIch eXIst on
the GKO market, 1 e , the use of "c" accounts, are not applIed to mumcipal markets smce
tills IS not speCIfied by the legIslatIOn BeSIdes, foreIgn mvestors operate Withm lImIts
establIshed for each gIven region And tills lImIt dIrectly depends on the SIze of mvestment nsk
m a gIven region And here the most mterestmg part begms determImng tlus nsk

We have a non-resIdent clIent wInch was plannmg to mvest m one of the mumcipal paper
markets The first tillng tills clIent dId was to analyze the budgets of the regions and the reports
on how these budgets were spent After that the tradIng system was studIed

The next questIon was the clearmg system The chent asked to arrange a meetIng WIth the
management of the depOSItOry and other slIDllar structures Smce personal contacts are very
Important for non-resIdent mvestors, the eXIstmg multItude of structures participatmg m the
CIrculatIon of mumcipal papers cannot be regarded as a motIvatIon for non-resIdent
parhcIpatlOn

That IS why you should try, IfpossIble, to use the already eXIstmg structures ThIs wIll not only
hasten the appearance ofnon-resIdent mvestors, but WIll allow to borrow more and cheaper and
also use the already eXIstmg mechamsms WIthout havmg to mvent a bIcycle

So far we can state that the mazn non-resIdent Investors on the mUniCIpal bond market are
banks ofthe CIS and BaltIC countries, In other words Investorsfrom the "near abroad"

IndIVIdual mvestors also find regIonal loans qUIte attractIve For these the Yield of the papers
of some Issuers may be lugher than that of bank depOSits, the mam thmg here IS the rate of
return and the speed at wInch the money oftlus particular mvestor reach the region

Durmg the mceptlon of the RUSSIan capItal market transfers on the temtory of RUSSia took
qUIte a long tune to some regions money would get m only two or three days and to some
even m five days, willch was a whole week At present, due to the development of an
mfrastructure, thIs tIme has been reduced to practIcally one day

69



The only obstacle on the way of mvestors and mdlvlduals IS the nummal volume of
mvestment wmch IS establIshed by the dealer bank, agent bank or the general manager and
whlch depends on theIr presence on the market and therr mvestor polICIes

If a bank has qUIte a broad chent base It IS able to orgamze mternal cleanng and thIs way
transfer mvestor funds the same day

Of course, all mvestors are mterested m a loan's rehablhty and rate of return Any analySIS of
these mdlcators 15 qUIte complIcated and questionable And It 15 most unlIkely that the results
Will give a true pIcture the SItuatIon

There are many methods of assessmg the nsk of mvestment m a region Fmanclal mst1tutlOns
try to deSIgn theIr own cntena and these are mostly those mstItutIons that operate on these
markets Many of these even publIsh therr own ratmgs wInch are, undoubtedly, subJective,
smce these ratmgs are usually done by actIve partICIpants m these markets That 15 why most
of the mvestors are compelled to use whatever mfonnatIon IS aVaIlable

At the same time, the IS hardly any aVailable mfonnatIon about the regIOn, m fact It IS non
eXIstent A lack of znformatzon transparency does not make a loan more attractzve and,
accordmgly, reduces zts lzquzdzty and mcreases return

Large structures a.l'ld theIr clIents find --fuemselves m a better pOSItion, smce thanks to our
contacts we can often obtam certaIn documentatIOn and hand over sometlung to our chents
All the rest mostly use avaIlable mfonnatlon commg from news agenCIes, teleVISIon, radIO and
other medIa

At present the mternatlOnal credit ratmg of the regIOns 15 the mam rehablhty cntenon Such
mfonnatIon IS still new and has not yet been fully understood by the market operators But If
there IS a ratmg, tIns IS the first SIgn that an mvestment can be made Next mvestorslook at the
SIze of the loan, the dynamICS of Its YIeld, tenn or repayment and other charactenstlcs On the
basIS of tIns mfonnatIon mumcipal loans can be conditIonally grouped along the pnnclples
which eXIsts on the stock market These are, m a way the "blue chzps" of the market of
munzczpalpapers

I would also mclude m this category the St Petersburg loan and the RKO (regional short-tenn
bonds) of the RepublIc of Tatarstan These are loans With a long mstory, WIth qUIte a large
volume and mgh relIabIlIty And also the Moscow loan It 15 stIll m progress and ItS first Issue
was repaid Just recently Tills loan has qUIte large mvestors and a set structure of a secondary
market

I would also mclude Orenburg and Moscow Oblast papers m the blue clnp category These are
the 50-called •• second echelon loans" These loans have been on the market for qUite a long
tune and, for a number of reasons, have a closed structure and lImIted mvestment pOSSIbIlItIes
Among these are the loans of Irkutsk, Novoslbrrsk, Sakha (YakutIa) and a number of others
These are closed loans and theIr tradmg systems are less acceSSIble to Moscow mvestors

We momtor the market SItuatIOn and know or at least try to know wInch adnumstratIOn IS
planmng to place ItS bond m the nearest future On the basIS of our VIew ofthe prospects of the
region we can Judge how popular this loan Will be among mvestors Such potentIally
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perspectIve loans are, In our OpiIDOn, the loans of Saratov, Lipetsk, Rostov and
Lenmgradskaya Oblast

I would lIke to speak separately about the so-called "VIllage bonds" wInch have been
mentIoned here qUIte often My attItude toward these bonds IS twofold On the one hand, therr
YIeld IS qUIte hIgh and It IS most lIkely that these loans wIll become the "engIne" of mumcipal
loans In RUSSIa On the other hand, the YIeld whIch a RUSSIan Investor can receIve on these
bonds IS much lower than that receIved by a non-resIdent Investor

The reason for thIs IS that the mam mcome on these bonds IS receIved at the cost of the
dtscount The coupon of these papers IS not large only 10% annually, wluch IS 85% WIth tax,
If thIs IS In hard currency It IS stIll less close to 3-4% proceedIng from the current ruble
devaluatIon rate The dISCOunt revenue of these papers It taxed for RUSSIan Investors on the
basIS of the profit tax rate ThIs IS 43% for banks In Moscow And that IS why the YIeld of
these bonds becomes practIcally half as much

At the same tIme non-reSIdents that are regIstered In VarIOUS off-shore zones have a chance to
aVOId thIs tax BeSIdes, these papers are of a clearly Investment nature and they practIcally lack
a secondary market, and the eXIstIng large number of reglOnslissuers IS qUIte confuslllg for the
regular mvestor

The dynamICS of the "VIllage bonds" market are qUIte Interestmg At first the M1ll1stry of
Fmance had set ngid terms on the pnce rate of the 1ll1tIal placement both the pnce and term of
placement were the same for all regIOns As a result, Investors lost mterest In many regIOns of
the country

That IS why the polIcy of the ImtIal placement pnce formatIOn was reVIsed, becommg more
lIberal And even after tlus Investors remaIned qUIte cautIOUS And only now, due to a decrease
of GKO YIeld, the "VIllage bond" market IS on the nse, and non-reSIdents are the first to come
and earn a maxnnum profit

Moscow mvestors have qUIte a sUbjectIve VIew of regIOnal mumcipalloans The reason for tlus
IS the large dIstance between Moscow and all the regIonal markets Because of thIs there IS
always a certam tIme lag between the moment when an Investment deCISIon on a paper IS
made and when tIns paper IS actually purchased

QUESTION Please CIte the placement pnces of certalllissuers of"VIllage bonds"

SVYATYI For example, In many regIons 3-year bonds With a coupon rate of 10% were
placed at a pnce ranglllg from 63 to 88% ofthe normnal value

71



Alexander Yermak, Skate-Press

I must mfonn you that these ratmgs are our own evaluanons and not the ultunate truth

I work at Skate Agency and though we mIght not be known that well on the RUSSIan market,
we are known on the western, smce almost 70% of our products are publIshed m EnglIsh for
western compames Our agency appeared m 1992 and IS still m operatIon The landmarks of
our actIvIty are the creatIOn of the first mdex back m 1992 or 1993 and the development of a
method for calculatmg MIBOR and MIBID rates

Startlng from 1994 we have been supplymg mformatIOn for calculating the mdex m RussIa
We have our own mdex famIly wmch can be charactenzed as the RussIan stock market mdIces
wInch are successfully used by western compames

We were, probably the first to start keepmg track of currency loan bonds for wInch we have
created a system ofmdices We momtor mformatIon on regIOnal loans and when you say that
there IS no such mformatIOn or It IS unavaIlable that IS not so, smce part of the mformanon IS
aVallable free-of-charge on our Internet server, and part IS sent out through e-maIl on a dally
basIS ThIs mformatIOn IS also aVaIlable at the Bloomberg system
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THE ROLE OF MUNICIPAL LOANS IN FUNDING
THE SOCIAL INFRASTRUCTURE
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The Development of MUnICIpal Bond Markets
Loans Intended for the Development of a City Infrastructure

Alexander KopeIkm, InstItute for Urban EconomIcs

The subject of my presentatIOn IS the role of mUnicIpal bonds zn the development of a
reglOnal znfrastructure

I represent the InstItute for Urban EconomICS wlnch IS qUIte small Our staff IS made up of
close to 50 people and our work has become possIble thanks to fundIng provIded by the Umted
States Agency for InternatIOnal Development for the CooperatIon m RUSSIa's Housmg Reform
program

The reform of the housmg sector m RUSSIa IS a vast and complIcated field of actIVIty In our
work we concentrate on the followmg key areas the fundmg of hOUSIng constructIOn,
mortgages on houses purchased by mdiVIduals (1 e, grantmg loans to IndIVIduals for the
purchase of a new hOUSIng), the creatIon of the InstItutIons of the secondary mortgage credIt
market and, In partIcular, the so-called Mortgage CredItmg Agency ofRussIa

BeSIdes, we also deal WIth condomlIDums, whIch are partnersrups of house-owners, and With
the tarIff reform of SubSIdIes and housmg mamtenance tenders Weare mterested In mumcipal
bonds because It IS not enough to just buIld a house, It must supplIed With water, heat and
electrICIty And the Issue of mumcIpal bonds for fundIng such projects IS qUIte common
abroad

That IS why we are so much Interested m the Issue of Infrastructure fundIng We work as
researchers/desIgners and a JOInt Russian-Amencan team IS studymg the SItuatIon throughout
RUSSIa We provIde general conclUSIons and try to dIssemmate our recommendatIons on a non
profit basIS AlexeI NOVIkov IS the head ofthe project on Infrastructure development, he IS the
one who spoke yesterday about ratIng agencIes

SpeakIng about ratmg agencIes, we perfectly well understand that If some InstItute for Urban
EconomICS whom no one ever heard of starts asSIgmng an EEE ratIng to bonds tlus Will mean
nothIng That IS why we carefully study the finanCIal documents and the polItIcal SItuatIOn m a
regIOn or CIty before preparmg a report Our goal IS to conduct a profeSSIOnal analysIs of a
regIOn's or CIty'S credIt standIng m connectIOn With the Issue ofcertam debt oblIgatIons

When I spoke about our work I mentIOned mortgagmg and the Mortgage CredItIng Agency To
thIs end I would lIke to make two comments The first concerns our attItude toward housmg
loans and other targeted loans (telephone loans, commodIty loans, etc) It IS my personal
0plIDon that If a housmg loan works and as a result a house IS bUIlt and people are prOVIded
WIth apartments - that IS excellent But what IS a housmg loan? It IS a loan wruch IS expressed
m square meters of floor area

And here we observe a small contradIctIon There IS the pnce of money on the market, the
processes that take place With money on the market and there are the processes that take place
on the housmg market And the two curves reflectmg the dynamICS ofthese processes (the cost
ofone square meter and the cost ofmoney) may not comcIde, and most tImes they do not
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That IS why the attempt to use a non-financIal mstrument (housmg bonds) on the fmanclal
market IS theoretically wrong If It works, that IS fine But It would be better to do a different
thIng I, as an mvestor, mvest my money so as to retaIn It and receIve a YIeld For thIs I wIll
use some relIable and hIghly profitable mstrument, regardless of the purpose for wluch thIs
money Will be used I SImply want to get the money and then buy an apartment I do not want
to take the nsk connected With the process of bUlldmg the house Let the bUllders take thIs
nsk and they w111 be the ones responSIble for the qUalIty and the locatIon of what they have
bUllt I, as an mvestor, do not want to be mvolved In thJ.s process I Will come later and buy that
apartment If I lIke It And If I do not lIke It I WIll not buy It

It IS a dIfferent SItuatIon when I do not have enough money to pay for an apartment at once
That IS why I would prefer to do It the old way, 1 e buy a cooperatIve apartment by makIng a
down payment and then paYIng out the rema1lllllg arnoWlt In mstallments In the course of a
certam penod of time, the longer the better

We thInk that such a model must become the predommatIng one for bUYIng housmg What do
secunties have to do wIth all thIs? Only "long" borrowed money can make the process of
credItmg mdividuals technologIcally adequate and lughly relIable And tlus borrowed money
can be raised through ISSumg long-term mortgage secuntIes

Long-term mortgage secuntIes may be Issued In close cooperation With oblast admmIstranons
ThIs should not necessanly be done on a federal level (although there must be a vast market
that would allow to "reach out" to all parts of the country) Ad.m1mstratIons of large regions
can cooperate WIth mortgage credItmg agenCIes m the Issue of long-term mortgage papers
directed, In the end, toward expandIng the populatIon's solvent demand for housmg

Let us return to the questIOn of fundzng the development of an znfrastructure I thmk that
"socIal Infrastructure" mcludes everythJ.ng and not only day-care centers, hospItals and
recreatIOn faCIlIties I thmk It should also mclude roads, bndges and aIrports Generally
speakmg we, the voters, by votIng for the CIty or oblast authontIes have entrusted them With
solVIng our publIc problems We dId not ask them to buIld a factory for producmg Smckers
bars (thIs should be a pnvate venture and all nsks should be taken by pnvate busmesses) We,
the voters, would lIke the authonties of the regIOns or mumcipalItIes to deal With our problems

Of course, buI1dmg factones prOVIdes new Jobs It IS only natural for an admffilstratIon to be
mterested In mdustnal development However, from my pomt ofV1ew, the mvestment clnnate
should be mfluenced mdIrectly through the development of an Infrastructure and an
Improvement of the tax and polItIcal clImate

I am ready to speak about Issues connected With a CIty or regional mfrastructure For example,
the questIon of Installmg a gas servIce m a regIOn ThIs IS, to some degree, WIthJ.n our
competence

But let us first concentrate on such CIty projects as water, heat or energy supply Mr NOVlkov
spoke yesterday about the SIgnIficance of such projects On the average, 50% of a CIty'S
budget IS spent on SUbsidIzmg publIc utIlIties, mostly heatIng RIght now a lot IS bemg SaId
about the reform of the utIlIties seTVlce, wluch has boIled down to a mere mcrease oftanffs
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I absolutely dIsagree wIth the opimon that the mam goal here IS to mcrease tanffs If thIs
branch IS not restructured, all tanff mcreases will be pomtless I can give a sImple example An
unpleasant mCIdent took place m Rostov-on-Don the local medical msurance fund had spent
all ItS money and was unable to pay for heatmg for the hospItal They mstalled a heatmg meter
at the hospItal's entrance and It turned out that they had been paYIng for eight tImes more heat
than the hospItal was actually usmg

That IS why, from my pomt of VIew, the utIhtles refOlTIl should not only mean an mcrease of
tanffs TIns requITes senous restructunng dIrected toward mcreasmg effiCiency m thIs branch

Let us now return to an analysIs of borrowed means I Will begm With taxes - they are
"scattered" m tIme The constructIOn of City mfrastructure facdIt1es reqUITes a large amount of
money Tlns money should not necessanly be borrowed, It can be saved One of the optIons IS
to do nothIng - Just WaIt untIl everythmg collapses pIpes corrode, compressor statIOns
ddapidate, etc

The other optIOn IS to save money But I must stress that money cannot Just be saved It must
be managed, whIch means that an mvestment portfolIo should be profeSSIOnally fonned for the
purpose of denvmg relevant revenue

There IS also a tlnrd optIOn borrowmg money Money can be borrowed from vanous sources
Here, m RUSSIa, It IS very popular to borrow from the World Bank

At present It IS equally popular to enter the eurobond market Not by chance have the preVIOUS
presenters mentIoned the question of currency nsks Accordmg to our estnnatIOns for the past
five years, currency credits at the estabhshed rates were much less profitable than ruble credIts
because of the exchange rate vanance I would lIke to remmd you that currency borrowmg IS
not a panacea When borrowmg, currency nsks must be considered very carefully, otherwIse
the SItuatIon may get out ofhand

It IS common practIce for the local authontIes to Issue bonds guaranteed by the CIty'S budget
they ask for money but refuse to tell for what It WIll be spent

I wdl give you an example wlnch I belIeve IS a ClasSIC It IS about the reconstructIOn of the
water-supply pipeime m the town of Ruzayevka The project was deSIgned by utIlItIes
engmeers, constructlon engineers We were the consultants It was calculated that the annual
loss of water m thIs town caused by pIpe roughness exceeded 2 bdlIon rubles The pIpe-lIne
system was not bIg and the cost of reconstructmg It was qUIte comparable With thIs amount of
money Accordmg to the workmg group estImatIOns, the recoupment of the project (even If the
funds were granted at a 20% annual mterest m hard currency and Without any tax exemptIOns)
would take not more than one-and-a-halfyears But such projects are rare

The essence ofproject bonds IS that they are Issued for a speCIfic project The Issuer promIses
the mvestor to return the money from the receIpts of a speCIfic given project There are not
many such projects m the sphere of the mfrastructure But they have to be searched for We
have already pm-pomted such areas The mam one among these IS the gas-supply sel"Vlce
wlnch prOmIses, from our pomt of VIew, the qUIckest return Unfortunately, mvestors are not
yet ready to make long-term mvestment TradItIonally and ill accordance WIth common sense
funds for such projects should be raIsed for a long term
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WInle there IS no "long" money, there are speclfic hIghly-effectIve projects requmng "short"
money The ImplementatIOn of such projects needs a mIxed workmg group consIstmg of good
engmeers aware of modem technologIes and good utIhtIes engmeers In a word, what IS
needed are profeSSIOnals who can make good use of the rIDsed funds

We beheve that fundmg capItal mvestment m a CIty'S engmeenng mfrastructure IS, m a
number ofcases, economIcally expedIent and mime WIth the pnnciple of socIal JustIce

Recently, there has been a reVIval on the mumcipal bond market Several years ago no one
even consIdered the questIon of mUnicIpal bonds I predict that m the nearfuture there wzll be
a revzval ofthe project bond market

The ImplementatIOn of a number of mfrastructure projects IS connected WIth consIderable
economIzmg As a rule, all references to mternatIOnal expenence are a bIt rrntatmg, but thIs
expenence shows that on the whole the mfrastructure IS far from bemg a socIal burden It IS
hIghly-profitable, because water and heatmg are among human basIC neceSSItIes The flow of
payments for these servIces IS stable and ample Accordmg to varIOus estzmations, the return
on mvestment ofmfrastructurefaczlztzes reaches 60% annually

The useful effect of the development of the mfrastructure IS often of an mdrrect nature, mother
words, It IS revealed through an Improvement of the mvestment clImate, the appearance of
new mvestors, etc The phIlosophy of mvestmg mto an mfrastructure shows that mdrrect gam
IS qUIte substantIal

What else can be suggested m order to move the problem of project fundmg from deadlock?
Here IS an example from VladImIr Oblast The Idea IS qUIte SImple the fonnatIOn of an oblast
gas-supply fund

And thIs IS how thIs Idea can be Implemented let everyone chIp m for the constructIon of
one pIpelIne today and another one tomorrow Gas If very effectIve A shIft from boIler 011 to
gas allows to economIZe tremendous means, whIle the populatIOn's expenses for gas amount to
only 5% of the structure ofexpenses

Gas tariffs should be rIDsed a lIttle m order to be able to pay those people who have lent the
money We wIll Issue "gas" bonds whIch Will be a nonnal finanCial mstrument and therr Yield
Will be determIned by the degree of the mvestment nsk Our project Will be an mstallatIon of a
gas-supply serVIce And smce the mtemal structures and the current SItuatIon guarantee hIgh
receIpts, the relIabIlIty ofour bonds Will also be hIgh

And the second Idea whIch IS present here the securzty of clazm charges Weare trymg to
advertIse thIs Idea m regard to all utIlIty serVIces We have done qUIte a lot for developmg a
relevant legal framework, but the pomt IS that thIs area IS connected With ..hve money",
espeCIally when speakmg about payments commg from the populatIon The populatIOn pays
"hve money" WIthout any surrogates or arrears And we belIeve that the flow ofpayments can
serve as qUIte an effectIve borrowmg secunty

Mumcipalloans are not an end m Itself Naturally, we wIll always respond to the cheapest
offer But we Will definItely conSIder the alternatIve of ISSumg project mumcipal bonds among
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the other alternatIves Although, m my oplmon, we are not yet ready for purely project loans
Let us proceed along, so to say, two hnes of defense project loans but With a guarantee of
general coverage

The tIme has come to start analyzmg project bonds We concentrate on City problems Even
Without entenng the European market we must bear m mmd that there IS a number of channels
of mvestmg abroad Foreign mvestors feel satIsfied when a report on a City'S or regIOn's
credit stanamg IS preparea profeSSIOnallY, accordIng to therr rules

Thus, from our pomt of VIew fundmg capItal mvestment m the engmeermg structure IS
- ufJlumucally effectwe-and SOCIallyJust We assume that the market ofmIXed project bonds of

speCIfic projects wIll grow conSIderably and thIs WIll happen very soon Income project bonds
Will become an effectIve mstrument, smce these projects are lnghly profitable and pronuse bIg
money
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The PractIce of MUniCIpal FundIng of the Social Infrastructure In Russia

SergeI KarpukhoVIch, RENOVA-INVEST

I have the honor to represent RENOVA-INVEST whIch IS a financIal and mvestment company
and part of a large Russlan-Amencan holdmg The company IS known as RENOVA, whIle
RENOVA-INVEST IS a finanCIal and mvestment company whIch serves, pnmanly, the
mterests of corporatIons It also has a speCIal dIVISIon that works drrectly on the secuntles
market for four years now we have been workmg WIth regional admlllistratlOns asslstmg them
m arrangmg vanous loans where we sometImes act as a consultmg company and sometImes as
the general manager, etc

Our company has begun thIs work four years ago and all our projects differ drastICally from
what you know about, and thIs IS because It has been deCIded from the very start to Implement
projects accordmg to the Amencan scheme, the one that IS now accepted m the Umted States

The new loan whIch we deSIgned was a soclally-onented one It was placed m 1994 and was
called the Soczo-Economlc Development of Yaroslavl Dblast It was preceded by a large
amount of work because at the time loans were rare occurrences and many people dId not
understand for what purpose they were needed The most common loans were the so-called
arbltratzon loans when the adImmstratlOn, makmg use of the eXlstmg tax exemptIons (the
status of the papers at that time was governmental) borrowed money and resold It on the
market The small dIfference was somehow dIstrIbuted among the dealers and a small amount
was spent on somethmg There were also so-called commodIty and houszng loans

We deCIded to give the Yaroslavl Oblast admtmstratlon a pOSSIbIlIty to borrow money and
spend It on SOCIal needs At the tIme mflatIon was very hIgh, as was the rate of refinancmg As
a result, the pnce for money resources was very lugh and the longest term of borrowmg we
could afford was one year That IS why we chose those projects that could be completed WIthIn
one year and these were mostly mcomplete constructIon projects such as, mamly, VIllage
hOSpItalS, schools and day-care centers

ThIs loan IS mterestmg from many pomts of VIew It was the first to be prOVIded With strong
guarantees, and the nature of ItS benefits was also taken from western expenence The
guarantees of the loan were mcorporated m speCIfic Imes of the oblast budget A so-called
unexpected expenses fund was speCIally set up for servtcmg tlus loan BeSIdes, the oblast
admmIstratlOn backed the loans WIth those funds wluch It was supposed to collect m the course
of the second stage of pnvatlzatlon LIqUId umts of property were chosen from the oblast
regIster ofproperty to be sold In case the admlmstratIon would not be able to repay the loan

The money raIsed by Yaroslavl Oblast was dIVIded Into two parts 50% was spent on projects
and the other 50% was managed by our company( thIs money was Invested In government
secunnes)

Smce thIs was the first market expenence of Yaroslavl Oblast and It had no Idea about the
pnce of the debt we used qUite an mterestIng technIque for placmg the bonds These were
bearer document form bonds In other words, these were real papers With four coupons,
pnnted m England and sold m the followmg way
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Several Dutch auctIOns were held We delIberately overstated the profitabIlIty and as a result
mvestors, proceedmg from theIr expectatIOns and competmg Wlth each other, proposed pnces
startIng from the nommal value and up Thus, we managed to save qUlte a lot and despIte our
first not very lucky auctIOn placements, aU the papers were sold at a pnce of 101-102% of the
nommal value

Smce we dId not have much expenence m such work we hrred a large group ofwestem experts
to work on thIs project These people were pald by our compames and were experts from
Harvard, ColumbIa Umversity Busmess School, Cambndge and the RussIan Academy of
SCIences EconomIcs InstItute

ThIs project has shown that even m condItIOns of gaUopmg mflatIOn, when the state borrowed
money at a very illgh mterest, It was pOSSIble to Implement a socially-onented loan, collect the
money and spend It on speCIfic projects And our mvestors, I mean the populatIOn, who bought
our papers saw for themselves how the money was spent The loan was absolutely transparent
for the mvestors and thIS was one of our key pnnciples Tills meant that all the goals of the
loan were named, as were all the projects for willch It was Issued

BeSIdes, It was very mterestmg for us to make use of the umque SItuatIOn that eXIsted at the
tIme ofour loan m RUSSia It was the time ofthe second stage of pnvatIzatIOn, and we deSIgned
our bonds as a kmd of "oblast voucher" We had to overcome the resIstance of vanous
orgamzatIOns Our goal was to obtam the money as cheaply a pOSSIble, because It was spent on
SOCIal needs and, obVIously, the coverage was mostly from the oblast budget That IS why we
prOVided vanous benefits for mvestors that would motivate them to buy the bonds And the
bonds could be used m the course of pnvatIzatIon on the temtory of the oblast as a guarantee
They could also be used as a means ofpayment to the oblast budget And as you may recall, a
certam part of the proceeds from the sale ofpnvatIzed property went to the obalst budget

Practically all the Ideas of tills loan had worked out Smce tills project was qUlte well-known
and new for RUSSia and also because It mcluded a large group of senous experts, a lot was
wntten about It m the West m such pubhcatIOns as Reuters, Buszness News and Wall Street
Journal Many western speCIalIsts mterested m our work, came to see what we were domg
Other adm1ll1stratIons of the RUSSIan FederatIOn began mVItmg us to share expenence But we
found work m another state more mterestIng

Our next project was m a way SImIlar to our first one We conducted the first loan m the CIS,
not countmg RUSSIa ThIS tIme m Kazakhstan m Pavlodar Oblast and the loan was called
SOCIal Support ofthe Populatzon

TIns work was very mterestmg, because when we came to Kazakhstan It turned out that they
dId not have a smgle law mentIOnmg a secuntles market, they dId not have a COffim1SSIOn for
the secuntIes market, and they dId not have a concept of oblast or mumcipal property They
only had pnvate and state property They dId not even have vouchers In fact, they had nothIng
that could help orgamze a loan And that IS why It was mterestmg to deSIgn someth1ng specIal
that dId not eXIst there at the tIme

BeSIdes, thIs work brought us mto contact not only Wlth the oblast leadership but With the
country's top leadership We needed this contact so as to be able to convmce the Government
of Kazakhstan m the expedIency of such loans, and m the need to prOVide them Wlth a speCIal
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status and tax exemptIons We even had several meetmgs WIth the pnme-nnmster, and also
With the bank, the Mtmstry of Fmance, etc The loan was Issued and I must say that the Ideas
of a social loan were most accurately realIzed precisely m Kazakhstan

In Kazakhstan there were other guarantees of the return of the money, smce the budget there IS
stIll formed accordmg to another pnnclple all the money IS first channeled to the Russian
FederatIon and only afterwards It returns to the regIOns And each year each regIOn has a
dIfferent budget It IS clear that to borrow purely agamst the budget was very difficult But,
luclaly, the Elabastus coal basm IS located on the temtory of Pavlodar Oblast and at the time,
due to a lack of money, all tax payments of the mmmg enterpnses to the local budget were
made m coal

Therefore, the Pavlodar adrnlll1stratlon had accumulated a large amount of coal whIch we could
use as collateral m case we would not have enough money for repayment The loan was
mtended for the most urgent social projects
The Semlpalatmsk nuclear testing ground IS located not far from Pavlodar The situation there
With cancerous diseases, especially among chIldren, IS very bad That IS why the money we
raised was spent, m the first place, for publIc health and for a cancer center There was also an
Idea to allocate funds for supportIng the Gennan dtaspora m Kazakhstan The local Germans
were emlgratmg from Kazakhstan on a mass scale A certam amount of funds was allocated for
establIshIng a Gennan cultural autonomy and we placed much hopes on the actlvrty of German
banks But thIs activity turned out to be qUIte mSlgmficant

Almost 100% of the Pavlodar loan was placed For thIs a special show was orgaruzed m
Kazakhstan All projects for whIch the money had been mtended were either completed or
upgraded to the necessary level It became obVIOUS that such work could be successfully
completed m any state, regardless of the degree of ItS market relanons development

In our next project we sought the pOSSibilIty to Implement an mvestment loan whIch we did
for the admlnlstratzon of Vladzmzr Oblast Smce by that tIme the adm1ll1stratlve unrts of the
RUSSian Federation stIll had the nght to borrow cheap money on the market, enjoyed tax
pnVlleges and had a government status, the debts of the obalst adnnmstratlon were cheaper
than those of any corporatIon

The admlmstratlon held a contest of mvestment projects m whIch It deCIded to support Its
major commodIty producer and mam supplIer of export receipts the VladImrr Tractor Factory
The admimstratron, on Its own behalf, Issued a loan wmch was called Vladzmzr Tractor Loan
TIns loan was supposed to be non-deficIt WIthout any borrowmg from the oblast budget The
bonds were 2-year bearer papers m document form WIth coupons (WIth quarterly payments)
The admlnlstratlOn sold the bonds and handed over all the money to the VladrmIr Tractor
Factory whJ.ch prOVIded the adrrnmstratron WIth all necessary guarantees

Thus, the mvestors were prOVIded WIth a double guarantee the guarantee of the Vladtmir
budget and the guarantee of the VladImIr Tractor Factory All thIs was reflected, m great detaIl,
m the Issue prospectus whIch also speCIfied how the factory mtended to spend the money

At the same tIme we were contlnumg the credIt hIstory and were prepanng a new project
wmch was called the Envzronmental Loan of Yaroslavl Oblast ThIs IS our latest project
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wmch we lIke a lot, because we thInk that we have managed to combme m tlus project the
mvestment and SOCIal components

Smce Yaroslavl Oblast could no longer afford to SImply spend money from the budget for
SOCIal proJects, It became ObVIOUS that money should be returned as a result of certam
mvestment projects But we stIll wanted these projects to be soclally-onented and that IS why
we mcluded m the tender such a factor as ecology

Two projects were chosen One was a modennzatIon of a VarnIsh and pamt productlOn
technology used by a plant sItuated on the bank of the Volga RJ.ver It polluted the nver by
paint tmnner that It emItted WIth ItS waste water The project was supposed to mstall a new
technology for producmg water-soluble paints Tlns project promIsed a qillck commerCIal
return

The SIte of the second project was Lake Nera located near Rostov VelIkll, a small CIty m
YaroslavlOblast The lake IS a famous spot m RUSSIa The SItuatIon there IS on the verge of
dIsaster the lake IS bemg overcome WIth shmy sapropel, as a result of wlnch fish has
dIsappeared and the land adJOlmng the lake IS bemg flooded A group of entrepreneurs have
bU11t a factory for extractmg sapropel wlnch after processmg becomes an excellent nutrItIOUS
supplement used m the poultry mdustry and for other purposes as well Tms IS both an
mvestment and envIronmental proJect

These bonds matured In 2 years They were bearer bonds Issued m document form Tms was
espeCIally Important for us because these projects were mtended maInly for local mvestors, 1 e,
for those to whom the goals of such loans are closer and more transparent Tms proved to be
correct, a certam patrIotIC factor has worked here

BeSIdes, we belIeve that a paperless bond Issue IS extremely mconvement when workmg
WIth small and pYlvate mvestors The paper form has a lot of advantages In partIcular, when
the first secunties appear (before a normal secondary market IS organIzed) the unorgamzed
market functIons very easIly bearer papers SImply change hands

We are extremely satIsfied With the results oftlus work Three out of four of our projects are
practlcally completed There were no delays In coupon payments We have collected as much
money as we had planned We have financed all the projects we mtended to And the bonds
were repaId m tIme wmch IS, perhaps, what counts most

Our work attracted the attentlOn of speCIalIsts "broadly known In narrow CIrcles" BeSIdes, our
work has produced a number ofunexpected pOSItIve results For example, the VarnIsh and paInt
factory wInch was funded by means from the oblast loan had been stnvmg for qUIte a long
tIme for the French credIt lme As soon as the French SIde became aware of such a method of

--fundmg, It promptly deCIded to grant thIs plant a credIt Thls once agam shows the effect of
such loans If some corporatIon (factory) receIves such fundIng and accurately pays the
admlmstratlon, the "shadow" of the Issuer's credIt lnstory falls on the corporatIon wInch IS
ready to Issue ItS own debt oblIgatIOns

However, everythIng we do IS very dIfferent from what IS takIng place here on the market In
our analySIS of mumcipal loans we were very much asSIsted by InformatIon from the FCSM
momtonng group RUSSIan expenence IS qUIte umque because there are only three mam types

82



of loans m thIs country the so-called GKO-type loans, commochty loans (lIke telephone or
housmg) and arbItratIOn loans when the admnustratIOn snnply borrows money, espeCIally m
the case of tax pnvl1eges, and then resells It From our pomt of VIew all thIs IS not very
mterestmg and not always useful, espeCIally when It comes to solvmg a regIon's problems The
mam reason for tills IS the followmg

It IS obYloUS that notillng speCIal happens m the case of an arbItratIOn loan money IS Just
resold and thIs IS mterestmg for all the partIcIpants m the deal, mcludmg the mvestors who
have a chance to mvest theIr money and protect It from mflatlon and mIsuse by finanCIal
speculators ThIS also promotes the general development of the stock market

RegIonal GKO-type loans are, baSIcally not mterestmg, smce the regIon, by defimtIOn, must
obtam more expenSIve money than the state Tills IS too expensIve for SOCIal and many other
types of projects What we have managed to accomphsh IS qUIte surpnsmg Both In VladImIr
and m Yaroslavl the money we raIsed was conSIderably cheaper than GKO Tills allowed us,
consldenng our reserve fund m government papers, to deal WIth a part of the adnnmstratIOn's
debt Tills expenence IS umque and It tells us that local papers Intended for local mvestors
and gIven a correct advertISing campazgn and a relevant set of benefits and preferences
allow the Issuer to raIse cheaper resources

Durmg the Yaroslavl loan we acted not only as consultants and orgamzers, but as general
managers as well We gUIde the entrre placement process, manage the reserve fund, orgarnze
the work of payment agents and are, m general, responsIble for everythmg even for the
pnntmg of the bond forms The credIt illstory m Yaroslavl allows now to borrow much more
money We are now prepanng a new project willch WIll be based on other pnnclples It WIll be
a larger loan and, probably, WIth a longer term

For a large CIty, such as Moscow or St Petersburg, It IS much eaSIer to Issue eurobonds and
attract western mvestors because these are polItIcally sIgmficant cltles WIth very large budgets

Unfortunately, Yaroslavlls not that well-known and attractIve to foreIgners But the expenence
of careful and patlent work on ItS market and, firstly, WIth local mvestors and only afterwards
WIth Moscow mvestors assures us that we can orgamze a loan WIth a 100% underwntmg willch
WIll be placed maInly among Moscow banks and, perhaps, WIth the partICIpatIOn of western
mvestors

We orgamzed and Issued loans m our own way and that IS why our actlons were met WIth
reSIstance on all levels Tills made our work much more dIfficult startIng from the first loan
We had a lot of problems WIth orgamzatlons that were supposed to asSISt the development of
the stock market and, m the first place, WIth the MlDlStry of Fmance All the bad thmgs that
could have happened durmg the preparatIon and Issue of the first loan had happened We found
ourselves m the SItuatIOn when the MImstry of Fmance deCIded to depnve the admlDlstratlve
umts of the RUSSIan FederatIOn of the nght to Issue government papers That was several days
before the placement of our loan We were not allowed to bnng m to the country the bond
forms that were pnnted m England, because Goznak experts SaId that Thomas Dealery cannot
pnnt good papers and the bonds mIght be counterfeIted ConsIdenng that the best Goznak pnnt
shop IS eqUIpped WIth old Thomas Dealery eqUIpment, It IS qUIte obYloUS that thIs assessment
was not very obJectIve, to put It mIldly We were compelled to start sellmg papers whIch we
sort of dId not have and the status ofwhIch was qUIte mdefimte
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All tills contmued for qUIte a long time We began placmg the loan m December 1994 and only
m the mIddle of May 1995 the FCSM made an mmstmct announcement about the government
status of the papers, but no one seemed to pay any specIal attentlOn to It

BeSIdes, from the very start we had tlns Idea to Involve western Investors who would be
mterested m acqumng papers Issued In accordance With new pnncipies But In December the
war In Chechnya broke out and thIs dIscouraged western Investors Nevertheless, the
government status was returned to these papers, but tax pnVlleges were excluded I must say
that It IS very dIfficult to work In a situatlOn of a constantly changmg legal baSIS

Another problem was solved m qUIte a complIcated way In all our loans we had a vanable
coupon rate When we started the first loan, the pnce ofmoney on GKO was around 300-400%
annually It was clear that first, we dId not need such expenSIve money, and second, tills
SItuation was not stable The pnce of money could waver to eIther SIde That IS why we
determIned the lowest lImIt ofprofitabIlIty for Investors, lInkmg It With the rate of refinancmg
And we made dIfferent calculatIOns, modelIng the SItuatIon at dIfferent rates of refinancmg

In the first loan tills was 72% of the refinancIng rate, 1 e, we guaranteed the mvestors the
lowest return of the coupon rate But by May the refinancIng rate became very illgh and for
vanous reasons the pnce of money at that tIme dropped drastically ThIs was somethIng that
was not supposed to happen Luclaly, by that tIme we had sold most of the papers and had
funded the mdlcated projects But we had to suspend the placement after 70% of the first loan
had been placed, smce any further placement slIDply became unprofitable

I thInk that when a local admImstratlOn or mumcipalIty select consultants, therr mam cntena
should be the abIlIty of the company to raIse the cheapest resources Today practIcally
everyone IS domg the same raISIng funds along the GKO or OFZ scheme But tlns IS not
mterestmg

We belIeve that even zn the case of large loans zntended for the mOJor stock market
pamclpants, I.e, znstztutlOnal znvestors, It IS always very useful to keep zn mznd the
populatzon and small znvestors, provldzng them With speCial tranches zn document form
ThIs IS much more convement and attractIve for the populatIon and, beSIdes, people have more
trust In such papers

When the ad.nu.mstratlVe umts of the RUSSIan FederatIon or munICIpal bomes were forbIdden to
Issue promISsory bIlls and attempts were made to ban the crrculanon of corporate papers and
vanous tax exemptIOns, we mvented a speCIal tranche of Issue papers whIch was sold but was
used as a tax exemptIOn ThIs was not surrogate money, smce the papers were sold, and thIs
money could be mcluded m the oblast budget and then the oblast budget, after havmg accepted
It, gave It away to dealers and managers for placement and tms allowed to expand the system
of non-payments On the other hand, tlns tax tranche had a low Yield which allowed to
additIonally ralse cheap money

QUESTION How do you manage to make cheap mumcipalloans look more attractIve for
Investors than the more expenSIve federal loans?
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KARPUKHOVICH FIrst, there are sItuatIOns when mvestors assess local nsks as bemg
lower than federal nsks For example, when we were placmg papers m 1996 It was the tIme of
the preSIdentIal campaIgn And at the same tIme the Governor of Yaroslavl Oblast had been
elected It was clear that someone who had Just been reelected and whose sIgnature was on the
paper would, most lIkely, return the money Government papers were bemg placed at the same
tIme, but theIr relIabIlIty dIrectly depended on the person who would be elected as presIdent

BesIdes, It IS easIer for the people to understand somethmg when they buy a specIfic paper
WIth a coupon on It and receIve the YIeld at a local bank In thIs sense local bonds are more
attractIve as, for mstance, OFZ Small mvestors do not partIcIpate ill the IDltIal placements of
OFZ Everyone knows that these bonds are bought up by large banks and are afterwards resold
to the populatIOn And the announced coupon YIeld on OFZ IS not provIded for the final
mvestor

Also, an mvestor who buys OFZ IS aware of the YIeld of only one coupon We gIve our
mvestors a possIbIlIty to forecast the YIeld of our papers m the course of the entIre tenn of
matunty by fiXIng the lowest level of YIeld It IS apparent that the YIeld of the GKO market IS
ill many ways determmed by pohtIcal mterests That IS why thIs IS not a very ObjectIve
mdlcator

QUESTION From what sources are envIronmental loans repaId?

KARPUKHOVICH By the money of the reCIpIents Dunng the first year the pamt and
VarnIsh factory dId not pay any coupon YIeld However, now, durmg the second term, It IS
cashIng coupons at a double amotlD:t and With an aecount-ofvarlOus coeffic1ef.I:ts- Thus, the first
part of the repayment source IS the money of the reCIpIents that have been funded by the money
from the loan and the second IS a reserve fund whIch IS managed by our company and whIch
allows us, through raIsmg cheap resources, to "work out" a part of the Issuer's debt

QUESTION Why dId the admImstratIons of the oblasts WIth whIch you worked had
unhesItatmgly mvested the funds raIsed durmg loans m such nsky projects as, for example, the
VladIml! Tractor Factory of the paInt and varmsh factory?

KARPUKHOVICH The budget of Vlad1n1l! Oblast was so weak that the oblast
admImstratlOn could not afford to fund any SOCIal projects The tractor factory m VladImrr had
a great Impact on the hfe of the CIty It had a very mterestmg development program and,
beSIdes, there were SImply no other projects m VladImrr As for Yaroslavl, there was a contest
whIch was very strIct and consIsted of several stages And I do not consIder thIs a nsk because
the pamt and VarnIsh factory IS a strong enterpnse WIth a large amount ofproperty whIch has a
tough agreement WIth the adnllllistratIOn There was absolutely no nsk m thIs case

QUESTION You mentIOned that the budget was one of the sources of repaymg the loans
What part of the budget revenue was spent for servlcmg the debt?

KARPUKHOVICH A very mSIgmficant part We managed the reserve fund qUIte
successfully BeSIdes, the market SItuatIon was very favorable, the GKO YIeld was lugh and we
managed to obtam the money qUIte cheaply And we econOmIzed a large part of the debt

QUESTION (contmuatlon) Please be more speCIfic
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KARPUKHOVICH We resorted to budget repayment only once, m Yaroslavl dunng a
SOCIal loan ThIs never happens Wlth mvestment loans

QUESTION (contmuatlOn) Does thIs means that repayment IS only made from the reserve
fund?

KARPUKHOVICH From the reserve fund and the means of recIpIents

QUESTION You saId that your loans were based on the Amencan system What do you
mean by thIs?

KARPUKHOVICH In the first place I mean an elaborate system of guarantees for mvestors
as well as clear and understandable goals and transparency Investors are aware of how much
money, for how long and on what tenns IS the Issuer borroWlng TIns IS the basIC pnnciple of a
normal, say, Amencan mUlllcipalloan There are no secrets there An Issue prospectus IS an
absolutely transparent document

QUESTION I have two questIOns FIrst, dId you have any mstances of a non-fulfillment of
financIal oblIgatIOns? Second, dId you have a chance to work on such projects as the
modIficatIOn of five-story apartment houses bUllt durmg the tIme of Khrushchev? I know that
the French have proposed our oblast government such a program Do you have such proJects?

KARPUKHOVICH We do not have such projects and we have not worked WIth the market
ofhousmg As for your first questIOn, we have never had any defaults, both m regard to coupon
or pnncipal repayment Moreover, mvestors m an mvestment loan have receIved a double
guarantee from the budget SpecIfic budget lInes were earmarked as loan guarantees and
specIfic parcels of property were determme to be sold m the case of any unexpected
developments, plus there were the reCIpIents' guarantee oblIgatIons On the whole, thIs was a
well-developed system of guarantees

QUESTION (contmuatlOn) Where these guarantee endorsed by budget admlillstrators?

KARPUKHOVICH Of course, but they, m theIr turn, had receIved guarantees from the
reCIpIents

QUESTION How dId you launch the advertIsmg campaign and how dId you place the bearer
bonds?

KARPUKHOVICH The advertIsmg campaIgn was done through the press, local teleVISIOn
and radio SpecIal booklets were pnnted BeSIdes, InformatIon was dIssemmated on a mass
scale, for mstance, leaflets were pasted m trolleys and buses, m post offices, etc As for the
placements, there IS nothIng more SImple that the sale ofbonds m docmnent form
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REGIONAL EXPERIENCE IN DESIGNING AND ISSUING
MUNICIPAL LOANS
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SpecIalIzed Loans for Project Fundmg, Matunty,
and the Targeted Use of Borrowed Means

Dmltry Sokolov, NlZhny Novgorod AdmInistratIOn

In tIns presentatlon I would lIke to tell you about four loans of Nzzhny Novgorod
admmzstratzon In 1992 NIZhny Novgorod Oblast was one of the first to Jom the process of
fonnmg the RUSSIan market of regIonal secuntles At present, the 1994 government housmg
loan and the 1995 telephone loan are beIng placed In the oblast and the oblast government
loans of 1992 and 1994 have been completed

I WIll speak separately about each current and completed loan

The 1992 government loan of NIZhny Novgorod Oblast The Idea to Issue thIs loan first
appeared m the mIddle of 1992 when, after a Jump of mflatIon, the oblast expenenced a drastlc
need m cash for servIcmg the regIon's market processes

NIZhny Novgorod Oblast WIth assIstance from Gngory Yavlmsky tried to create a system of
consumer treasury notes' cIrculatIOn However, the problem of cash was soon solved and the
loan was re-onented toward preservmg the saVIngs of the populatIOn

The placement of the loan began m March 1993 and ItS bonds were of a low nommal value
500,00, 10,000, 5,000 and 1,000 rubles Thus, It was Intended for the mass populatIOn
These were regIstered bonds Issued In document fonn The placement was successfully
completed by February 1994, 1 e It took less than one year to place the mam and addItIOnal
Issues of thIs loan at a total sum of7 3 bIllIon rubles

The RegIonal JOInt-Stock NIZhny Novgorod BankIng House was the general dealer of this first
loan The revenue part of the loan was fonned by receIpts receIved from placmg the means of
the loan on the depOSIts of a bank that was authonzed by the adnnmstratlon to place the loan

ThIs revenue was In full channeled for fulfillmg the Issuer's oblIgatlons payment of bond
mterest, payment of expendItures connected WIth the Issue, CIrculatIon and repayment of the
loan, and also for holdmg four consumer-good lottenes among bond holders Interest was
accrued on a quarterly baSIS after the first 90 days from the moment of the purchase and was
paid at a date set for each bond holder

In the case of pnor redemptIon the payment mcluded the penod followmg the last mterest
payment Thanks to tlns loan, an effectIve mechamsm was created that helped protect the
populatIOn's savmgs by means of mvestmg m bonds ThIs loan was extremely attractIve for
Investors SInce, first, Its mterest payments were qUIte hIgh (fluctuatIng from 06-08 of the
Central Bank refinancmg rate) and second, the bonds were cashed m on demand And, thIrd,
twIce a year consumer-goods lottenes were held for the bond holders of thIs loan

The loan was successfully completed on January 1, 1995 WIth the admmIstratIon fulfillIng all
Its lIabIlItIes The mvestors receIved a net mcome of 8 352 bIllIon rubles ThIs loan was a
saVIngs loan and not a market loan In other words, despIte the fact that such a pOSSIbIlIty
eXIsted, deals on the secondary market among bond holders dId not become common
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BesIdes, thIs loan can be charactenzed as guaranteed deposIt wInch means that the money was
placed on deposIts and that IS how It "worked" The tenns of the loan allowed premature
redemptIOn at the dIscrenon of the bond holder, whIch made thIs mstrument extremely lIqUId

The mterest dIsplayed by Investors In thIs loan facIlItated the preparanon of a new one On
Apnl 2S-, 1994 the MIIDStry of FInance regIstered. tne I~sue prospectus of a second 1994 100
bIllIon bond loan of NIzhny Novgorod Oblast It was dIVIded mto several Issues

In July 1994 the first Issue of thIs loan was placed through a closed subscnptlon at 10 bIllIon
rubles Altogether there were three Issues of a total value of 45 bilhon rubles After that the
admlmstratIOn stopped the placement for the same reasons wInch were mentIOned by the
preVIOUS presenter the bank rate was too hIgh and It became ImpossIble for these funds to
"work" on the market

The onentatIOn and the propertIes of the new loan were shghtly dIfferent These were bearer
papers and the nommal value was Increased to accordIngly, 50,000, 200,000 and 1 and 3
nullIon rubles The bonds of the second loan were Issued In a document fonn The fonn (WIth 6
degrees of protectIOn) had a set of four coupons Interest was paid quarterly, and was equal to
o7 of the Central Bank refinancmg rate The loan was guaranteed by the budget of NIZhny
Novgorod Oblast Fourteen banks took part m the placement

I Will now descnbe the finanCIal scheme of thIs loan The funds raised through the sale of the
papers were placed on bank depOSIts The mcome on these depOSItS was Intended for paymg an
mterest and mvestmg m mvestment projects The net mcome was qUIte mSIgnIficant,
nevertheless, part of thIs loan - 700 mIllIon rubles - was used for reconstrucnng the CIty'S
CIrCUS and 300 mIllIon rubles were spent for the purchase of eqUIpment for a dIamond
productIOn plant

Thus, thIs loan, as the first one, was a guaranteed depOSIt loans onented toward free market
cIrCUlatIon Paymg agents were supposed to repay bonds and pay mterest, despIte of the place
ofpurchase

The secondary market was supposed to - and thIs happened - compensate for the lack of
premature redemptIOn and proVlde an adequate lIqUIdIty level preservmg the funds raIsed by
the Issuers In the course of the entIre tenn ofthe bonds' cIrculanon

I Will now speak about the telephone and houszng loans of the admlnlstratzon of Nlzhny
Novgorod Ohlast It IS noteworthy, that these types of loans are the most common ones m
RUSSIa These programs are targeted Investment projects wlnch are, as a rule, mIddle-term or
short-term

These popular loans constItute a small part of the general amount of mumcipal Issues There
are two approaches to orgamzmg such loans from the pomt ofVlew of redemptIon and mterest
payment

The first approach prOVIdes for repayment by receIpts from the sale of apartments bUIlt at the
cost of the loan Such loans have been Issued In the CItIes of Syktyvkar, Ukhta, Cherepovets
and ArmaVlr
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The second approach Imphes repayment and payment of Income In kmd In other words, an
mvestor has the nght to exchange a certain number ofbonds for an apartment or telephone

The Issue prospectus of the 1994 Government Housmg Loan ofNIZhny Novgorod Oblast was
regIstered In August 1994 The placement began m October 1994 on the basIS of a deCISIon
passed by the Governor of the oblast The last date of the loan's cIrculatlon IS October 1, 2004
ThIs Issue IS the first WIthIn the framework of the 10-year housmg program of Nlzhny
Novgorod Oblast and It IS dIrected toward the solutIon of one of the most urgent SOCIal Issues 
proVIdmg the partICIpants m thIs program WIth housmg

The admIDlstratIOn ofNIZhny Novgorod Oblast IS the Issuer of thIs loan whIch IS guaranteed by
NIZhny Novgorod CIty admimstratIOn and by the GAZ (Gorky Automotlve Plant) Jomt-stock
company TheIr guarantees were, accordmgly, for 40 and 60% of the amount of the loan

The thIrd loan dIffers a lot from the prevIOUS two, smce It IS mtended for dIrect mvestment m
housmg constructIon The format of thIs loan's bonds has been changed It IS a bearer
document form bond, but WIthout coupons There was only one Issue but the IDltlal placement
IS takIng place In portIOns at an auctIon through the loan's agent, NIzhny Novgorod Real
Estate Fund, a Jomt-stock company

The loan IS placed among banks and mvestment mstItutIOns proceedIng from the market value
of the housmg Considenng the long term - 10 years - thIs IS qUIte a hqUId Instrument due to
the fact the It IS quoted by dealers, whIle the Issuer guarantees a premature redemptIon at a
nommal value With an mterest payment calculated on the basIS of 2/3 of the weIghted mean
rate of refinancing of the RF Central Bank However, unlIke the first loan, the nght of
premature redemptIon can only be exercIsed once a year, m the course of the month of
October

The papers are Issued WIth a double nommal value on each one there IS an mdIcatIOn of the
nommal value m rubles and the nOmInal value m square meters of floor space For example,
oI square meters and 75,000 rubles, 0 2 square meters and 150,000 rubles, and 1 square meter
and 750,000 rubles The nommal values were estabhshed on the basIS of the market value of
one square meter In the CIty ofNIzhny Novgorod m 1994

The nOmInal value of the Issue IS 60 bI1hon rubles The funds raised as a result of the IDltlal
placement of the housmg bonds were mvested In housmg constructIon In the followmg areas
for GAZ WIthm the framework of a targeted program entItled" ConstructIOn" (m the CIty of
Arzamas, a large ralon center of NIzhny Novgorod Oblast) and on the baSIS of share
partICIpatIOn agreements, and on the same type of agreement ill VarIOUS ralons and oblast
centers ofNlZhny Novgorod

At present GAZ IS m the process of Implementmg an extensIve SOCIal program on the basIS of
the housmg loan bonds In partIcular, It grants conSIderable compensatIon of the cost of
housmg for Its CItIzens entItled to housmg These bonds are extremely attractIve for these
people, smce GAZ prOVIdes a number of benefits such as a possIbIhty to obtam an apartment
for 20% of Its cost, the receIpt by every CItIzen entItled housmg of housmg paid for by the
plant dependmg on the person's length of servIce or other cntena, a chance to payout the rest
of the cost m the course of 10 year by mstallment payments, etc
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Thus, the people buy apartments not for theIr full cost, wlnle the plant shoulders a share oftlns
cost A housmg loan scheme can also be successfully used for completmg the constructIon of
cooperatIve housmg The pomt IS that m order to complete the constructIOn of cooperatIve
houses that was stopped m 1992 (when mflatlon skyrocketed) long mvestment money IS
reqUIred, and the scheme of such a loan allows to raIse It

In the second quarter of 1996 a program for completIng cooperatIve hOUSIng constructIOn With
the use of the 1994 government hOUSIng loan of Nlzbny Novgorod Oblast was deSIgned and
Implemented Under tlns program taxes paid by the local comparues to the obalst budget were
accepted m bonds of the hOUSIng loan at a volume that compensated the pnce nse for the
constructIOn of cooperatIve houses, determmed by the oblast program for the correspondIng
fiscal year The NIZhny Novgorod Real Estate Fund (NNREF) as the agent of the loan IS
responsIble for the ImplementatIOn of the program for completmg the constructIon of
cooperative hOUSIng In the oblast m 1996-997 Tradmg IS held on a monthly basIS, all
InfOrmatIOn concermng the dates, terms, bond pnces and pnces at wlnch bonds are accepted as
tax payments IS publIshed m the local merna

Enterpnses WIth overdue tax payments or those In the process of payIng therr taxes purchase
these bonds at the tradIng and deposIt them on the" depo" account In an authonzed bank The
tax exemptIOns they receIve m exchange serve as grounds for c1eanng therr debts on taxes and
dues to the oblast budget the share of the profit tax, VAT, transport tax, property tax, etc

To perform tlns operatIOn, the owner of the company hands m three copIes of the tax
exemptIon to the tax orgarnzatIOn The funds receIved as a results of the bond tradmg and
wlnch were, m turn, exchanged for tax exemptIOns, are placed by NNREF on bank depOSItS or
other finanCIal mstruments WIth the alID of compensatmg for the dIfference between the sellIng
pnce of the bond at the tradIng and the pnces at winch the bond IS accepted as a tax payment
Next, these means are used for fundIng the construction of cooperative housmg In a order
establIshed by the relevant progratn at an amount equal to the full sum of Issued tax
exemptIons

The fundIng and c1eanng m regard to hOUSIng cooperatIves IS done through the accounts of
NNREF on recommendation from the FInance Department For tlns NNREF concludes
agreements With each hOUSIng cooperatIve and prOVIdes for a gradual fundmg of the
constructIOn process and, JOIntly WIth the board of the cooperatIve, supervIses the targeted use
of these funds The first 50% of the establIshed quota IS transferred and the remammg 50% IS
transferred after the receIpt from the cooperative of documents reflectIng the expenrnture of
these means and the funds prOVIded by the cooperative's members

Followmg are some of the results ofthls loan Dunng the three years of ItS ImplementatIon the
pnce of one bond With the nommal value of 1 square meter grew from 750,000 to 2 5 mIllIon
rubles, 1 e , more than threefold By September 1997, as a result of 30 trading seSSIOns out of
the 60 bIllIon rubles (the volume of the loan's Issue) 64 8% were placed., wlnle the amount of
the raIsed funds reached 99 5 bIllIon rubles Investors buy the necessary amount of secuntIes
and after presentIng them to NNREF receIve apartments In the course of nnplementmg tlns
loan close to 2,000 apartments were receIved by ItS partICIpants

Means receIved as a results of the sale of bonds were mvested m the followmg areas NNREF
funded the constructIOn of 14,825 square meters (14 bIllIon rubles) for GAZ, four houses With
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a total floor space of 23,600 square meters (53 bIllIon rubles) were bUllt under the targeted
housmg program m the CIty of Arzamas, 18 cooperative houses (21 bIllIon rubles) were
completed of whIch 7 have already been cOmmIssIOned (WIth a total floor area IS 20,000
square meters)

As may as 188 apartments were bUllt under share partIcIpation agreements for the constructIOn
and purchase of apartments m VarIOUS dIStrICtS of NIzhny Novgorod and ItS oblast, 22
apartments were bought from mdIvIduals and orgaruzatIOns on the secondary market, and the
construction of 12,000 square meters (210 apartments m VarIOUS dIStrICtS of the CIty) was
funded

Therefore, by August 1995 the volume of purchased, bUllt and funded housmg amounted to
71,000 square meters Houszng loan bonds are a realzstzc and secured znstrument ofthe stock
market whlch glves the znvestor a chance to znvest money zn real assets and makes It posslble
to ralse funds from non-budget sources of financzng for the purpose of bUlldzng new
houszng and completzng zncomplete constructlon projects

I would lIke to say a few words about the 1995 NIzhny Novgorod telephone loan Such loans
were Issued by the admlllistratIOns of such CItIes as Lmbertsy (Moscow Oblast), Perm and
Voronezh The achmmstratIon of NIZhny Novgorod Oblast m the person on the Fmance
Department acted as the Issuer of the government telephone loan of the oblast Means raIsed
through thIs loan are used for reconstructmg and upgradmg the already eXIstmg automatIc
telephone exchanges (ATE) and bUlldmg new ones, mcludmg dIgItal ATE, as well as for
developmg and Implementmg modem telecommumcatIons servIces

The telephone loan was mtended for 5 years WIth a total value of 20 bIllIon rubles (400,000
bonds WIth a nommal value of 50,000 rubles) The dIstrIbutIOn of the bonds began m October
1995, the end date IS September 1998, although by September 1997 the whole loan had been
successfully placed The raIsed funds amounted to 24 bIllIon rubles and 2,259 telephones were
mstalled m the houses of the partICIpants m thIs loan

The bonds are dIstrIbuted m post offices, NNREF offices, and at the regIonal depOSItOry of
NIzhny Novgorod Oblast whIch acted as the loan's placement agent The bonds are regIstered
and paperless, 1 e, theIr CIrculatIon, sale, purchase or exchange for Svyazznform
(CommumcatIOn & InformatIOn) certIficates for telephone mstallatlon could only be done
through the loan's depOSItory

The pnce of the bond placement was determmed once a week by a speCIal comnnSSIon and was
announced for all potentIal buyers through the medIa TIns pnce depended on the cost of
constructIOn, the ATE eqUIpment and msta11ation tanffs The last placement pnce was 60,000
rubles

NNREF used the receIpts from the sale of the bonds for the development of the telephone
network Although there are no lImItatIOns for the potentIal buyers of the bonds, only
mdIVlduals, owners of the necessary amount ofbonds (from 45 to 50 m the CIty and from 20 to
40 m the oblast) were entItled to receIve telephones ahead of tIme

As of September 1, 1997, 4,800 telephone certIficates were Issued BeSIdes, the owner of
bonds could reserve, for three months, the nght of an ahead-of-tIme mstallatlon of a telephone
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at a specIfic address For thIs the mvestor should possess not less than 60% of the necessary
amount ofbonds

The tenns of the loan provIde for a cash redemption ofbonds and the payment ofa small Yield
by the Issuer before matunty The redemption pnce IS estabhshed as the sum of the nommal
value and Yield, calculated on the basIs of the mterest rate equal to the weIghted average rate of
the RF Central Bank on personal accounts

Accordmg to the Issue prospectus, bonds are redeemed m cash m the course of one month and
on the basIS of apphcations filed by bond holders not later than August 15 The redemptIOn
takes place once a year m the course of the month of September BeSIdes, the Yield on the
bonds may be obtamed by sellIng the bonds on the secondary market at free pnces With a
registratIOn of the nght ofproperty for the bonds at the regIOnal deposItory

Generally speakIng, the telephone InstallatIOn busmess reqUires large one-time mvestment of
capItal, while the return penod IS qUite long And thIs reqUIres a financIal scheme m which the
process of telephornzation would begin on the basIS of lllltIal capItal, for example, a soft credIt,
and only afterwards the mecharusms ofborroWing from the populatIon could be started

At present, the telephone loan provIdes for the followmg partICIpation alternatives the
purchase of a certIficate for an Installation of a telephone WithIn one year, SIX months and three
months For this the Investor must purchase, accordIngly, 100, 110 and 120% of the number of
bonds necessary for Installmg a telephone Telephone numbers are also reserved for those who
hand m 60% ofbonds WIth a pledge to pay for the remallllng 40% WIthin 3 months
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PractIcal Experience In Issuing MUniCIpal Bonds
on the Example of the CIty ofYekaterInburg

AndreI Gornodut, Yekatennburg HOUSing ConstructIon Fund

We have started the program of munIcIpal housmg loans three years ago As compared to the
housmg bonds of other regIOns we are feelmg very confident We, m RUSSIa, have thIs
problem first, our people lIke to give away theIr money WIthout knowmg exactly for what and,
second, our Issuers are stIll mostly concerned about raIsmg money and not about returnIng It
And thIs IS the reason of most of our problems I was glad to learn that some Issuers
(Novgorod, Yaroslavl) are dealmg With tlns problem qUIte expertly

We have gone through the expenence of munICIpal prOmISsory notes I consIder tills to be the
greatest deceptIon m wmch mumcipal structures tned to mvolve banks As a result, the budgets
had suffered consIderable losses What happens m the case of budget borrowmg (1 e,
borrOWing With the aIm of covenng the budget defiCIt) IS the same what happened WIth
promISSOry notes first they get the money and the next thIng they are penmless ThIs has
nothmg to do WIth real economICS

What IS the essences of housmg bonds, why dId they appear and for what sake do they eXIst?
Today people can buy housmg on the market And here they Will be faced With only two
problems how to save all the money at once and how to buy housmg when the money IS
avaIlable The pomt IS that It IS very dIfficult to buy housmg from among the lots that are
placed for sale

Money can be saved m vanous fonns ThIs would be fine If not for the tax system whIch
Imposes mcome tax on saved money and even If a person receIves an 80% YIeld, 20% more
Will be taken off

Our housmg bonds provIde two alternatIves FIrst, redemptIon ill the form of housmg, and
second, redemptIOn m the form of money We prefer when people receIve housmg smce tms
turns out to be cheaper Money redemptIon IS more expenSIve for us, smce we pay 75% of the
refinancmg rate

When purchasmg hOUSIng, an mdividual receIves more than the 0 75 of the refinancIng rate,
smce there IS a tax exemptIon on money Invested m constructIon

In essence, a housmg loan trIes to cope With the followmg problem You all know about so
called mstallment constructIOn That IS when payments for an apartment house are made m
"portIons" Say, there Will be four such portIOns As a rule, the SIze of the first payment IS
InSIgnIficant, whIle the second and thrrd payments are less defimte (as the bUIlders say "Tune
WIll tell") And thIs IS what happens by the tIme the person IS ready to make the second
payment the pnce of the apartment becomes practIcally equal to a market pnce, by the thIrd
payment profits are raked out of a person, and by the tIme of the fourth payment It IS Just pure
blackmaIl ill the process ofwlnch everythIng pOSSIble IS pulled out ofthe person

Can Issuers of hOUSIng oblIgatIOns behave so dIshonestly toward an mvestor who IS reCeIVIng
housmg? No, they cannot Because housmg oblIgatIons Imply the constructIon of many houses
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and not only one Of course, everythmg can be sImplIfied and we can say that one endless
house IS bemg buIlt and that IS why constant payments are reqUIred

The practIce of raIsmg large amounts and lettmg the constructIon compames make use of thIs
money IS no good ThIs IS exactly what happened dunng our first Issue The bUIlders, after
receIVIng the contract amount, were supposed to buIld the houses In other words, they had
receIved the money before they started to work They were smart enough to slIghtly protract
the term and then claIm 6 bIllIon m losses We have come to the conclUSIon that buIlders
cannot be paId m advance

All the other loans, three altogether, were shaped along a dIfferent prmcIple we paId for work
that has been completed And here we ran mto another problem It IS ImpOSSIble for one
organIZatIOn to control several processes fund raIsmg, housmg constructIOn and makIng sure
the buIlders observe the work schedule ThIs ImplIes too many dIfferent lmks whIch make the
organIzatIon clumsy and comphcated

Our method cannot be compared WIth mstallment constructIOn, It can only be compared WIth a
purchase on the market In thIs case the person IS eIther satIsfied and leaves WIth an apartment
or If not we dISCUSS the matter and thIs IS a normal SItuatIOn

We had to solve a number of problems m the course of thIs loan The first, the problem ofthe
underwrlter Several banks acted as underwnters, 1 e , they bought out our loan and sold It But
as I saId, we had had another scheme when we were mterested m raIsmg the money qUIckly
and handmg It over to the buIlders

When we shIfted to the pnncIple of paYIng for completed work, we receIved a senous blow
from our underwnters We ended up WIth tremendous dIscounts on our papers on the
secondary market We have finally solved that And If after that unsuccessful expenence we
had close to 80,000 bonds "floatmg and Jumpmg" on the secondary market, nght now we
have only 6,000 free bonds ThIs IS a SIgn that people come to us to buy ThIs allowed us to
relax a bIt, but has actually placed us m our Imtlal sItuatlon In other words, we are begInnmg
from the very begtnnmg but thIs tIme WIth much more expenence We have raIsed 100 bIllIon
on these loans and have bUIlt 1,000 apartments

The second problem IS the problem ofthe secondary market PractIcally all CItIes that conduct
such loans run mto the same problem old apartments sold on the secondary market are cheaper
than new ones And thIs IS the mam reason why no one wants to take the nsk ofpartIcIpanng m
such a loan Although we have carned out such a loan m Yaroslavl to prove to ourselves the
progreSSIve nature of our expenence However, Yaroslavl havmg made use of our expenence,
has relatIvely outstnpped us In a CIty WIth a 400,000 populatIon they managed to raIse 25
bIllIon rubles m the course of 8 months ThIs means that a loan scheme and orgamzatIOnal
expenence m ISSumg such bonds are extremely Important

Because It IS takmg too long to shape any adequate expenence, housmg loans do not have the
nght to eXIst There are no such bonds abroad , because people there do not lIke to mvest m a
permanent busmess

Then what IS the purpose of all our efforts? FIrstly, housmg bonds have the nght to eXIst m
RUSSIa whIle there IS a shortage of housmg To buy a new apartment today IS eIther too
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expenSIve or too complIcated Secondly, the CIty also needs thIs, because, unfortunately, It
lacks an adequate amount of hOUSIng whIch WIll be necessary In 10 years, although It can stIll
be redIstnbuted Realtors have been dealIng WIth thIs for qwte a long tIme We have started
only recently but have already reached a number of posItIve results In three months we have
gamed control over approxImately one-thIrd of the secondary market

The next planned stage of our work IS to share expenence WIth other CItIes, We want other
CItIes to Implement SImIlar programs and would lIke to start worla.ng WIth them For example,
In the area of quotIng these secuntIes among CItIes For what? Everyone says that hOUSIng
certIficates are nonVIable We hold a dIfferent 0pInlon We thInk that hOUSIngs certIficates are
strong papers If only they have good lIqwdity

ThIs year we also had qwte InterestIng expenence In credltzng houszng The terms were the
follOWIng when an apartment IS sold the down payment IS 60% of ItS cost and the remaImng
40% are paId out In the course of one year at an annual Interest of 5% And everythIng
worked out qUIte well and even our profit turned out to be qUIte good We have realIzed that
the hOUSIng market IS Immense and there IS a great deal of work to be done there When we
were ImplementIng the credItIng program It took us only one month to sell 200 apartments,
thus endmg the CIeditIng program

ThIs credItIng program was JOIned, as a rule, by people WIllIng to Improve therr hOUSIng
condItIOns For example those who wanted to move from a one-room apartment to a two-room
apartment and pay the dIfference, because they dId not have such a pOSSIbIlIty on the secondary
market

After we shIft to a more lIqUId and more" CIrculatIng" paper, It WIll be Important to take Into
account the coeffiCIent applIed dunng the redemptIon of thIs certIficate The redemptIOn IS
done WIth a scale-down coeffiCIent (0 9 or 0 8) Actually, one-tenth IS a lot of money But thIs
IS not an end In Itself and In any case hOUSIng bonds as a paper are doomed The maIn goal IS
to create a senous constructIOn corporatIOn that would do bUSIness honestly and would base ItS
work not on Installment constructIOn but on gradual fund raISIng Such a corporanon should
not be In purswt of bIg profits, as IS the case In Installment constructIon, but should use our
tested credItIng schemes

InCIdentally, In the rest of the world the constructIon bUSIness IS done the other way round
There are senous bUIldIng and Industnal groups whIch Include banks, constructIon compames
and Investment compames The credItIng mechamsms funcnon successfully Another
advantage IS that It IS very dIfficult for the bUIlders to sell therr product, SInce the apartment
market IS flooded With standard apartments The standard of IIvmg ofour people IS not too hIgh
and It takes the average person some tIme to accumulate the necessary amount of our bonds
There IS, ofcourse, another type of clIents who are ready to fork out the whole amount, but our
work IS not Intended for them

Now several words about our problems A mumcipahty cannot work accordIng to commerCIal
standards For example, It 15 very dIfficult to explam to an offiCIal the Importance of InvestIng
In advertISIng, because advertISIng means nothIng to an offiCIal And legislatIve Issues are very
dIfficult to solve You must have also had thIs problem of regIstenng houses ThIs IS an
extremely prolonged process Condomimums sound good, but If the registratIon of even a
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mumclpal house takes from 3 to 4 months, there IS no pomt m even mentlonmg the registratIOn
ofcondomlmums wluch wIll take much more time And there are other legIslatIve problems

QUESTION What IS the cIrCUlatIOn term ofyour papers?

GORNODUT Bonds are Issued Without a CIrCulatIon end date, 1 e, we have a begmnmg of
the cIrCUlatIon and the beggmg ofredemptIOn - m one year

QUESTION In other words, tlus IS an eternal procedure and the people can be absolutely sure
that Withm 10 years tlus paper WIll stIll be alIve Who prOVIdes such guarantees and how are
they speCIfied?

GORNODUT The guarantees were gIven by the CIty'S adm1mstratIon whIch IS, at the same
time, the Issuer In any case, tlus IS more senous than guarantees prOVIded by any other
structure

QUESTION Do you use the same papers m the cremtmg procedure, I mean do you credIt m
bonds?

GORNODUT Yes, these bonds are used m the cremtmg procedure

QUESTION How do you manage to guarantee such a mgh Yield dunng redemptIOn?

GORNODUT The pnce-growth m the constructIOn mdustry IS qwte mgh The mam reason IS
the fact that housmg constructIOn IS a process COnsIstIng of many lmks The "cham" m
construction IS probably the longest and a pnce-nse m even one lmk leads to a greater pnce of
the final product ThIs means that mflatIOn IS accumulated m the vanous lInks oftlus cham

In the begmmng mstallment construction eXIsted only for enterpnses Afterwards It became
aVailable for mdIVIduals And tlus caused a large mflow of mmVIdual mvestment The bUIlders
were smart enough to Immemately mcrease theIr pnces We do not want to say that our
busmess IS not profitable But we must bear m mmd that most of the apartments we bUIlt were
receIved by the admimstratIon free-of-charge as so-called deductIOns The profit IS mcluded m
the pnce of the paper Although there IS qwte strong competition here on the part ofmstallment
constructIOn The tlung IS, they buIld m the "golden" mstncts of the CIty wlule we bUIld m
housmg areas away from the CIty'S center The profitabIlIty oflllStallment construction reaches
qUIte a hIgh number around 20%

- _u __ ----oUE-STIDti~fs-(ll'lymoneyaliocatedfrom the budget for repaymg bonds?

GORNODUT No, we never used budget money We pay from apartment sale receIpts

QUESTION What portIon of the raised funds IS used for runmng your fund?

GORNODUT One per cent Our staff IS four people

QUESTION Don't you thInk It would be more profitable and cheaper for you to act as
developers usmg the raised funds?
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GORNODUT You cannot embrace the boundless We would want to do thIs, but It IS not that
easy We should not forget that the constructIon busmess IS a qUIte monopolIZed (I hate to say
"corrupted") branch That IS why It IS not easy to take the place of someone who IS part of thIs
process

QUESTION What are your pnces for one square meter of housmg compared to smnlar
programs m other CIties?

GORNODUT In Yaroslavl one square meter In a prefabncated beanng-wall house IS 25
mIllIon rubles, the average pnce throughout RUSSIa bemg 2 5 - 2 6 mIllIon rubles But m some
places bnck houses may be cheaper than these In our CIty old housmg can be bought on the
secondary market for 2 7 - 2 8 mIllIOn rubles Our pnce IS 2 9 mIlhon whIch IS a bIt hIgher

QUESTION Does your Issue prospectus have any lImItations concemmg non-resIdents?

GORNODUT No, not even one I tlunk that tlus IS what dIstmgUIshes us from all the others
We first had the Idea of haVing severallmntatIons, but they are used for receIVIng subSIdIes
from the budget But we dId not Intend to be SUbSIdIzed from the budget and we held that the
CIty WIll be wealthIer If we attract people WIth money And It IS none of our bUSiness where
thIs money came from There are speCIal servIces for thIs and let them deal WIth that

QUESTION Does Yekatennburg partICIpate m the housmg program ofthe EBRD?

GORNODUT No, It IS the Yekatennburg Savmgs Bank (Sberbank) that partICIpates m thIs
program
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The Development of an Infrastructure for MUnICIpal
Investmg/Borrowmg Systems

Alexander Sysoyenko, MoskomzaIm-Market

As Moscow expenence shows, the creatIOn of an mvestmentlborrowmg system IS a relatIvely
mdependent process At the same tune, smce It IS bemg fit mto the hfe of a CIty or regIon It
should be coordmated WIth adjacent functIonal structures regIonal admunstratIOn, secuntIes
and capItal markets, and the CIty economy ThIs means that the structure of a
Investmentlborrowmg system should not only be dIrected toward fulfillmg Its own goals and
tasks, but should be well-coordmated WIth the outer world, by whIch the system IS mfluenced
However, there IS also a reverse process when an mvestmentlborrowmg system mfluences the
mIlIeu whIch changes In accordance WIth the goals and tasks of the system We VIew
mvestmentlborrowmg systems and theIr Impact on the CIty processes as an objectIve factor
And thIs unpact IS revealed m a coordmation of functIons of VarIOUS spheres of CIty hfe and
therr change m the mterests of an effectIve functIOmng of the VarIOUS spheres of CIty hfe and
of the mvestmentiborrowIng system An enVIronment that IS coordmated and adjusted for a
fulfillment of the goals and tasks of an mvestmentlborrowmg system IS what we call ItS
mfrastructure

The followmg umts can be IdentIfied deCISIon-makIng, management of mvestmentlborrowmg
processes, borrOWIng, mvestment of borrowed resources In mumcipal and commerCIal
prOjects

The expenence of settmg up an mvestmentlborrowmg system m Moscow shows that m order
to estabhsh a relevant mfrastructure It IS not enough to merely go through a process SImIlar to
the estabhshment of a well-understood nowadays stock market mfrastructure Today, on the
level of subfederal admmIstratIve formatIOns a creatIon of a stock market Infrastructure IS
connected, mamly, WIth a certam reorganIZatIOn of the mterrelatIons of already eXIstmg and
functIonmg InstItutes (the goal of such a reorganIzatIon IS to strengthen the stabIlIty of
mumcipal Investmentlborrowmg systems m accordance WIth federal deCISIons and actIons
whIch are not always SUItable to the subjects of the RUSSIan Federanon) However, the
formatIon of other mfrastructure umts (decision-malang concermng the borrowmg and
utIhzatlon of borrowed resources, management of borrowmg and mvestment processes,
Investmg borrowed resources) has to be dealt WIth practically from scratch

Here IS a good example not less than one hundred InstItutes that are profeSSIonal partICIpants
In the secunhes market and thousands of staff members of these orgamzatIons are Involved m
the borrowmg process of ISSumg and placmg Moscow Bond Loans However, along WIth these
the mvestment processes mvolve not more than two-three dozens of staffmembers and experts
of the Government of Moscow COmmIttee for MunICIpal Loans and the Development of the
Stock Market, and several audItmg and analytlcal compames And whIle the secuntIes
placement processes are based on standard technIques, each Investment project IS qUIte umque
and reqUIres an mdIvidual approach and pamstakIng work

On the other hand, the process of mvestmg also requrres certam standard technIques free from
the moods of certam people and from pOSSIble Irrational actions and 0PlIl1ons of certam
partICIpants m thIs process
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The less elaborated areas are the decIsIon-makIng mfrastructure and the borrowmglmvestment
management mfrastructure The first step m Moscow m thIs drrectIon was the foundatIOn of
the Investment CounCIl (declslon-makmg) and the COmmlttee of Mumclpal Loans and the
Development ofthe Stock Market (borrowmg/mvestment system management)

A systematIc approach to an mfrastructure presupposes not only a presence of Its components,
but the techmques and procedures that hnk them to one another

The components of all mfrastructure umts of an mvestment/borrowmg system are the
speCIalIzed orgaruzatIOns and mstItutes fulfillmg certam fixed functIons BesIdes mternal
functIOns, the partIcIpants m a borrowmg/mvestment system also carry out a number of
functIOns related to mteractlOn and exchange of documents and InformatIon on tlus mteractIOn

Such a descnptlOn, although qUIte superfluous, nevertheless allows to IdentIfy and formalIze
the efforts dIrected towards buIldmg an mfrastructure of a borrowmg/mvestment system

One must realIze that mumclpal and subfederal admmlstratIve formatIOns are also polItIcal
formatIons That IS why the purely econOmIC nature and goals of borrowmg/mvestment
processes are always eroded and blurred by polItIcal lffipacts To WIthstand these Impacts and
substantIate the need for constructIve actIOns and technolOgIes IS one of the pnmary tasks of an
ObjectIve analySIS of an mfrastructure Another Important task m tlus respect IS an adequate
assessment of those efforts and expendItures whIch a regIon must meVItably make m order to
form a borrowmg/mvestment system It IS qUIte pOSSIble that an earnest mtentIon to act as an
authontatlve borrower and have ItS own stock exchange may not be enough, and that thIs
mtentIOn may not lead to the most optImum outcome and, thus, the course of actIon should be
dIfferent, for example, poolmg the efforts of several regIons or delegatmg the Issue functIOn to
a federal level Infrastructure analySIS IS one of the objectIve mstruments of clarIfymg such
Issues

The formatIOn of an Investment CouncIl m Moscow as the mam declSlon-makmg agency on
borrowmg/mvestment systems has not only led to the achIevement of the mam result (whIch IS
the eXIstence of an agency that makes final deCISIons and lDltIates Infrastructure support
actIVItIes) but to a very Important result for the CIty'S finances a broad and open dISCUSSIon of
proposed deCISIons and a profeSSIOnal approach on the part of the CIty'S management to
questIons connected WIth the capItal and mvestment markets

Another example IS that the foundatIOn of the COmmIttee for Mumcipal Loans and the
Development of the Stock Market as a smgle agency managmg Moscow's Issue oblIgatIons
helped the CIty realIze the need m stnct consolIdated recordmg of all debt oblIgatIons and m
ensunng the mteractIOn ofresponsIble organIzatIons

The Issue of bonds m Moscow, as well as m other regIOns undoubtedly serves as a lever of
InltIatmg a radIcal reconstructIOn of a CIty'S finanCIal process and the creatlon of an
Infrastructure necessary for a borroWIng/mvestment system The planmng of a bond Issue m
1996 brought about the questlOns of who and how WIll deal WIth thIs, who and how WIll
transfer the funds from mvestors mto CIty bonds and from the CIty to project developers, who
WIll dIrect tlus process on the pohtIcallevel and who WIll manage Its operatIon Of course, not
all questIons have been answered and not all blank spots m the plan for settmg up an Ideal
borroWIng/mvestment mfrastructure have been filled and even understood However, one year
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ofMoscow's work m thIs directlon makes one beheve that rapId progress m developmg a stock
market and mvestment mfrastructure IS qUite possIble

QUESTION £LEVENCHUK) Can you explam the difference between an mfrastructure and
an mstltunonal system? An m:frastructure IS, by defimtIon, IS what absolutely dIfferent people
and users (for example a water-supply system or a stock exchange) use for dIfferent purposes
But m your case there IS only one purpose the creatIon of a borrowmg/mvestment system
Such a system IS not an m:frastructure, but m Itself a production process

SYSOYENKO I agree that all tms can be called an m:frastructure qUIte conditIOnally But, on
the other hand, an mfrastructure mcludes not only an mstItutional system, but technology,
documentation crrculatIon and many other tmngs that umte It But the mam tiling IS that all thIs
does not work for anyone specIal group The Investment Comnnttee for he comnnttee for
Mumcipal Loans IS an effective mstrument of a practlcalimplementatIon of adopted declSlons,
wIle for other CIty structure It IS a mstrument of conveYmg therr needs and reqUIrements to the
Comnnttee And they are domg thIs qUIte successfully

And for our respected mayor thts also a very strong mstrument that allows to make declSlons
now, at a time when the market IS becommg more open and transparent You must be aware
that pohncs IS a complIcated thmg And not everytillng there IS done as broadly and openly as
we would want It to be Thus, an mvestment councIl IS a structure that fully excludes the
pOSSIbIlIty of non-publIc deCISIons, It only prOVIdes for pubhc deCISIons adopted as a result of
an open dISCUSSIon m an exchange ofopimon, etc And thts IS producmg good results
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Moscow Government Experience In Forming
an Interregional Investment/BorroWlng System

Alexander Klein, Moskomzalm-ReglOnproekt

I would hke to begIn wIth some figures that charactenze the scope of the actIvIty of the
Moscow Investment and BorrOWIng System As of today the volume of borrowmg on the
mternal market amounts to approxImately 1 1 tnIlIon rubles Ifwe add the amount of external
borrOWIng whIch IS 500 mI1hon dollars, we Will get the total amount of the Moscow CIty Loan
- 4 trIllIon rubles

The placement IS takIng place along three dIrectIons The first IS the CIty bond loan (we call In
mternal) The second IS a GKO-type loan onented toward InstItutIOnal Investors The bonds
are placed on weekly-held tenders The average weekly volume of placement IS 50 bIllIon
rubles ThIs amount may waver dependIng on the need m fundmg the CIty'S current mvestment
projects The thIrd IS a savmgs loan WhICh IS Intended for mdIvidual Investors It has a smaller
nommal value, IS Issued m document form and matures m one year It IS placed m senes Its
total volume IS about 600 bIllIon rubles and each senes equals to 200 bIllIon rubles

I beheve that as compared With other regIons we have reached a hIgher level of the realIzatIOn
of the Issue of mumclpal borrOWIng In Moscow these processes are much more mtense that m
other cItIes, due to a number of ObjectIve reasons and that IS why we are a bIt ahead of the
other regIOns actIve In thIs area

The status of the CIty budget allowed Moscow to borrow money not for covenng cash gaps
Moscow's budget IS now non-deficIt Moscow hasn't Issued a smgle loan that was Irrevocably
spent on budget needs

We may say that Moscow started from the second stage from Issumg mvestment loans
Although when the Issue was only desIgned It became clear that separate mvestment loans
mtended for raIsmg funds for a specIfic project or a group ofproJects was a nonVIable scheme
for a number of reasons Other schemes of project fundmg are also nonVIable for certam
reasons The Issue of housmg bonds also has a number of negatIve features In the end It was
decIded to create some sort of a "cIvIlIzed" and unIversal paper that would be acknowledged
by the stock market and whIch would be convement for ItS partIcIpants to work WIth

At the same tIme It was clear the a borrowmg/mvestment system had to be created Not a
separate loan but a system that would Include a multItude of elements ThIs bIg and
complIcated system has a nucleus and amnhary support chams that commumcate With the outer
world

If we consIder the borrOWIng and Investment processes as a whole and speak about USIng
borrowed means only for financmg Investment projects, It becomes obVIOUS that In RUSSIa
today there are two major problems The pomt IS that we can borrow for a certam penod And
when thIs system was founded In 1996 thIs penod amounted to 3-6 months It IS clear that thIs
IS not enough tIme for ImplementIng an Investment project On the one hand, there should be a
system that would constantly raIse money and, on the other, It should be structunng the
borrowmg cham In such a way so as to proVIde for a constant Investment mass of funds that
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could be channeled to specIfic prOjects In other words, there should be a certaIn mtegnty m
whIch, nevertheless, the borrowmg and mvestment parts lIve therr own lIves

In connectIon WIth the problem of the length of money there IS the problem of the prlce of
money All our efforts to Improve the system are drrected toward reducmg the pnce of raIsed
money so as our final proJect development can receIve It at a mInImum rate We gIve thIs
money to the project developer at an average rate of21%

We have 4 types of znvestment prOjects purely commercIal proJects, commercIal projects
wlth the participation ofthe Clty, City projects andprlvllegedprojects And, accordIngly, there
are mmImal and maxImal rates of borrowmg But the spread between the mmImum and
maxImum IS only 3%, 1 e, one project category dIffers from another by 05-1%, whIle the
average IS, as I already mentIoned, 21 %

UnlIke a bank, a borrOWIng and Investment system whIch actually credIts mvestment projects
IS not mterested In obtaImng profits If the ultImate goal of a bank IS the receIpt of profit, the
goal of an mvestment and borrowzng system IS
dIfferent to gIve an Impetus to the ImplementatIon of Investment proJects, 1 e, to give an
Impetus to the development of the CIty s economy -bypllmg 11 Wllk&uldltzonal financzal
resources The effectIveness of the system cannot be measured by the profit It bnngs the CIty
and In thIs It dIffers from mumcipalloans , and even from Investment mumcipalloans

At present the mvestment and borrOWing system m Moscow has already prOVIded fundIng for
20 projects These are qUIte large projects among whIch are Manezhnaya Square, the LuzhnIla
StadIum, the OlymPIC VIllage, the GostInnYI Dvor, etc The cost of the smallest mvestment
project IS now 5 mIllIon dollars BeSIdes, 150 projects are at the stage ofbemg conSIdered and
12 are ready for fundmg

There IS a certam madequacy between the Infrastructure of the stock market (whIch can be used
by any admImstratIOn that borrows money) and that of the mvestment sphere And the current
SItuatIon IS so that It IS hIgh tIme the admImstratIons start rendenng mfrastructure support to
mvestment projects

We, m Moscow, are trymg to do somethmg about thIs to the best of our abIlIty and have
managed to accomplIsh somethIng We have also gone to the regIons WIth thIs pmlosophy
Together WIth the COmmlttee for Mumcipal Loans the other departments of the Moscow
Government are turmng to the regIons Moscow realIzes that It IS ImpossIble to create a
wonderland m one separate country, to say nothmg about one separate CIty BeSIdes, the
regIonal supplIers of Moscow's enterpnses have to be supported and other problems must be
solved WIthIn the framework of developIng economIC cooperatIon With the regIOns

Moscow has a strategIC IntentIon to cooperate With the country's regIOns As of today 120
agreements on cooperatIon have been concluded WIth VarIOUS CItIes and admlIDstratIve umts of
the RUSSIan FederatIon One of the maIn problems IS the source of fundIng for fulfillIng the
mtentIOn to cooperate And Moscow has created a mechamsm that IS able to supply finanCIal
resources for the ImplementatIon of the cooperatIOn plans

On the other hand we are sensmg a deep mterest on the part of the regIons m our actIVIty In
partIcular, a conference of the ASSOCIatIOn of RussIa's Southern CIties was held on May 21
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WIth surpnsmg force the regIOns expressed theIr request to dlssemmate Moscow expenence
gamed m raIsmg mvestment for the CIty and regIon And the process has already begun On
August 19, the Government of Moscow decIded to develop the Moscow Investment and
Borrowmg System m the dIrectIOn ofmterregIonal cooperatIon

At the same tIme the Conumttee for MumClpal Loans began concludIng agreements,
commurucatmg mfonnatIon, sendmg Its experts to semmars and conferences, etc We are
WIllmg to cooperate wIth local admlmstratlon And even when we talk about workIng on
regIonal stock markets thIs takes place wlthm the framework of our contacts WIth
achmmstratIOns

The Investment CouncIl of the CIty ofMoscow was recently founded and thIs IS a very senous
body It IS headed by Mayor Luzhkov and practIcally all members of the Moscow Government
are members of the CouncIl The CouncIl passes decIsIons on fundIng specIfic mvestment
projects and on the development strategy of the Moscow mvestment and borrowmg system In
the nearest future a COmmISSIOn on mterregnal mteractIOn wIll be establIshed, It WIll be headed
by VIce-Mayor Shantsev

In thIs connectIon I would hke to say a few words about the placement It has been assumed
that thIs work WIth the regIOns WIll conSIst of two mam phases The first, a placement of the
Moscow loan bonds m the regIOns and the second, the orgamzatIon of Jomt borrowmg At
present dIfferent approaches to thIs Jomt borrowmg are bemg worked out It IS clear that a loan
cannot have two Issuers Nevertheless, after a certam balance of mterests, nsks and
responslblhtles IS estabhshed, such borrowmg can be earned out I thInk that the Jomt nature
of such loans should make It pOSSIble to borrow money m the regIons at the same pnce as
Moscow has managed to attam (thIs IS qUIte cheap money)

We have started to work WIth regIOnal mvestment projects before Moscow bonds have been
placed on the temtory of a CIty or regIOn Our common goal IS to have the placement lme and
the mvestment projects lIne meet m one pomt It IS understandable that a certaIn Imbalance
may occur we first place a loan on one temtory (for mstance, m Krasnodar) and afterwards
Implement an mvestment project, willIe m another temtory there first appears an Investment
project and the money rrnght not be raIsedibr some reason or another

Nevertheless, the process ofpreparmg for fundmg regIonal mvestment projects has begun And
I would hke to stress that the placement of bonds on a temtory or a regIon and the
development of regIOnal mvestment projects are parallel processes willch depend on one
another

OUESTION You raIse money ill one regIon and nnplement a project ill another What does
Moscow get out of tlus?

KLEIN When I use the term "regIOnal proJect" I mean several types ofmvestment projects
regIonal projects m regIOns, regIOnal projects m Moscow, Moscow projects m the regIOns and
mterregIOnal projects WIth cooperatIOn among more than two counteragents As a result of
such projects Moscow tnes to, for example, prOVIde for a supply of necessary products (If we
are speakmg about speCIfic benefits) or establIsh cooperatIon between a Moscow mdustnal
enterpnses and ItS regIOnal partners BeSIdes, we should not forget about Moscow's strategIc
mterest m creatmg an mtegral and effiCIent econOIDlC system

104



QUESTION Don't you thInk that the Moscow Government IS assummg the functions of
either the State Planmng Comnnttee of the Commumst Party Central COmmIttee? In other
words, you use budget funds and manage mdustnal production The smart people m Moscow
take hold of budget money and dlstnbute It through tenders' QuestIon IS there any guarantee
that such a structures Will be effectIve?

KLEIN FIrst, we are not speakIng about budget money Moscow does not take hold of budget
money But the guarantees , mdeed, come from the budget because no mvestor m IDS nght
mmd would dealt WIth a City or a umt of the RUSSIan FederatIOn that cannot prOVIde budget
guarantees CapItalIsm IS present here m the form of competItion among project developers
seekIng fundmg for theIr projects One of the key prmclples of the system IS not to dIsrupt,
both technologIcally and orgamzatIOnally, the processes ofralsmg and mvestmg funds

QUESTION As I understand, any borrOWIng and mvestment system IS structured m the
follOWing way money IS collected for certam projects and the aIm IS to preserve tills money
and ItS return even WithOUt secuntIes, but, for example, SImply m the form ofcredIts

But tills system has a non-econOmIC advantage wIDch conSIsts of two parts The first IS the
"trademark" of Moscow and the second IS that mumclpal guarantees are proVIded for a pnvate
busmess system In fact Moscow has created an ordmary francmsmg system usmg ItS
trademark And the mam pomt here IS that Moscow's polItIcal onentatIon toward cooperatmg
WIth the regIOns IS Implemented through the partICIpation ofmdlvlduals and capItal

KLEIN What Moscow IS domg has nothmg to do WIth francIDsmg We proceed from the fact,
that such CIties as Yaroslavl or Tula are unable to create therr own mvestment and borrowmg
systems Even m Moscow, where everythmg IS takIng place qUIte successfully, there remams a
number of strategIC problems In general, there can only be a few such systems m RUSSIa,
perhaps three or four

We belIeve that an mtegral mterregIOnal mvestment and borrOWing system must appear, and
the standpomt of the Moscow Government m tills Issue IS honest, decent and open all
mformatIOn IS open and unlIke franchIsmg It IS prOVIded free-of-charge

QUESTION ThIs looks lIke the begmnmg ofMr Luzhkov's preSIdentIal campaIgn

KLEIN All Moscow actIVIties can be mterpreted tlus way We have been dealmg WIth thIs
system for two years now ad thIs means that Mr Luzhkov's electIon campaign has begun two
years ago

OUESTION Today Moscow IS turmng mto a bIg bank It has "squeezed out" everythIng
from the regions The only thmg the regions stIll have are therr arrears The regions Will
continue to get poorer WIll thIs not lead to another Great DepreSSIOn?

KLEIN When you say" Moscow has squeezed out" , you probable mean Moscow banks, or
rather the SItuatIOn m whIch all the mam finanCIal flows are concentrated m Moscow A
reverse process has already begun and the Moscow Government IS lookIng at the pOSSIbIlIty of
attractmg mvestment to proJects m the regIOns ThIs IS a good Idea and It should be made use
of Moscow lmows what It gams when It mvests m Moscow new Jobs, an mcrease m the tax

10~



base, etc Moscow also needs to know what It WIll gam by gtvmg Its llloney to the regIons
products, new markets, etc

OUESTION I am mterested m the structural and legal fonn of such orgamzatIons as
Moscomzann-Market, Moscomzatm-ProJect and others and therr mterrelatIon With the
Cornnllttee for MumCIpal Loans

KLEIN The Comrmttee for Mumcipal Loans IS wItlnn the structure of the Moscow
Government On the basIS of deCISIons of the Moscow Government the COmmIttee has
establIshed five organIzations whIch are umtarIan enterpnses

QUESTION How many Investment projects are bemg Implemented In Moscow?

KLEIN Moscow IS now at the level of4 5 bIllIon dollars of Investment
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MUnICIpal Funds as a Source of Financing the TransportatIon Infrastructure

Yun Govorukhov, Lukhovitsky Machine-BuIlding Plant

ExecutIves responsIble for the dIstnbutIon of earned means have a very lInnted choIce the
money should be eIther spent for the solutIOn of acute SOCIal problems Without any matenal
return or on mvestment projects whIch promIse profits but, as a rule, not too soon

It IS now always pOSSIble to combme a solutIOn of SOCIal problems With a qillck return of
mvestments Our proposal IS one of the ways of combmmg these two tasks We trunk that It
WIll be partIcularly useful to dISCUSS tlus proposal at thIs conference whIch has been Jomed by
both expenenced finanCIers and executIves who deCIde what areas to finance

I am the head of the marketIng department of the LukhovitSy MachIne-BUIldmg Plant whIch IS
a part of the VPK MAPO-MIG We put out senal MIG-29 planes Under the converSIon
program our plant produces 4-seat busmess-c1ass IL-I03 planes deSIgned at the IlIushIn
AIrcraft DeSIgn Bureau

In the process of marketmg our planes we have been faced WIth a number of problems and that
IS why we are here We propose to concentrate on the restoratzon, on a new techmcal,
orgamzatlonal and finanCIal baSIS, of the znfrastructure of znternal and znter-reglonal aIr
transportatzon

Today the once busy arr lmes are declmmg rapIdly In some places contract patrollmg IS
practIced and m others crews are set to work m the regIOns, but, on the whole, arrdromes of
local aIr lmes are c10smg There are practIcally no passengers and no cargo to transport

The promotIon flIght of IL-103 along the route Lukhovitsy-Tula-Oryol-Kursk-Voronezh
LukhoVItSy whIch took place a month ago and dunng wruch the governors and other top
offiCIalS were acquaInted WIth the condItIons of the flIght, has proved that the former local aIr
lme system has ceased to eXIst practIcally everywhere However, the need m thIs system has
not ceased to eXIst, espeCIally considenng the condItIon of the roads and the terms offered by
other means of transportatIon

The potentIal users of aIr servIces are the regIOnal offiCIals and managers of large bankIng and
commerCIal structures At present they make therr own busmess travel arrangements thIs can
be a tnp on two Jeeps With secunty guards on Iced roads or on a MI-8 helIcopter or an a YAK
40 plane seatIng several dozen passengers (usually 2-3 people)

Tlus IS done because, supposedly, there are no other alternatIves But these alternatIves eXIst
and requrre large, but not excess efforts Flymg on modern planes IS 5-10 tlme cheaper that for
example, on Yak-40s or MI-8s

The structure of regIOnal and mterregIOnal arr transportatIon system allows to solve the
problems of busmess-Ievel trIps ThIs IS common practIce m most of the developed countnes
In many areas RUSSIa IS approacrung the developed countrIes and the Issue of restonng the
system ofregIOnal and mterregIOnal aIr transportatIon IS espeCIally tImely for us today

107



After World War II we had a sImIlar system of local arr hnes eqUIpped WIth small sports
planes But WIth the appearance oflarge passenger planes such as IL-12, IL-14, TU-104, IL-96,
etc, small sports planes were excluded from the country's CIVIl aVIatIon concept, whIle m
other countrIes they contmued to successfully develop and occupy therr own mche m the
system ofarr transportatIon

In our country AN-2 was the smallest plane It IS a good plane but It carnes a dozen-and-half
passengers Of course we, m RUSSIa, were aware that planes could be stIll smaller and more
economIcal, but belIeved that such planes were not fit for our vast country WIth Its ample 011
reserves

The same happened WIth the relevant legal framework The loss of tIme connected WIth
gett10g to the aIrport, checking 10 and gomg through other formalIties began to exceed all
reasonable llIDlts For lIght-motor aVIatIOn such problems eIther do not eXIst at all or,
accordmg to the latest AIr Code, they have been conSIderably reduced The legal framework
WIll be Improved qUIcker and more effectIve If there IS pressure from the bottom whIch Will, m
tum, be connected WIth the creatIOn of relevant structures and aViation subdIVISIons m the
regIons

The system of local arr lInes can stIll be restored at a relatIvely small cost Local arrdromes and
landmg fields for aIrcraft that sprayed chemIcals and fertIlIzers on the fields are stIll mtact, as
well as subSId1ary structures, aIrcraft parks, and eqUIpment What IS most Important, the
personnel of these faCIlIties who usually lIve nearby IS also avaIlable

The operatmg lIfe of the broadly used planes, m partIcular of An-2, has almost expIred ThIs IS
a famous plane, but the country IS unable to produce It and It IS becommg more dIfficult and
more expenSIve to reparr It

We propose to start WIth usmg IL-103 whIch IS the only modem certIfied plane m RUSSIa and
m the CIS It IS of a dIfferent class and Will not replace AN-2, but It can serve as a basIS and
proVIde an mternatIonal level of aIr servIces BeSIdes, the plane WIll offer servIces whIch dId
not formerly eXIst m RUSSIa and the CIS, but whIch are developmg world-WIde

PractIcally all developed countries of the world deSIgn and buIld lIght planes By the end of
1992 the world fleet of lIght planes counted 297,800 planes Of these approXImately 63% were
used In the Umted States, m 1992 they spent 27 mIlhon hours m the arr According to the
Umted States Federal Department for CIVIl AViatIon, durmg the past 4 years the turnover of
cargo transportation by lIght planes grew (expressed m costs) by 8% Accordmg to the
forecasts of thIs orgamzatlOn the volume of passenger transportatlon ill 1998 WIll reach 56 9
Inllhon people, which IS 8 2% of the total volume ofUS passenger transportatIOn

The same tendency IS obVIOUS 10 the rest of the world For a number of reasons, m the former
USSR hardly any attentIOn was paId to the development of small aViatIon LIght planes were
only produced m the Warsaw Treaty countnes whIch no longer eXIsts In 1990-1993 the State
Research InstItute for CIVIl AVIatIOn conducted a study of the need m busmess travelIng for
1994 The followmg was found m the north-western regIOns ofRUSSIa the need m busmess arr
travel was 300-400 thousand hours, m Moscow and the central regIons thIs figure was 530-570
thousand hours and m the southern regions (Rostov and Stavropol) It was 980 thousand hours
All regions ofRUSSIa need thIs type of aViatIon
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BesIdes, the SOCIal aspect IS also qUIte nnportant The 2000 army pIlots together WIth a relevant
number of aircraft techruCIans who Will reSIgn before 12 31 98 wIll undoubtedly prefer a Job
they are fanulIar WIth and wmch they hke mstead of unsteady earmngs and pohtIcal rallymg
Not by chance have the Umon of RUSSIa's Industnahsts and Entrepreneurs and the Secunty
CounCIl

We are not aslang for mvestment m the productIon of planes We propose to put m an effort
dIrected toward restonng the Infrastructure of local aIr lInes and creatmg new Jobs for mghly
qualIfied speclahsts m your regIons Accordmg to prehmmary estnnatIOns, the reqUIred
resources are not large and prOmIse to be repaId qUIckly and to bnng profit to the regIons'
budgets
The ObjectIve condItIOns are so that m RUSSIa, consldenng ItS vastness and the condItIon of Its
roads, a mfrastructure for regIOnal and mterreglonal air hnes WIll meVItably be restored

The capaCIty of thIS market IS at least 4 bIllIon dollars It IS ObVIOUS that the federal government
WIll not deal WIth tills task And If we do not act qUIckly today, the emergmg arr servIces
market (no matter how strange tills may sound to us) WIll be filled With Cessnas and PIpers, as
was the case With Jeeps, computers and Coca-Cola

At present a worlang group has been set Up conSIstIng of representatIve of the Umon of
RUSSIa's IndUStnalIStS and Entrepreneurs, the Secunty CounCIl, the Government of Moscow
and the Government ofMoscow Oblast Tills workIng group wIll work on a project deSIgned to
put local aIr lmes mto use The name of the project IS Avzalme I am a member of tills group
and am speakIng here on behalf of It

It has been deCIded to establIsh an mtegral mfrastructure of local air lmes The group has been
Jomed by representatIve from Tula, Voronezh, Kursk, Oryol, Yaroslavl, Rostov and Krasnodar
regIons The proJect, wmch WIll encompass the entrre terntory of the RUSSIan FederatIon, Will
be presented to the Government ofMoscow by mId-October 1997

I belIeve that the appearance of substantIated regIonal projects drrected toward restonng the
transportatIOn artenes along local aIr lInes wIll conSIderably mcrease the attractiveness of
mumcIpal bonds for mvestors, smce the need and advantages of such a project are qUIte
obVIOUS The more so, smce If a year ago RUSSIa lacked planes for such a type of serVIce, today
It has two certIfied and senal models IL-l03 and the hehcopter :MI-34
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American ExperIence OfIssumg MUnICIpal Bonds
The Development Of The RussIan Markets Of MUnICIpal SecuritIes

Robert SerafinI, Pragma CorporatIon Consultant,
An Expert In Bankmg Investment Busmess

There are approxnnately $1 4 tnllIon of mumcipal debt outstandmg m the Umted States That
makes mumcipal bond mdustry m Amenca the thrrd largest financIal market after US
government secuntIes, eqUItIes

Rather than delIver a speech of academIC mterest, I would lIke to dtrect your attentIOn to my
wntten remarks, dIstnbuted separately Instead, I would lIke to mVIte you to VISIt my company,
a finn, wluch m many ways IS Wee a manufacturmg plant It has to secure supplIes of raw
matenals, process It and find buyers Follow me please as we VISIt tlus plant and VIew slIdes of
relevant documents

We are Just gettmg off the elevator now at our manufacturmg plant It doesn't look lIke a
manufacturmg plant, because It'S dIsgUIsed m a skyscraper But we're walkmg mto a tradmg
room, and try to nnagme, If you can, a large room full of tables, momtors, telephones, and
people who fall mto several dIStmCt categones The first IS the trader, and I tlnnk the word IS
almost the same m RUSSIan, so I won't bother to define It The second IS the underwnter He's a
person who makes nsk comnutments on new Issues We'll get mto a lIttle bIt more detatl on
that m a second But tlnrd, and maybe m some ways the most nnportant, IS the sales person
He's the person that finds the customers He's the one that gets the phone calls He's the one
that makes the phone calls A lIttle bIt later - because he's sttll back at her apartment, he had a
late mght WIth some clIents - we'll meet another mvestment banker, someone who handles
negotIated financmg, but he's not at the office yet

The first tlung that I'd lIke to Just pomt out very qUIckly to you IS a sense of the volume m the
market, m the Amencan mumcipal bond market If you go back to 1987, the volume of bonds
m the market was Just over $100 bIllIon, and m 1996 It was about $160 bIllIon There IS a basIC
trend, belIeve It or not, and that's the trend Ime The years 1991, 1992 and 1993 were
exceptIonal years m terms of volume because mterest rates had dropped m one of the bIggest
mterest rate drops m lustory and lots of people sought to refinance therr debt That's what
responsIble for the exceptIOnal volume m those three years above and beyond the trend lme

Another aspect of the mumcipal bond underwntmg busmess that's worth knowmg about IS that
some mumcIpal bond Issues represented by black m the graph are done on what's called a
negotiated basiS The banker IS chosen by the borrower, usually after a faIrly lengthy and
somewhat elaborate mtervIew process Mr Nlamas descnbed the evolutIon of that process
under lus control at the City ofMoscow The basIC busmess of the negotIated underwnter IS to
put together a bond Issue The bond Issuer mtervIews underwnters and pICks someone who
has a good reputatton - and there are plenty of people who do, plenty of firms who do - and
also someone who the bond Issuer feels that he or she can get along WIth pretty well, someone
who's gomg to work for them That's often the person who has spent a lot oftnne workmg WIth
the Issuer m the past, probably for free, probably chasmg the busmess
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Okay The chart then shows the dlstnbutIOn of long-tenn volume If we look to the next chart,
we can focus on another aspect of the busmess, and that IS the mlX of short- and long-tenn debt
secuntles Many of the speakers over the last several days have expressed as theIr Wish, maybe
therr number-one WIsh, the ablhty of RussIan borrowers to borrow for longer and longer
penods of tIme, to get away from the short-tenn market The short- tenn market tends to
fluctuate falrly Wildly It makes It d1fficult for finanCIal people to plan If they have to be
worned about what the mterest rate IS gomg to be next year or next week, It'S a httle bIt harder
to plan and set rates, set taxes, all that sort ofthmg

Another aspect of the deSIre of many of the speakers to move mto the longer-term part of the
bond market IS that a baSIC pnnclple of fmance that has evolved over tIme IS that It makes a
good deal of sense to match financmg tenn, financmg matunty, With the useful hfe of an asset
If the CIty of Yekatennburg were to budd a brand new school today, that school would
probably be muse m 40 years So, If the people ofYekatennburg were to pay for It themselves
today, the people 25, 30, 35, and 40 years out who were paYing taxes would be gettmg a free
nde The people would be paymg too much today and not enough m the future There's a baSIC
prmclple There's a pnnclple of SOCIal and financIal eqUIty, JustIce, whIch tnes to match asset
hfe on the one hand WIth the term financmg on the other, and that's the reason It's faIrer that
way You pay for what you use, and people 20 years from now pay for what they use

The commumty that I hve m, m IlhnOls, had an electIOn last spnng to authonze the Issuance of
$40 rrnlhon worth of bonds for the schools It sounds hke a lot of money, but the last bond
Issue that had been done for the schools was m 1965 So that's over 30 years ago So 30 years
ofpeople were able to take advantage of the assets financed With that bond Issue 30 years ago
And, beheve me, the schools are m baSIcally good shape They're gomg to use the money for
Improvements that WIll Just carry them further and further out mto the future

That's the basIC background on the mumclpal bond market You'll notIce that the columns
show both long-tenn bonds and short- tenn notes Both elements have a role m the market
Yesterday Mr Ivanov descnbed a borrowmg that he was puttmg together for a mumclpahty,
actually for an oblast, a small borrowmg ImphClt m lus descnptIOn of the short-tenn
borrowmg and m the chart showed by Mr Novlkov showmg the fluctuatIOns m tax revenues
over the course of a year IS a concept called revenue antICIpatIOn

If you're gomg to be gettmg X amount of revenue m the course of a year, but It'S gomg to be
commg m throughout the year m an Irregular, pOSSIbly d1fficult-to-premct fashIon, It makes a
great deal of sense to take what you antICIpate m tenns of revenue, whether It'S from taxes or
some other source, and borrow It early m the year That peImlts your managers of whatever
enterpnse It happens to be to go about the busmess of managmg the enterpnse Then the tax
collectors worry about collectmg the taxes The money IS m hand, and you don't face the
prospect of c10smg the doors some weekend because the money's not m hand And that's a
very good example of the use of that technIque

Try, If you can, to recall the pIcture, whIch IS always worth 10,000 words, that AlexeI showed
yesterday of the fluctuatIon of all the vanous taxes m the course of the year And that's
basIcally all you need to know

Well, what's the first thmg that everybody does when they get to the office? Well, m Amenca,
most people pIck up thIs newspaper It's called "The Dally Bond Buyer" Tlus IS a newspaper
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that IS devoted entirely to the mumclpal finance busmess, mumCIpal bond busmess, and to
closely related markets The newspaper contams all kInds of ancIllary mformatIon It contains
notices of electIons that are gomg to be held m which voters Will have to choose whether to
back new bonds WIth taxes It contams as well notices of bonds that are gomg out to
competItIve bId It contams notices of bonds that Will be placed on the market It contains
notIces of bonds that have been sold m the past couple of weeks It tracks mterest rates m a
vanety of chfferent ways

And I have no doubt that m the very near future Alexander from Skate-Press wIll be publIshmg
somethmg lIke this It may not be as volummous, but It Will probably be very much lIke It m
terms of Its content As the market grows, the market's need for good mformatIon grows, and
orgamzatIons lIke Skate-Press, I'm sure, wIll be there when the tIme comes

The other thmg that's gomg on, on Monday mornmg, IS that people are thmkmg about the week
- what's happemng this week and what happened last week One of the thmgs that they Will
look to IS therr mailbox, because maybe 20, maybe 30 dIfferent firms that do mumcipal finance
underwntmg m the Umted States Will put out what's called a mumclpal market comment,
which IS Just a bnef descnptIOn of things that have happened m the market m the past week,
thmgs that are commg, and to some extent a status report on bond Issues that have been
underwntten - has the entIre Issue been sold, If It hasn't been sold, which parts of the bond
Issues remam on the shelves as we say, whIch ones haven't been sold? The reverse of the
market comment IS also another statistIcal summary showmg charts of VarIOUS factors relevant
to the mumclpal bond busmess

Fmally, and perhaps most Important of all Will be the trader's scale sheet ThIs IS the best
Judgment of the head trader or traders at a finn about what IS the relatIOnship between tIme of
maturIty m tlu.s column - next year, 1998, gomg out to 2027 - and qualIty along here You'll
notice that, as matuntles lengthen, so do mterest rates You'll notIce that there's a dIfference m
the mterest rate across the columns - not much of a dIfference m short matuntIes, a lIttle bIt
more notIceable m longer matuntIes - reflectmg dIfferences m credIt qualIty

When I first started m the busmess, scale sheets were much more complIcated and tended to
track a much WIder range of qualIty As we go further mto the tour of the plant and what
everybody's domg, you'll all see several msured bond Issues Last year mumclpal bond
msurance accounted for 63 percent of the long-term mumclpal bond market

What IS bond msurance? Well, we'll talk about It perhaps a lIttle bIt more and answer any
questIOns, but basIcally what It IS, IS an extremely powerful credIt-worthy orgamzatIon sells ItS
credIt-worthiness to another orgamzatIOn The other orgamzatlon that pays a fee for that
credIt-worthiness IS the msured The msured, m general, IS a good credIt, m some cases a very
good credIt The purpose ofthe msurance, however, IS to not be Just a good credIt or very good
credIt, but to be the best credIt you can possIbly be You pay a fee for It, but computatIons -If
your mvestment banker can do the math for you - generally over the course of a bond Issue,
you Will save a large multIple of the cost ofmsurance

At any rate, that's the scale sheet, and people Will clIp that to theIr telephone at least for the
early part of the week when the markets are relatIvely stable and the new Issues that are commg
down the road haven't changed thmgs And when they need a qUIck reference as to what a
bond IS worth, they'll look at the scale sheet
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Okay, we have several scenanos that we're gomg to talk about It's stIll 830 m the mornmg,
only a half hour has gone by The first, a salesman - It turns out a very good salesman,
someone who covers what we call mstitutIOnal accounts, large accounts, accounts that tend to
buy nnmmum block SIzes of $1 milhon or $5 mtlhon worth ofbonds - has a customer that he
sold some bonds to last December The customer wants to get them out of Ins portfoho and
put somethmg else m The salesman bnngs to the head trader a notIce of tins He could walk
up to the head trader, wInsper It m Ins ear, but head traders, or traders m general, have the
attentIOn span ofmosqUItoes

So what the smart salesman does - he wntes down for the trader on the top of a sheet "$4
m1lhon worth of Senes e" And he wntes It on a research comment that was pubhshed by the
research department of tins firm when the bond Issue was done last December Rather than ask
a trader, who's hvmg from second to second, who has no time to concentrate on anythmg
really, rather than gIvmg Inm an offiCIal statement, a prospectus, wInch as you all know can be
a fairly volummous document, he gives Inm a one-page or a two-page summary of the
transactIOn and wntes on the top what lus customer wants to sell The trader says, "Okay, I'll be
back to you m an hour WIth a bId"

The dynanucs there, what's really happemng there? The salesman wants to perform for the
customer He wants to have the best bId for the customer, because that WIll make the customer
satIsfied WIth after-market servIce Anyone can sell a bond when It's a hot new Issue, but can
you make the best bId later on when It's no longer a hot new Issue and you're operatmg m a
fiecondary market enVIronment WIth other people competIng for bonds? So the salesman wants
the trader to buy the bonds The trader, however, doesn't want to pay too much for the bonds
If he pays too much for the bonds, he's not gomg to be able to sell them, or he'll have to mark
them and change the pnce to lus dIsadvantage to sell them And that's what's gomg to be gomg
on between thIs trader and the salesman all mornmg long The trader IS gomg to be reSIstIng
He's gomg to be saymg, "No, I want a" - what he calls a cheaper pnce And the salesman IS
gomg to be badgenng Inm for a lugher pnce In the end, what's gomg to happen IS that the
salesman IS gomg to get on the phone and start callmg a lot of other customers and see If he
lumself can find a bId for the bonds That's the smart salesman

The second person that we followed mto the tradIng room m the mornmg was also a salesman,
a young salesman He had no Ideas about what to do He had a tough weekend HIS kids were
teethIng And he was happy when Fnday came, and he'll be happy agam when Fnday comes
agaIn So what he does IS he pIcks up tins It's not bIg, but It'S a daIly catalogue ofbond Issue
offenngs m the secondary market The catalogue also eXIsts m electromc fonn on screens But
the catalogue IS orgamzed accordmg to states, oblasts And thIs particular salesman has a
customer m Massachusetts, so he turns to that page Now, he knows that the customer IS an
mstItutIOnal customer and WIll not buy a small block ofbonds, so he scans the page He finds
a block of$2 mtlhon worth ofbonds for Chatham, Massachusetts He knows who to call, who
owns them Bank of Boston has probably called everybody m Massachusetts ten tImes, but he
has an Idea of someone who to call So he woke up With no Ideas and headache, but after a few
mInutes of lookmg m the Blue LISt, he's got an Idea He's got at least lus first phone call of the
day

The thIrd person Important to our tradmg room envIronment IS a competItIve underwnter He
IS the person who WIll respond to a wntten, offiCIal notice of sale and make a bId on a new
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Issue of bonds Tills IS the competitive underwntmg sIde You may recall It was the lIttle
willte cap on top of the larger negotIator underwntlng band on the graph that we had But thIs
partIcular one IS for a umversIty, the Umverslty of Maryland The date and place at willch the
bIds are due IS hsted nght here Tills IS where you have to go to delIver your bId A
descnptlOn of the Issue A descnptlOn of the authonzmg documents And so on

He doesn't care as much about that as he does about tills Tills IS the sheet from willch he Will
have to construct an actual bId He'll pIck up ills scale sheet and start wntmg numbers
Hypothetically 310,330,340,350 - and out maybe to ten years --360, 370 Bonds are very
dIfficult to sell m tills matunty range People who buy shorter bonds tend to banks People
who buy longer bonds tend to be casualty msurance compames or bond funds So, rather than
bemg able to sell these pnncipal amounts, what he's gomg to do IS take all these pnnclpal
amounts m these years, add them together mto a much larger term Issue There'll be
approxImately - about maybe 40 mIllIon And then finally, he'll take the last group of
matuntIes, add them together, and that's gomg to be about 12 mIlhon

So he goes out on the telephone to all the salesman and says "Tills IS a bId that's gomg to
become due tomorrow We won the last tIme we bId on tills crecht, and we would lIke to wm
agam Tills IS the scale Everybody's gomg to have almost the same scale, but I'm lookIng for a
couple ofthmgs Is there anybody out there who can find a buyer for that 2012 matunty? If so,
then we can pnce It as a shorter-term or mIddle-term bond, rather than as a 20-year bond That
could buy the deal for us That could buy the bond Issue for us "

So he puts together the scale, and after he has the scale together, he has to compute a true
mterest cost For those among the audIence who are professIOnal economIsts and what-not, a
true mterest cost would be the eqUIvalent of the mternal rate of return It's the rate willch
chscounts all future cash flows to the net proceeds of the bond Issue He's asked to compute the
true mterest cost to four deCImal places and to submIt ills bId WIth a good faith check He
submIts ms bId., along WIth a check for $667,000, m thIs case to the Umversity of Maryland
The bIds wIll be opened, and the lowest true mterest cost Will own the bonds, the firm and the
syndIcate to whIch It belongs WIll own the bonds

Another person m our manufactunng enVIronment IS the syndIcate manager for the negotIated
underwntlng field He opened ills mall tills mormng and found a prelImmary offiCIal statement
for a CIty of ChIcago water bond Issue that's commg later m the week A couple of thIngs I'd
pomt out to you about that, about tills If your eyes are better than mIne, you can tell that there's
red pnntmg at the top and on the SIdes of the offiCIal statement ThIs means It's prelImmary, It's
subject to change Tills IS deSIgned to present people With enough mformatIon that they can
make an mtelhgent deCISIon about whether to underwnte the bonds or buy them Everythmg
that's m thls OffiCIal statement IS subject to change before the Issuance of a final OffiCIal
statement

A couple of pomts to be made from tms FIrst, more bond msurance Tills IS one called
Fmancial Guarantee Insurance Company It's one of the three largest $195 mIllIon worth of
regular bonds, and $75 mIllIon worth of what are called capItal appreCiatIon bonds - they're
bonds that are sold at a chscount and paid at par, hke GKOs TypIcal of Amencan bond Issues
over the last ten years has been a great deal of concern for mmontIes The bonds m tills
partIcular Issue are bemg approved by a very old, large, and well-establIshed Cillcago law firm,
Scillff, Harden & WaIte - very well-known In adchtIon, though, along for the nde IS Burke,
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Bums & PmellI, who IS not expenenced m the mumclpal bond busmess, maybe a very small
firm, but whose CIty polIcy has requITed the underwnters to add to the group of lawyers so that
they can learn the busIness The same goes on the underwnter's counsel SIde BIg, well
establIshed law fIrm, well- known Sanchez & Damels, probably a nunonty law firm Sanchez
IS a Hlspamc name

SIgnIficant m terms ofthe offiCIal statement IS the regIonal finn, regIOnal firm, local firm, local
firm, local firm, regIonal firm, regIOnal firm, local firm So - one, two, three, four, five, SIX,
seven, eIght - out of the enbre group of managers, eIght of them are eIther regIonal or local
firms That's somethmg to keep m mmd as you watch your mdustry develop The mumclpal
finance mdustry, unlIke many mdustnes, can't be Just a Moscow- St Petersburg mdustry It
has to have a presence at the local level for many, many reasons And that's why management
groups tend to be composed of a WIde varIety of firms The firms WIthOUt the red marks are
household names m Amenca Some of them are household names m Europe But those are the
hIghlIghts of tins bond Issue The competItIve underwnter gets on what's called the squawk
box -It'S lIke a mIcrophone - and he says, "ThIs bond Issue IS conung on Thursday, get ready"

Okay, the young man who was not on the elevator early thIs mormng has finally arnved at the
office There's a reason for hIs bemg late He was out late last mght WIth the clIents celebrabng
the successful completIOn of theIr bond Issue He left the lawyers m charge The bond Issue IS
for a small UnIverSIty In MIchIgan It, too, IS msured by the Fmanclal Guarantee Insurance
Company It, too, conSIsts of a range of matuntIes, extendmg out as far as the year 2027
That's a 30- year maturIty It has two managers

We're gomg to spend a lIttle bIt more bme on thIs than on the others because there are actual
pnncIples of finance that we go at In a productIve way Just by lookmg at some of these pages
The first page that we're gomg to look at IS the one that's btled "Secunty for the Bonds" If you
read the language, It basIcally says that every mckel that comes to the umversIty, every kopeck,
pays the bonds first, before anythIng else gets paId And that concept IS pIcked up 10 the
defimbon secbon of general revenues of the urnversIty Secondly, as IS customary, hIstoncal
finanCIal data IS shown - m thIs case, for five years ThIrdly IS a rate covenant The borrower
agrees to charge rates and fees suffICIent m thIs case to cover debt servIce by at least two Urnes,
200 percent

The qualIty of thIs credIt can be ascertamed very qUIckly by lookmg at the coverage numbers
here The general revenues avaIlable for debt servIce cover maxImum annual debt servIce by
almost 12 tImes, by more than 12 bmes, by almost 13 bmes It's a good credIt It's a very good
credIt It's probably, on ItS own, a AA or a AA-mmus

ThIs IS the annual debt servIce schedule for the new bonds These bonds are bemg Issued
what's called on a panty WIth, or "pane par sus" WIth, eXIstmg bonds of the umverSIty The
finanCIal structure IS such that the bankers have tned to wrap thIs matunty structure around thIs
one WIth very small senal pnnclpal payments m these years So the overall debt servIce
remams m the 7, 6,4, 5, 4, 3, 2 - or, rather, 3 range It declmes, but It'S as flat as they could
make It

Fmally we get to the meat and potatoes What's the bond Issue all about? SpeCIfic projects
------£pecIfic costs Not general corporate purposes So these are the four projects that are bemg

financed ThIs IS the sources and uses of funds The underwnter's fee IS $208,000 on a $40
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mIllIon Issue It's about 1/2 of 1 percent Costs of Issuance and bond msurance are $268,000
My estimate IS that bond msurance IS about $200,000, or also about 1/2 of 1 percent of the
bond Issue par amount That's very low It's a very low number, and It reflects the very hIgh
credit quahty ofthIs bond Issue

Another pIece of the borroWIng that I'd hke to pomt out to you IS thIs one ThIs IS a sectIOn
called "PermItted Investments" When the bond Issue IS closed and money changes hands - the
money has to SIt m the bank whIle the construction takes place As the engIneers and archItects
are satIsfied that VarIOUS stages are bemg satIsfactonly completed, money wIll be paId out In
the meantIme, though, the money has to be Invested, or should be mvested You'll note, as IS
typIcal of most Amencan bond Issues, and In some cases requrred by state law, only the very
hIghest quahty mvestments can be used m the constructIOn fund Drrect obhgatIOns of the
Umted States - that's A) B) trust receIpts basIcally representIng direct obhgatIOns of the
Umted States, oblIgatIOns of the Federal NatIOnal Mortgage ASSOCiatIOn, and perhaps most
mterestmgly, certIficates of depOSIts of banks WIth capItal not less than $100 mIllIon ThIs IS
deSIgned m part to msulate the local finance people, the VIce preSIdent of finance at the
UnIverSIty, from the local bank, whIch would lIke the money very much m ItS coffers durmg
the constructIOn penod, but the umversity has agreed that It Will only be m a bank which has
net capItal In excess of $100 mIlhon That means that the ThIrd NatIonal Bank of YpsIlantI,
MIchigan, a very small bank, Will not see thIs money

A fourth element of-the bond Issue which I'd lIke to pomt out IS that the proceeds are trusteed
They are depOSIted With a trustee bank The people at the UDlversity never touch the money
They mIght touch the check at closmg They mIght get a xeroxed copy for therr wall But they
don't touch the money They don't see It What's the Wisdom behInd that? Alexander told me
a very amusIng Joke thIs mormng, a RusSIan Joke, and so I don't mInd repeatmg It He assures
me that It Will give no offense

A RUSSIan CIty offiCIal was In the Umted States VIsItmg a frIend, and sIttmg at a park haVIng a
mce coffee, saYing to his frIend, "How dId you afford to put m thIs park?" The Amencan
munICIpal offiCIal pomted to a bndge and saId, "We financed that bndge WIth revenue bonds
We had extra money, we put In the park" About three years later the Amencan offiCial was
VISItIng his RUSSIan frIend, and they also were SIttIng m a park And he SaId, "ThIs IS
wonderful, thIs IS a lovely park How dId you finance It?" "Gh, we financed With It two
bndges The first you see over there" And the Amencan offiCIal nodded his head and saId,
"Yes, that's a mce bndge" "The second bndge IS over there" The Amencan officIal looked at
It and SaId, "Where's the bndge?"

If the money had been With a trustee bank, the bndge would have been buIlt The people who
loan the money, who bought those bonds, expected a revenue-producmg asset They handed
over therr money m exchange for the promIse of a revenue-producmg asset that would pay
them back They did not expect someone to take that money and buIld a park With It A great
publIc purpose, but It was not the deal

When the young man left the lawyers last mght, the were discussmg the Opilllon Letter The
auditor marked one or two pages of the 0pImon letter as unaudited and was unW1llmg to
express an 0pilllon on the accuracy of the data The lawyers did not lIke that The lawyers
representIng the underwnters dIdn't lIke It because It IS not m the nature of full disclosure
When you go to the trouble ofdisclosmg finanCIal mformatIOn and hInng a bIg accountIng firm
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to audIt that finanCIal InformatIOn, you don't want exceptions m the OpmIon Letter You want
the accountmg fIrm to say uneqUIvocally - we have looked mto tIns mformation and It IS
accurate End of diScussIon

So for three hours last mght the lawyers argued about It and m the end the woman underwnter
sald to her lawyer - I am prepared to take a busmess person's nsk that thIs mformatl0n IS
accurate And, or, that It IS not matenal So as far as I am concerned we can go forward WIth
tms underwntmg, we can close tlus bond Issue I'll take the nsk

Fmally we get to the form of the Bond CounCil opInIon The Bond CounCIl IS a law firm who
does not really represent the umverslty, does not really represent the underwnter If he had to
really say who he represented, he SaId he represented the bond holders, the people who are
gomg to buy the bonds

I am focusmg a lot on the Bond CounCIl 0pIllion because I thInk, to me It IS one of the tlnngs
that I tlnnk really needs work m RUSSIa, nght now There IS no substantial legal fratermty
domg finance law, except for a handful of Western law fIrms m town Mr Devane mentIOned
Coudert Brothers, ClIfford Chance, there IS also a couple of other EnglIsh fIrms, couple of
Amencan finns, but at some pomt you have to grow your own legal experts

I recogmze that the landscape WIth the ConstItutIon, the laws and regulatIOns IS shlftmg But It
IS always shlftmg everywhere And untIl you have an mdigenous mdustry of legal experts you
are gomg to have a hard ttme growmg the fmancial SIde of the busmess I personally don't lIke
lawyers Amenca has far too many, I thInk I went to law school and I knew the first day of law
school that I was never gomg to practIce law

Fmanciallawyers I make an exceptIon for I am yet to meet a top-flIght finanCIal lawyer who 15

not a truly first-rate, who does not have a truly first-rate mmd As Mr Devane talked about
yesterday, the best lawyers are above all pnncipled and creatIve And you need them But nght
now you don't have them

The opimon that the lawyer 15 called on to render m the second paragraph here, It says here 
we are not rendenng any 0plDlon on anythIng relatIng to the fact as dIsclosed m the bond Issue
This IS not a dIsclosure opimon, this 15 a legalIty 0plIDon He WIll render an 0plllion that the
trust mdenture, that 15 to say the document whlch takes those constructIon funds and puts them
m the Melon Bank, that It IS bmdmg On the bank and on the borrower He IS rendenng an
0plDlon that the bonds are valId and bmdmg oblIgatIons on the UDlversity He IS rendenng an
0plDlon that the mterest on the bonds IS not part of the gross mcome of the tax payer In the
Umted States In other words, the bonds are tax exempt

And fInally, he 15 rendenng an opmIon, well, that 15 not nnportant Fmally he IS saymg that the
nghts of the trustee to enforce these oblIgatIOns may be hmIted by courts Courts who say,
"yes, that IS legal, but It IS not faIr Well, yes, you are owed the money now, but they do not
have It now, you are gomg to get It m SIX months" That kmd of thmg There IS always that
posSIbIhty ofwhat 15 called an eqUItable remedy

Okay, It 15 two o'clock m the afternoon now and the negotIated syndIcate manager hasn't had a
lot to do today He announced the commg Chicago water bond Issue, but he got a call from one
of his underwnters down m Texas that they had Just got a new award on an Issue of housmg
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bonds I have chosen tIns partIcular Issue to Illustrate a couple of other features of the
Amencan bond busmess

Amencan mumclpal bonds are not registered WIth the Secuntles Exchange Comnnsslon Under
eIther the 1933 Act or the 1994 Act There IS no registratIon requIrement for mumclpal bonds
m Amenca However, and It IS a bIg however, the regulatIon of the mumclpal bond mdustry IS
undertaken by the SEC through ItS regIstratIon and regulatIOn of broker dealers That IS the
mecharnsm that you know IS gomg mto place now

So the dealers are regulated and regIstered The bond Issues are not The rules for the bond
Issues, however, are very mmutely set by the US Treasury So much so that rn tIns housmg
bond Issue, and I pIcked the housrng bond Issue because It IS an element of urban Infrastructure
that the fellow from the Urban InstItute nght there talked about It 15 a tncky land of asset A
house or an apartment 15 by far the bIggest thmg that anybody here IS lIkely to ever own And
yet m the scale of SOCIal assets It IS small and It IS pnvate So It IS tncky

The way the government of the Umted States has dealt WIth housmg bonds IS to lImIt them It
froze them mto a category called pnvate purpose bonds, m other words, makmg the Judgement
that housmg IS pnmarIly a pnvate aCtIVIty and tells people who want to buy housmg to go get
theIr loans at the bank, mortgage company, a pnvate lender, under pOSSIbly some federal
program

I understand the SItuatIon that the fellow from the Urban InstItute was talkIng about The
federal program eXIsts m RUSSIa, but It IS not up and runnmg yet And there are also all kmds of
other problems But m the Umted States It has gotten far enough that that's the way It works If
you want to borrow money for a house, you go to the pnvate market and you pay a taxable
rate

The few exceptIons are the small handful of housmg bond Issues that are done on a tax exempt
basIS by local murucipalItIes To give you some Idea of how they are regulated That mIddle
pIece, senes B, IS IOO-percent tax exempt Under some speCIfic rules Issued by the Treasury
senes A IS subject to a speCIal tax that IS Imposed on Ingh-rncome mdlVIduals The senes C IS
entIrely taxable

So we don't register our bond Issues WIth the CommISSIon But we defimtely worry about the
tax authontles We are almost fimshed I would lIke to Just pornt out once agam local and
regional firms In thIS case a strata, you know, Josa IS a Hispamc finn, Seawood, Brandford
and Shank IS a firm that IS pnmanly, that IS maJonty owned by women, m New York CIty

So the negotIated underwnter calls from Texas to say that they have the award of the bonds
and the sernor manager puts out a Wire, thIs IS Just a long WIre, goes out over a WIre serVIce to
all the syndIcate members, confirmmg all the detal1s of the bonds as they understand them, as
well as the rules for the syndIcate

Fmally, the day IS almost over and tms young man havmg argued With lawyers to the wee
hours of the mormng and havmg worked hard all day, he IS ready to go home But he gets a
call from a colleague down m Tennessee who says that a chent IS bemg courted by another
bank, or another mvestment bank, that has proposed a bond Issue backed by a letter of credIt
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FIrst tIling he does IS reach for IDS shelf next to Ins desk and pulls down tlns book It IS a
substantIal, hefty volume It IS a book called MunIcIpal Fmance Cntena It IS publIshed by
Standard and Poors What It IS basIcally IS a qIDck study on VIrtually any land of bond Issue
structure that Standard and Poors has ever rated You can become a qUIck expert of semI-expert
SImply by readmg a couple of pages m the book It tells you what Standard and Poors WIll be
lookIng for when they look at thIs type of book Moody's does not produce a comprehensIve
volume lIke tlns, but Moody's does produce occasIOnal reports shorter, so he gets on the phone
to the lIbrary and the research department and says does Moody's have anythmg on tills? And,
yes, Moody's does have a httle brochure called Ratmg Letter of CredIt-Backed Bonds

So he has two thIngs to put m her bnefcase on her way home On the way home, by the way,
he walks by the tradIng desk, the lIghts are out, It IS five o'clock at mght and all those people
who amve between five and seven a m have long smce gone home to theIr famIlIes and loved
ones And he IS the one who IS leavmg late The day IS over You have seen our manufacturmg
plant, you have seen some of our people m actIon I would lIke to have shown you actual
photos, but couldn't do that And I WIll be happy to answer any questIons that you may have

Q What about the housmg bonds what are the purposes of theIr Issuance, how the money are
spent, who IS the guarantee, and what IS the structure of such Issues?

A Well, there are a number of dIfferent structures The most common structure IS one that IS
called a loans-to-Ienders program, where the bond Issue proceeds acqUIre from a lendmg
mstItutlOn eXlstmg mortgages that have already been on the portfoho for a lIttle willIe That
prOVides hqIDdJ.ty to the lendmg mstItutlOn

A I WIll repeat the questIon and the translator can do Ins thIng The questIon IS what do I see as
the prospects for the Issuance of mumcipal bonds by the regions of RUSSIa and m partIcular
what possIbIlItIes eXIst for a vanety of d1fferent types of bonds Issued accordmg to dIfferent
types ofrevenue streams Does that sound nght, SergeI?

That IS why we are all here I thInk we all understand and belIeve that IS gomg to be happemng
m the next few years here m RUSSIa Dnvmg With the Dronovs yesterday through town we
came across an electnc utIlIty and I asked them who owns the electnc utIlIty They Said - the
state I then asked MIs Dronov, as we passed a hospItal, who owns the hOSpItal? She Said, the
state And finally we passed one of the many superb technIcal InStItutes m town and I asked
MIs Dronov, whose EnglIsh by the way IS very good, who owns the technIcal mstItutIon? And
she smd, she wasn't sure about It, but she knew that there was an asSOCIatIon, but she thought
that they were owned by the state

Over the next five years you have to do what MI NoVIkov told you to do yesterday Ifyou are
a mumclpal offiCIal, you have to go back and get to work on your books If you can't do It
yourself, you have to find somebody who can do It for you In a town such as tlns, there are

- -plenty of experts runnIng-around, but yOU have to ratlonalIze the flow-ef funds mto and out of
the mumcipal enterpnse mto recogruzable streams asSOCiated With electnclty, schools, health
care, housmg, all the other thIngs that you do

One final comment, we have gone beyond the tlffie, relates to the use, relates to comments by
many of the RUSSIan speakers yesterday about the use of munICIpal borrowmg for essentIally
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pnvate purposes - loans to enterpnses and what not I can tell you categoncally that that type
oflendmg IS vIrtually prohIbIted by every state constltutlOn m the Umted States

When I elect a mayor, when I go to the polls to elect a mayor or governor I am lookmg for
someone who w111 have good schools for my clnldren. good parks for them to play m. who w111
clear the roads of snow. keep the buses runnmg But when I want to make a busmess
mvestment I go to someone hke Mr Dronov I mentlon mm only because he IS a local person
that some ofyou may know and I also happen to know

I make my mvestments myself I do not look to my CIty fathers to make mvestment decIsIons
for me And I do not tlnnk that any tax payers m Amenca would be very happy If they felt that
theIr City fathers were domg that on a Wide-scale basIS There are exceptions but the exceptIOns
are rare Thank you all
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