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Executive Summary 

The Fonds d'Equzpement Communal (FEe) IS the fmancIaI mstitutIOn whose purpose IS to 
provIde mumcipal mvestment fmancmg m Morocco The FEC has recently undergone a statutory 
change from an etablzssement publzc to a SOClete anonyme - that IS, an autonomous bankmg 
mstitution WhIle the FEC remams a publIc sector mstItutIOn, thIS change m status wIll result 
m reduced government protection, the possIbIlIty of mcreased competitIOn from prIvate banks, 
and the need for the FEC to depend on the fmancIaI market for ItS fmancmg As a result, the 
FEe IS now exposed to rISks to whIch It was not subject m the past Therefore, the management 
of rIsk IS an emergmg concern for the FEe 

RIsk Exposure of the FEC 

All fmancIaI mstitutIOns are exposed to a range of rIsks, often categorIZed broadly as 
operational, market, and fmancmg rIsks, and the FEe IS no exception FmancIaI mstItutIOns m 
Morocco are exposed to the addItIonal rIsks found m emergmg fmancial markets The FEe IS 
subject to yet another layer of rIsk because of ItS status as a quasI-publIc fmancIaI mstitutIOn 
whose clIent base IS defmed by natIOnal polIcy, rather than by marketmg strategy 

The FEC operates sunultaneously m a number of dIfferent "envIronments" and there are rIsks 
assocIated WIth each one of them Each of these contexts may constram the FEC's abIlIty to 
address rIsk, but at the same tune each one IS changmg so that these rIsk factors may be able 
to be addressed over tune through ongomg reforms The four key contexts for the FEC's work 
are the followmg 

Pohcy and Legal EnVIronment The FEC IS espeCially mfluenced by the legal and polIcy frame­
works of Its two key sectors the baukmg sector and the local government sector These frame­
works create requIrements to whIch the FEe must respond and create a number of rIsks for the 
FEC 

FInanCIal Markets The 11Ill1tatlons of the Moroccan markets present rISks to the FEe's lIqUIdIty 
and growth Also, the growmg competItion m the markets may mean that other fmancIaI mstItu­
tIons WIll be competmg for the FEC's clIentele 

Local Government Sector TransformatIOn m the mumcipal sector, lunitatIOns m capaCIty of 
local governments, and the peculIarIties of theIr fmancIaI SItuation all present rIsks to the FEC 

FEC Hentage and Operations The FEC's current operatIOns and Its hIstOrIcal role m the 
mumclpal sector m Morocco present rIsks, rangmg from the compositIOn of ItS loan portfolIo 
to restrIctIOns on ItS actIVItIes to the nature of ItS "corporate culture" 

FEC's RIsk Management Concerns 
FEe management IS most concerned WIth market and fmancIaI rIsk, espeCially "lIqUIdIty rIsk" 
The FEC's concerns could be summarIZed as follows the FEe needs to be able to razse 
sufficzent funds at an affordable cost to satzsfy future customer demand whzle remammg a 
profitable organzzatwn There are a number of rIsk Issues mherent m thIs statement, mc1udmg 
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bqUldity rIsk (suffICIent funds), mterest rate rIsk (affordable cost), market rISks (customer 
demand), and credIt rIsk (ProfItabIlIty) 

Several Ideas for managmg the varIOUS rIsks lIsted above are under consIderatIOn and bemg 
tested by the FEC, such as the development of a credIt scorIng system for borrowers and the 
ShIft m emphaSIS from foreIgn funds to local currency funds Both of these Ideas have 
consIderable merIt and are dIscussed m detail m thIS report The FEC may be able to take 
advantage of reforms m the fmanclal sector to lower rIsks aSSOCIated WIth Its own fInanCial 
structure The report also addresses whether the FEe should conSIder changes In ItS relatIOnshIp 
to borrowers to reduce certam rIsks 

RIsk Management Techmques m MumcIpal Fmance 

A number of techruques and models to overcome the nsk of mumcipal InvestIng are developIng 
worldWIde ThIS report deSCrIbes a number of the mstItutIOnal models and mechamsms The 
pnncipies behmd these models are umversal and can be summanzed as follows 

ChOlce of Fmancmg Approach 
Internationally, there are two prInCIpal approaches to pnvate market-based mumcipal Infra­
structure fmance at the InstItutIOnal level the "corporate approach" and the "project fInance" 
approach There are mtermedianes Involved In both approaches, plaYIng somewhat dIfferent 
roles, but Ideally m both cases helpmg ensure the efficiency, and lower the nsk, of the fmancmg 
process 

Currently the Moroccan mumclpal fmance system IS a combmatIOn of government fmancmg and 
the corporate approach, as carrIed out by the FEC Ongomg attentIOn to the feaSIbIlIty of local 
government prIVatIZatIOn (whIch IS a form of project fmance) suggests that the project fmance 
approach IS gaImng more credence m Morocco The FEC may be able to lower ItS own rIsks 
through the addItIOn of a project fInance approach 

Management of the Quallty of the Cred,t PortfOllO 
Major nsks encountered In mumcipal credIt analYSIS and management relate to the nsks of the 
mumcipal sector The FEC mIght consIder a number of measures to Increase credIt qualIty and 
tmprove Its management of credIt rIsk, such as tmprovmg InformatIOn, for Instance by requmng 
more detaIled InfOrmatIOn from borrowers, strengthenmg ItS analytical efforts, perhaps by 
reqUIrIng market studIes, and tmprovIng project secunty and structurIng by IncludIng credIt 
enhancements, such as reserve funds 

The Use of Credlt Enhancements 
CredIt enhancements are mechamsms that tmprove the fIsk/return trade-off of an mvestment 
They can be employed WIth both project and corporate approaches to lower mvestor fIsk The 
challenge IS to create credIt enhancements that do not mtroduce adverse mcentlves mto the 
system Guarantees are mcreasmgly dIscounted as credIt enhancement mechamsms m mumcipal 
fmance because they may create an mcentive to default on the guaranteed loan, unless there IS 
a SJlfftcient penalty for the borrower assocIated lX11th dorng so 
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Other Technzques to Overcome Market Weaknesses 
Even WIth credIt management and credIt enhancements, efforts may stIll be needed to overcome 
specIfIc market weaknesses, m partIcular the short-term nature of the market Successful 
expenence wIth overcommg thIS market lImItatIOn IS very lImIted, but some models are bemg 
trIed, mcludmg the use of vanable rate InStruments, market-makmg mechamsms that help ensure 
mvestor lIqUIdIty, and the use of "puts," WhICh cmrumt the Issuer to take back an mvestment 
at the dIscretIOn of the mvestor after a certam pomt m tune 

Suggested RIsk Management Approaches for the FEe 
A number of recommendatIOns are made that, If successful, would allow the FEC to better 
manage nsks related to ItS fmancmg actiVIties and mcrease the level of resources raIsed for 
mumcipal mfrastructure m Morocco These mclude the followmg 

Employ More Dzverse Fznanczng Approaches 
Currently, FEC fmancmg IS based on a "corporate approach" that has focused on bUIldmg up 
the balance sheet of the orgaruzatIOn The FEC mIght experunent WIth the project fmance 
approach to expand the unpact of ItS actIVIties, explore more ngorous match-fundmg practices 
m Its portfolIo, and consIder new concepts, such as actmg as a bond bank, secuntIzmg a portIOn 
of Its outstandmg portfolIo, or formmg a leasmg company 

Expand CredIt RIsk Evaluation and Credu Enhancement Technzques 
The FEC IS already considenng the development of a more ngorous credIt evaluatIOn and 
sconng system for Its local government borrowers The tOpIC of credIt sconng IS explored m 
detaIl m AppendIX II of the report ("Proposed Approach for Development of a FEC CredIt 
Scormg System") Based on a reVIew of a number of FEC loan evaluatIOns, the conclUSIOn IS 
that the FEC IS JustIfIed m focusmg attentIOn on the development of a more ngorous credIt 
evaluation system There would be benefits for the FEC, for ItS borrowers, and for Its mvestors 
from the unplementatIOn of such a system 

Increase Local Currency Borrowzng 
BeSIdes the Ideas dIscussed m the sectIOn above on diversIfymg ItS fmancmg approaches, the 
FEC may have other optIOns for local currency borrowmg, mcludmg usmg the USAID Housmg 
Loan Guarantee for long-term funds and contmumg ItS recent program of ISSUIng Certificats de 
Depot for money market funds There may be some doubt, however, about how much local 
currency borrOWIng the market can absorb WIthOut eVIdence of a longer-term fInancmg strategy 
by the FEe and unprovements III some of ItS finanCial ratiOs 

Explore InternatlOnal Borrowzng Options 
FEC management has expressed the hope that the orgamzatIOn wIll In the future be able to raIse 
finanCIal resources InternatIOnally WIthOut the government currency exchange guarantee But to 
date, the FEC's only expenence WIth mternatIOnal fmancIng has been developmental borrOWIng 
from USAID, the World Bank, and others (see abbreViated cash flow statement, below) One 
pOSSIbIlIty for the FEe dunng Its contmumg transItIOn to a more cOlTI..'1lerc1ally-enented 



- Vl -

mstItutIon may be to borrow from development fmance mstItutlOns that are more commercIally 
orIented m therr approach to lendmg 

A major hurdle for a prIvate mtematlOnal borrowmg IS the need for the FEe to have a credIt 
ratIng from a respected mternatlonal ratmgs frrm WhIle the FEe understands It IS not ready for 
a true ratIngs process, It may be possIble to carry out an mformal ratmg m the medIum term, 
perhaps under the auspices of the USAID HG program 

Develop a Treasury Management Strategy 
WhIle takmg mto consIderatIOn the management of the nsks dIscussed m thIS document and the 
varIOUS technIques proposed, the strategy chosen by the FEe to expand Its fmanclal resources 
must balance the reqUirements of the orgaruzatlon, the capabIlItIes of the fmancIaI market, the 
preferences of mvestors, and the needs and demands of the mumclpal clIentele 

Wlthm the mvestor group, the FEe must also balance the objectives and reqUirements of current 
mvestors (mcludmg development-orIented lenders) and new mvestors Ideally, the development 
of the strategy would brmg about a consensus-bUIldmg process among the varIOUS stakeholders 
m the sector The strategy should address the characterIstIcs of the mumclpal sector, a forecast 
of the demand for funds, an exammatIOn of the role of the orgaruzatIOn m fmancmg the 
mumclpal sector, and the fundmg reqUirements of carrymg out that role It would Identify 
potential sources of funds, therr costs, and the costs of ralsmg them, and address how assets and 
lIabIlities will be balanced And It would mclude fmanclal forecasts that project the cash InflOWS 
and outflows of the bank's operatIOns under dIfferent scenarIOS 

Develop a Risk Management Strategy 
It IS also suggested that the FEe develop a rIsk management strategy for the orgaruzatIOn that 
addresses the range of rIsks IdentIfIed m the report, begmmng With those that are the hIghest 
pnonty Among the key elements that thIs strategy should address would be treasury 
management, as dIscussed above, as well as Issues related to lIabIlIties and msurance coverage, 
the securIty of mformatlon systems, and measures to address the "Year 2000" problem, cash 
handlmg, and measures to prevent corruptIon m both programmatic and admimstratIve actIVItIes 

Proposed ActIOns 
A lIst of actIons are proposed for the short to medIUm term, and over the longer term (strategIc 
actions) The short-term actIOns that are recommended range from begmmng a four-step process 
for ImplementatIOn of a credIt-SCOrIng system to hInng a fmancIaI adVIsor for the FEe to 
IdentIfy market opportumtles as the fmancIaI sector develops StrategIC actIOns mclude 
development of the treasury strategy, development of a broader rIsk management strategy, and 
changes m corporate culture to encourage rIsk management throughout the orgaruzation 
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Market Financing and Other Factors 
Affecting Risk Management of the 
Fonds d'Equipement Communal 

The Fonds d'Equlpement Communal (FEe) IS the fInancIal InstItutIon whose purpose IS to 
provIde mumc1pal mvestment fmancmg m Morocco The FEe has recently undergone a statutory 
change from an etablzssement publzc to a socIete anonyme - that IS, an autonomous bankIng 
Insnmnon WhIle IDe FEe remains a publIc sector InstItutIon, thIS change In status WIll result 
m reduced government protectIOn, the posslblhty of mcreased competitIOn from pnvate banks, 
and the need for the FEe to depend on the fmancIaI market for ItS fmancmg As a result, the 
FEe IS now exposed to nsks to whIch It was not subject m the past Therefore, the management 
of nsk IS an emergmg concern for the FEe 

All fmancIaI mstitutIOns are exposed to a range of nsks, often categonzed broadly as 
operational, market, and fmancmg nsks, and the FEe IS no exceptIOn FmancIaI mstitutIOns m 
Morocco are exposed to the addItional nsks found m emergmg finanCial markets The FEe IS 
subject to yet another layer of nsk because of ItS status as a quasi-pubhc fmancIaI mstitutIOn 
whose chent base IS defmed by natIOnal polIcy, rather than by marketmg strategy 

A number of Ideas are under consIderatIOn and bemg tested by the FEe for managmg the 
vanous nsks hsted above For Instance, the Idea of developmg a system for managmg credIt 
nsk, such as a credIt sconng system for borrowers, has been suggested Also m the fmancmg 
area, the need for a shIft m emphaSIS m ralSmg loan capItal from foreIgn funds to local currency 
funds IS takmg place Both of these Ideas have consIderable ment and are dIscussed m more 
detail m this report The FEe may be able to take advantage of reforms m the fmanclal sector 
to lower nsks aSSOCIated WIth Its own fmancIaI structure The report also addresses whether the 
FEe should consIder changes m ItS relatIOnshIp to borrowers to reduce certam nsks 

In some ways, the SItuatIOn of the FEe IS not umque A number of countrIes WIth emergmg 
fmanclal markets also have the need to raIse slgmflcant addItional fmancIaI resources for 
mumclpal mfrastructure As a result, a great deal of expenmentatIOn IS takmg place m thIS fIeld 
The FEe may be able to take advantage of mternatIonal expenence m "emergmg market 
mumclpal fmance" to deSIgn strategIes to respond to local government demands for fmancmg 
whIle adequately managmg nsk The ablhty of the FEe to mItigate nsks m order to raIse the 
capItal mvestment funds reqUIred by ItS borrowers WIll affect ItS future vlab1hty and Its ab1hty 
to contmue to serve Its cruCIal role m Morocco's economIC development 
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Identifying and Defining the RIsks Affecting the FEe 
DefimtIons of RIsk 

RIsk can be defIned In a number of ways Two defirutIons that reflect the most common uses 
of the term follow 

• UnpredIctabIlIty of outcomes, or outcomes more extreme than acceptable ThIS IS the 
"textbook" defirutIOn of rIsk WhIle rIsk IS generally assocIated with negatIve outcomes, 
poslove results add rIsk as well An orgaruzatIOn WIth occasIOnal excellent results IS rISkIer, 
from an Investor's pomt of VIew, than one that always has good results An example of thIS 
effect IS the rIskIness attnbuted to the hIgh-tech Industry, WIth Its hIgh bUSIness faIlure rate 
and unpredIctable returns, versus a lower-nsk Investment In baSIC Industry, whIch IS more 
predIctable over tIme, even though It offers a lower rate of return 

• Lack of control over sItuatIOn at the tIme It IS takmg place The nsk of a SItuatIon 
mcreases as the degree of control that can be exercIsed by an mstItutIOn over that nsk factor 
decreases If nsks are emanatIng from a source that IS dIffIcult to Influence - such as the 
fInancIal sector In Morocco may be for the FEe - rIsk Increases and WIll be dIffIcult to 
manage SlffiIlarly, tnnmg affects nsk, sItuaoons that were controllable at some earlIer POInt 
In tIme may not be today An example IS the "Year 2000" problem, whIch, for a number 
of reasons, gets more dIffIcult for orgaruzatIons to address as the year 2000 gets closer 

B Why Risk Is of Concern to the FEC 

The rIsks to whIch the FEe IS subject IS a concern fIrst to management, because It affects the 
FEe's abIlIty to successfully carry out ItS InstItutIOnal purpose as prIncIpal lender to the 
mUnIcIpal sector The FEe IS workIng In a finanCIally dIffIcult and rapIdly changIng 
enVIronment DealIng WIth unantIcIpated (sometImes aVOIdable) outcomes may be costly to the 
orgaruzatIOn and can absorb management time that mIght be spent on potentIally more Important 
and profItable tasks 

But these nsks are also a concern to outSIders, partIcularly potentIal Investors In the FEC The 
FEC must IncreaSIngly access pnvate fInanCIal markets to raIse funds for ItS operatIons 
Investors will evaluate both nsk and returns when deCIdIng whether to Invest funds In the FEC, 
and WIll charge the FEe a premIUm for what they belIeve to be an orgaruzatIOn WIth a hIgher 
level of nsk, or wIll forgo InvestIng In the FEC altogether 

C Sources of Risk for the FEC 

The FEC operates SImultaneously In a number of dIfferent "envIronments," and there are nsks 
assocIated WIth each one of them Each of these contexts may constraIn the FEC's abIlIty to 
address nsk, but at the same tIme each one IS changIng so that these nsk factors may be able 
to be addressed over tIme through addItlonal reforms, If these needs can be properly IdentIfIed 
The four key contexts for the FEC's work appear to be the followmg 

Pohcy and Legal EnVIronment The FEC IS strongly mfluenced by natIonal polIcy and related 
law and regulatIOn The FEC IS espeCIally mfluenced by the legal and polIcy frameworks of ItS 

Previous Page Biank 
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two key sectors the banlang sector and the local government sector These frameworks create 
requIrements to WhICh the FEC must respond, and create a number of rIsks for the FEC 

FInancIal Markets The FEC will be mcreasmgly dependent on the fmanclal markets for raIsmg 
the capItal It needs to grow and serve Its chentele The hmItatIOns of the Moroccan markets 
present rIsks to the FEC's hqUIdIty and growth Also, the growmg competItIOn m the markets 
may mean that other fmancIalInstItutIOns wIll be competmg for the FEC's clIentele 

Local Government Sector Moroccan local governments are the FEC's pnncIpal clIentele at the 
present ttnle Transfonnatton m tlus sector, ItnlltatIOns m capacIty of local governments, and the 
peculIantIes of theIr fmancIaI SItuatIOn all present nsks to the FEC 

FEC HerItage and Operations The FEC's current operatIons and Its hIstOrIcal role m the 
mumcIpal sector m Morocco create certam rIsks for the orgarnzatIOn The effects range from 
the composIt1on of Its loan portfolIo to restrIctIOns on Its actIVItIes to the nature of Its "corporate 
culture" 

D Types of RIsks to Which the FEC Is Exposed 
As mentIoned earlIer, the rIsks that affect fmancIaI InstItutIOns are generally categorIZed as 
follows 

Operational RIsk RIsk related to phYSIcal operatIons, mcludmg those m the fIeld, 
and mformatIOn systems 

Market RIsk RISk related to clIentele and competItIOn 
FmancIaI RIsk RIsk related to fmancIaI management, the fmancIaI structure of 

the company, and the avaIlabIlIty of fmancmg 
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The followmg table Illustrates, m detaIl, examples these rIsks for the FEe m each of the three 
categorIes 

Table 1 
RIsk Exposure of the FEe 

OperatIOnal RIsk Market RIsk Fmancial RIsk 

• LawsUIts from • UncertaIntIes associated • Changes In Interest rates (Interest 
borrowers or others wIth decentralIzatIOn rate rIsk) 

• Fraud In handlIng of process • Changes In exchange rates (currency 
funds • FInanCIal restrIctIOns In rIsk) 

• RISks aSSOCiated WIth local government law • FaIlure to raIse sufficIent funds In 
poor qUalIty of • CompetItIOn from other forms approprIate for borrowers 
InfOrmatIOn financIal InStItutIOns (lIqUIdIty rIsk) 

• LIabIlItIes aSSOCiated • "COmpetItIOn" from • MIsmatchIng the term of FEC assets 
WIth field operatIOns publIc agenCIes and lIabIlIties (lIqUIdIty and Interest 
and property • Lack of InfOrmatIOn on rate rIsk) 

• RISk of computer aggregate demand • Non-recovery (or late recovery) of 
system faIlure or • Changes In demand for funds loaned to borrowers (credIt 
obsolescence ("Year finanCial services rIsk) 
2000" problem) • RestrIctIOn or expecta- • FaIlure to attaIn fInanCial 

• Future changes In tIOns of the FEC as a reqUIrements of bankIng law 
bankIng law or other result of Its hIstOrIC • InabIlIty to maIntaIn an effICIent and 
laws govennng It role (lendIng to prIvate cost-effectIve lendIng process 

operators) • Other challenges to Improved FEC 
net Income and profitabIlIty 
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In dISCUSSIOns WIth FEC management, the concerns expressed about rIsk related mostly to the 
market and fmanclal rIsk categorIes above Of the fmancIaI rIsks mentIoned, "lIqUIdIty rIsk" was 
the greatest concern For the FEC, lIqUIdIty rIsk appears to mean the InabIlIty or dIffIcultly of 
raIsIng sufficIent fmancIaI resources In a tImely manner to satIsfy customer demands LIqUIdIty 
can have several meamngs In the finanCIal context, each of whIch has certaIn rIsks assocIated 
wIth It (see text box on page 12), and each of WhICh could potentIally affect the FEC 

The FEC's concerns could be summarIZed as follows the FEe needs to be able to ralse 
sufficzent funds at an affordable cost to satzsfy future customer demand whzle remaznIng a 
profitable organIzatzon There are a number of rIsk Issues Inherent In thIS statement, IncludIng 
lIqUIdIty rIsk (suffICIent funds), Interest rate rIsk (affordable cost), market rIsks (customer 
demand), and credIt rIsk (profItabIlIty) 

The FEC's mcreasmg attentIon to the Issue of rISks reflects the transformatIOn of the market and 
fmancIaI envIronments In whIch the organIZatIon operates As government guarantees are cur­
taIled, the FEC IS emergIng from a sheltered SItuatIon WIth respect to ItS fInancIng, Into an 
evolvIng prIvate fInanCIal market On the marketIng SIde, the FEC expects IncreasIng 
competItIOn as local government prIVatIZatIOn IS encouraged and other banks potentIally enter 
the mumcIpal fInance fIeld The FEC WIll be IncreasIngly relIant on prIvate Investors for ItS 
fInanCIng These Investors are generally not famIlIar WIth the mumcipal sector and are faIrly 
conservatIve m theIr mvestment declSlons, and It WIll be necessary for the FEC to deVIse ways 
of relatIng to Its mumcIpal clIentele that wIll mcrease mvestor mterest In the FEC Therefore, 
the FEC' s concerns about fmanclal and market rIsk appear to be the correct ones 1 (The 
mumclpal fmance mechamsms lIsted m SectIOn IV E, and detaIled In the case studIes m 
AppendIX III, often address a number of rIsks SImultaneously ) 

Nearly all of the rIsks IdentIfied m Table 1, above, as well as the FEC's "PrIOrIty rIsks" have 
fInanCIal ImplIcatIOns, but the responsIbIlIty for addressmg them IS spread throughout the 
orgamzatton ResponSIble partIes mclude those m charge of finance, InfOrmatIOn systems, 
engIneerIng, corporate polIcy, etc ResponSIbIlIty for addreSSIng even Just the pnonty rIsks 
reSIdes In credIt management, fInanCIal operatIons, treasury management, cash management, 
marketIng, and fundraiSIng Therefore, addreSSIng these nsks WIll reqUIre coOrdInatIOn 
throughout the orgaruzatIon As m many orgamzatIons, no one person appears to be responsIble 
for nsk management at the FEC There IS a grOWIng trend In the prIvate sector for the 
appoIntment of a seruor person to coordInate and oversee rIsk management, guIded by a 
corporate rIsk management strategy Such a POSItIon has not yet been conSIdered by the FEC and 

1 Dunng dtscuSSlOllS With the FEe related to thiS analYSIS, the concept of the FEe becomlllg a depOSitory Illstltutlon for 
the mumclpal sector was mentioned The assumption III tlus report IS that the costs of such a strategy would far outweigh 
the benefits and that the funds of pnvate Illvestors and lenders are a more feaSible source of future addltlonal financmg 
for the FEe than mumclpal depOSits 
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may not be warranted at the present tIme, although the Idea of developmg a nsk management 
strategy should be consIdered and IS dIscussed later m thIS report 

GIven the concern about raIsmg sufficIent funds for lendmg m the future, It IS useful to analyze 
the sufficIency of the loan funds currently avaIlable to the FEC The exhIbIt below shows an 
abbrevIated forecast of cash flow for the FEC for 1997 to 2000 

Expenditures 

Loan DIsbursements 

Repayments 

Operatmg Expenses 

Money Market Repayment 

Other Disbursements 

Total ExpendItures 

Income 

Imttal Balance 

Loan Collecttons 

Loan Proceeds 

Local Market 

External Borrowmg 

Money Market Borrowmg 

Other ReceIpts 

Total Income 

Balance 

ExhIbIt 1 
Fonds d'Eqmpement Communal 
Cash Flow Forecast, 1997-2000 

In thousands of dlrhams2 

Actnal Projection ProjectIOn 
1996 1997 1998 

931,272 966,000 1,202,000 

747,203 1 069761 1,005,266 

22,450 21760 24,000 

26,361 33,250 36,510 

------------ ------------ ------------
1,727,286 2090,771 2,267,776 

89,826 57,483 37,852 

873,525 955,877 1,180,286 

150,000 380,000 400,000 

518,166 455,774 515,000 

90,000 160,000 70,000 

73,368 119,489 85,000 

------------ ------------ ------------
1,794885 2,128623 2288 138 

------------ ----.-------- ------------
67,599 37,852 20,362 

Projection ProjectIOn 
1999 2000 

1,322,000 1,528,000 

1,291,289 1,499,703 

26200 28,620 

46,710 60,723 

------------ ------------
2686,199 3,117,046 

20362 15,880 

1,336,718 1,606,225 

700,000 1,100,000 

540000 230,000 

100000 170,000 

5000 5000 

------------ ------------
2,702,080 3,127,105 

------------ ------------
15,881 10,059 

The external borrowmg shown m thIs forecast reflects loan commItments from the World Bank, 
the European Commumty, USAID, KtW, and others that were expected as of last year The plan 
assumes that nearly Dh2 6 bIllIon (US$275 mIllIon) can be raIsed m the local fmancIaI markets 
between 1997 and 2000, not countmg money market borrowmg (Certificat de depots, dIscussed 
later) (These local market loans are hIghlIghted m the exhIbIt above) In the absence of these 
borrowmgs, the FEC may be able to use Its concessIOnary loans at a faster rate than shown 

2 The exchange rate of dIrham (Dh) to the U S dollar IS approxImately 9 5 Dh per dollar 
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However, some of these are targeted for specIfIc types of loans that may not be able to be 
orIgInated more rapIdly than IS shown 

WhIle It has not often been the case, recently the FEe's operatIOn has been profItable enough 
to make a contrIbutIon to Its capItal reserves MaIntaInIng the proper ratIo between eqUIty (or 
own capItal) and debt WIll be an ongoIng concern for the FEe, both to conform to the capItal 
ratIo requIrements of the BankIng Act and to ensure mvestors that adequate capItal reserves are 
maIntamed The FEe's operatIng results for 1997 show a contnbution to capItal of Dh29 mIllIon 
for the year 

B RIsk Management StrategIes ConsIdered by the FEC 
The FEe has consIdered a number of rIsk management strategIes and has taken some steps to 
Implement them For InStance, the Idea of developIng a system for better managIng credIt rIsk, 
such as a credIt scorIng system for borrowers, has been suggested, and efforts to more 
rIgorously analyze loan requests are already beIng made Also m the financmg area, the need 
to ShIft emphaSIS from the raIsmg of foreIgn funds to local currency funds has been 
acknowledged The FEe has already raIsed Dh125 millIon of funds In the prIvate money market 
USIng certificat de depot of up to five years m term and has regIstered a total Issuance of 
Dh750 millIOn The concept of a local currency borrowmg under the USAID HOUSIng Guarantee 
(HG) program was discussed WIth the FEe, usmg the analYSIS mcluded In AppendIX IV Other 
rIsk management strategIes may be under consIderatIon, but were not dIscussed In detaIl by the 
FEe 
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III. 
A 

Principal Sources of RIsk for the FEe 
The MUnICIpal Sector 

Morocco's mumclpal sector polIcy IS generally supportive of mumclpal fmance, relative to those 
m other countries, as shown m detaIl m AppendIx I Yet the country IS poor and the mumclpal 
sector IS relatively undeveloped m terms of ItS mstItutIOns and practices Therefore, there are 
a number of rIsks to which the FEe IS exposed as a result of Its lInkage WIth the mumclpal 
sector that affect ItS operatIOn and ItS fmancmg alternatIves The prmcipal nsks appear to be 

• nsks created by bmited abIlIty of local governments to forecast demand for servIces, 

• ltmitatlons on the local government abIlIty (or wIllmgness) to raIse and control revenue 
sources, 

• lImIted expertIse of local governments m carrymg out proJects, 

• nsks created by poor qualIty and lack of mformatIOn, 

• potentIal competItIon of the FEe WIth central government agenCIes also provIdmg funds for 
projects, 

• lack of pnvate sector partnershIp m local government project planmng and development, and 

• lack of a credIt ratmg system for local governments 

Addressmg some of these nsks could create addItIOnal nsk for the FEe For mstance, more 
mvolvement of the pnvate sector m the project development process could Improve the qualIty 
of projects fmanced by the FEe However, more mvolvement from pnvate banks m fmancmg 
would create competItIon m the sector that mIght be good for local governments, but a nsk 
factor for the FEC 

Overconnng RIsks Related to the MUnICIpal Sector 

There are a number of potentIal strategIes for overcommg the nsks detaIled above, these are 
dIscussed m more detaIl below In general, the FEe should probably lImIt Its mvolvement m 
combatmg the weaknesses m the mumclpal sector, through tralmng, etc , and focus mstead on 
1) Improvmg the performance of local government borrowers by establIshmg more stnngent 
borrower cntena and reqUIrements, and 2) structunng fmancial transactIOns that work around 
the fmancIaI weaknesses m the sector 

B The Fmanclal Sector 

The fmancIaI sector IS the second, and perhaps more Important, source of nsk for the FEe 
Morocco's fmancial sector IS reformmg qUIckly, resultmg m new OptIOns for banks and other 
pnvate entItIes, mcludmg the FEC The results of these reforms mclude the development of an 
open currency market, Increased pnCIng transparency m fInanCIal transactIOns, more fInanCial 
sector competItIon, development of a secondary debt market, and the appearance of market 
makers 

In spIte of the reforms under way and contInumg, Morocco IS stIll expenencmg a number of the 
IImItmg charactenstIcs of emergmg fmancIaI markets These characterIstIcs place genume 
constramts on murucIpal fmancmg The market IS StIll underdeveloped mstItutIOnally, IS under-
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capItalIzed, and provIdes mostly short-term fInanCIng In addItIOn, the dIversIty of financIal 
mechamsms In the market IS stIll lImIted, and Investors are very conservatIve Another 
characterIstIc IS that there IS lImIted expertIse In structurIng fInancIal transactIOns to take 
advantage of the reforms that have taken place For Instance, the role of "fInanCIal adVIsor" does 
not yet seem to eXIst In Morocco FInancIal adVIsors proVIde IntellIgence to publIc and prIvate 
sector InStItutIOns about the optIons for fInanCIng In the prIvate market and the Interests of 
mvestors SImIlarly, although the legal framework IS largely m place for the capItal market m 
Morocco, the mvestment bankmg functIOn IS largely noneXIstent, makmg It dIffIcult to take 
advantage of some of the reforms that have taken place 

How Does LiqUidity Affect Risk m Fmanclal Markets? 

The term "hqUld1ty" has several meanmgs m mternatlOnal finance, and each of them IS relevant to a diSCUSSIon 
of nsk In muruclpal finance The FEC IS prInCipally concerned about one Important aspect of hqUldlty (#3, 
below), the others may also need to be addressed m Morocco to build a sustaInable mumclpal fmance system 

Llquldlty refers to the folIowmg charactenstlcs of finanCial markets 
1 The amount of jinancwl resources clrculatmg m the jinanclal sector In this sense, llhqUld finanCial markets 

are those In WhlCh funds are 10 short supply, stock and bond Issuances are undersubscnbed, and mterest 
rates may be elevated ThIS situatIon does not seem to apply In Morocco 

2 Whether a partlcular mvestment can be easlly sold, or 'llqwdated A finanCial Investment that can be 
easdy sold IS SaId to be a bqUId Investment ThIS bqUIdity IS a functIOn of the structure of the finanCIal 
system (whether a secondary market and market makers eXist) as well as of the SIZe of the Issuance and 
speCifiC legal nature of the Instrument Itself The lack of thiS type of hqUldlty may be a problem In 
Morocco, although a secondary market IS In place 

3 The ablilty of a partzcular msntutlOn to ralse the cash It needs for Its operanons m a market The FEC IS 
concerned about Its hqUIdlty nsk m thiS sense because of the difficulty It expects to expenence In raIsIng 
the type of funds It Will need for Its future operatIons, even though there IS a large supply funds In the 
overall market This IS clearly a concern In Morocco 

Overcommg RIsks Related to the Fmanclal Sector 
There are a number of potentIal strategIes for overcommg the rIsks related to the fInanCIal 
sector In general, they wIll reqUIre the FEe to experIment and "push the market" One 
challenge IS to determIne how qUIckly the market can absorb these InnOvatIOns, the serVIces of 
a fInanCIal adVIsor would help the FEe In determInIng thIS 

A second challenge may be for the FEe to address constraInts on raISIng resources not Just as 
a fundrrusmg problem, but also as a resource management problem that WIll reqUIre It to better 
use the resources at Its dISposal Snmlar to many development fmance mstItutIOns WIth a hIStOry 
m the publIc sector, the FEe has a mIsmatch of assets and lIabIlItIes that works m ItS favor -
loans to borrowers are generally of shorter term than the FEe's borrowed debt, and the funds 
borrowed by the FEe act as a revolVIng fund wIthm ItS capItal structure Loan terms avaIlable 
from the FEe In the past have been dIctated In many cases by the developmental objectIves of 
Its credItors, such as the World Bank and USAID, rather than by the realItIes of the market The 
FEe understands that thIS SItuatIOn wIll be changIng as the proportIOn of market financmg 
Increases 
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C FEC's History as a Public Entity 
In the past, government guarantees gave the FEC access to mternatlonal development fmance 
and domestIc ftnancmg from the Calsse de Depot de GestlOn (CDG), WhICh accesses savmgs m 
the SOCIal secunty system Wlnle there are stIll consIderable eXlstmg funds avaIlable to the FEC 
that were borrowed under the pnor polIcy framework, m the future, the FEC expects to operate 
more as a regular bank and raIse funds m the local markets Local market funds are hmlted m 
term, resultmg m a shortemng m duratIon of the fmancmg avaIlable 

PublIc sector banks are generally consIdered to be subject to lower levels of rlsk than banks m 
the prIvate sector In many countrIes, thIS lower rIsk creates a dIstortIOn m the fmancial sector, 
especIally when publIc banks attempt to compete WIth sImtlar prIvate sector mstitutIOns Whether 
the publIc sector affIliatIon, m fact, proVIdes the benefIt of lower rIsk depends on the nature of 
the mstitutIOn's relatIOnshIp to the pubhc sector In the FEC's case, It could be argued that ItS 
pubbc purpose actually exposes It to more rlsk than a regular bank 

Table 2 
ComparIson of Risk Levels of the FEC versus Other Banks 

FEe Other FmancIaI InstitutIOns 

PolIcy ILegal • Governed by Bankmg Law • Governed by Bankmg Law 
EnVIronment • Affected by MImstry of Intenor • Boards of DIrectors mc1ude 

RulIngs related to mumcipal pnvate sector and representatIves 
finance of clIentele 

• Board of DIrectors only publIc 
sector offiCIals 

Fmanclal Markets • Access to debt market only, • Access to both debt and stock 
same mstruments as pnvate market 
banks • Current capItal of some 

• Current capItal structure mstItutIons mc1udes government 
mcludes concessIOnary fundmg capItal 

• Investors unfamIlIar WIth • Investors more famIlIar WIth 
clIentele and projects typIcal bank actIVItIes 

• Relatively small SIze of potential • Bank debt Issue SIze vanes 
debt Issues may reduce mvestor 
lIqUIdIty and raIse pnces 

ClIentele • Local Government Sector only • Able to serve varIety of clIent 

• Purpose reqUIres long-term groups 

fundmg not easIly raIsed m local • Not reqUIred to serve markets for 
markets WhICh finanCIal resources are not 

avaIlable 
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The most recent FEC borrowmg under the prIor polIcy regune was a US$70 mIllIon loan from 
the World Bank, sIgned m early 1998 A summary of thIS loan, provIded by the World Bank, 
mentIOns an mstitutIOnal development component of the project related to tlus loan that WIll 
provIde funds from the French government to carry out a strategy study related to the FEC's 
mtegratIOn mto the bankmg system Another mstltutlonal development study was also recently 
carrIed out by the consultmg fIrm Booz Allen The results of the Booz Allen study were not 
made avaIlable at the tune of thIs analYSIS It IS assumed that thIS study, and the prospective 
French study, WIll also address the Issues of nsk management related to fmancmg 

The World Bank loan agreement also proVIdes funds for traImng of local government offICials 
ThIS project component gIves rIse to a concern related to the FEC' s hIStOry m the mumcipal 
sector, namely, what role the FEC IS expected to play m the mumcipal sector m the future If 
the orgamzatIOn IS expected to compete WIth other finanCIal mstltutlOns for funds, and potentially 
for clIentele, WIll It also be expected to carry out publIc purposes, such as the traImng of 
mumclpal offICIals? WhIle m thIS case the funds are bemg proVIded for thIS actIVIty by the 
World Bank, perhaps at no cost to the FEC, thIS functIOn WIll absorb the tune of personnel and 
management 

More Importantly, the FEC IS takmg on a role WIth respect to Its clIentele that may be m COnflIct 
WIth Its other role as theIr banker Further, these functIOns may be dIffICUlt for prIvate mvestors 
to evaluate, when comparmg the FEC to other finanCial mstitutlOns Perhaps thIS concern can 
be overcome by segmentmg the traImng functlOn of the FEC mto a separate dIVISIon that can 
be run at a profit, or at least break even However, the FEC will need to reach a consensus WIth 
the government regardmg whether It wIll be allowed to function as a pnvate bank, on a "level 
playmg fIeld" WIth other banks, or whether It IS expected to contmue to functIOn as an arm of 
government 

FInally, It IS not clear whether the World Bank loan, except for ItS related techmcal aSSIstance, 
was ever looked at as a potential tool to help the FEC gam access to the prIvate fmancIaI 
market There are examples of the World Bank structurIng loans m such a way as to encourage 
pnvate fmancmg m vanous mStItutIOns It appears that such an approach was not followed m 
thIS case Yet funds proVIded by conceSSIonary lenders WIll be present m the capItal structure 
of the FEC for a long tune to come How these funds can be used to the FEC's advantage for 
leveragmg prIvate fmance should be explored 

Presently, there may even be COnflICtS between pnor and future credItors that WIll need to be 
resolved The FEC IS m a umque pOSItion m that It IS enterIng mto prIvate market fmancmg 
followmg a long perIod of guaranteed and concessIOnary fmancmg The presence of thIS publIc 
finance could be advantageous for the FEC or could undermme ItS efforts to fmance prIvately, 
dependIng on how the varIOUS fInanCIal resources are deployed For mstance, USAID generally 
expects to occupy the hIghest pnorIty POSItIon WIth respect to loan securIty How pnvate 
fmancmg affects their pOSItion has not been clearly explamed It may be suffICIent to say that 
pnor lenders have the government guarantee as theIr secunty and therefore are not affected by 
later prIvate borrowmg, but thIs polIcy reqUIres artIculatIOn, for the benefIt of both eXIstmg 
lenders to the FEC and those who may become mvestors m the future 
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Overcommg RIsks Related to FEe's HIstory 
The FEe has some options for overcommg the nsks related to Its hIstory as a purely publIc 
sector lDStItutIon These nsks appear to have mostly to do WIth requIrements and lImItatIOns that 
may be put on the orgaruzatIon for polIcy reasons (for mstance, who wIll defme the FEe's role 
WIth respect to local government pnvatIZatIon?), and WIth the mtegratIOn of Its pnor and future 
fmancmg strategIes To the extent that these Issues are not clearly resolved, the FEe should take 
the lll1tIatIve, perhaps by means of lssumg a fIsk management strategy or other polIcy statement, 
to clanfy the level of autonomy It possesses to address nsks created by Its hIstory as a true 
publIc sector mstItution 
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IV. 
A 

Risk Management Techniques in Municipal Finance 
ChOIce of Fmancmg Approach 

InternatIOnally, there are two prmcIpal approaches to pnvate market-based mumcIpal 
mfrastructure fmance at the mstItutIonal level These two approaches are labeled here the 
"corporate approach" and the "project fmance" approach (Tills does not mclude mumcIpal 
fmance through government entItIes, WhICh IS a thIrd, non-market, optIOn) There are 
mtermedtanes mvolved m both approaches, playmg somewhat dIfferent roles, but Ideally m both 
cases helpmg ensure the effIcIency, and lower the nsk, of the fmancmg process MumcIpal 
fmance systems around the world use eIther or both of these models, dependmg on theIr 
evolutIon and local condItIOns 

Corporate Fmance Approach 
• Resources are raIsed for the balance sheet of the bank (or other fmanclal mstItutIon or 

mtermedIary) and loaned to borrowers 

• CredIt enhancement takes place at the corporate level 

• Bank acts as lender and serVIcer of pnvate mvestment 

• Investor funds are mvested m the bank 

• Source of repayment for mvestors IS mcome of the bank 

Project Fmance Approach 
• Resources are raIsed for the project or the project sponsor 

• CredIt enhancement takes place at project level 

• Bank or other mtermedtanes playa number of roles structurmg projects, lendmg theIr credIt 
ratmgs, underwntmg fmancmg, provIdmg servIces, and/or co-fmancmg projects 

• Investor funds are mvested dIrectly m project 

• Source of repayment for mvestors IS revenue of project 

Investors' reqUIrements are smIlar under both approaches Investors WIll prefer mumcIpal 
mvestment mechamsms that 1) return a market rate of return, 2) lower the nsk that they may 
not be repaId, and 3) provIde them WIth mformatIOn that can be used to make Judgments about 
the qualIty of the mvestment on an ongomg baSIS 

Currently, the Moroccan munICIpal fmance system IS a combmation of government fmancIng and 
the corporate approach, as carned out by the FEC OngoIng attentIon to the feaSIbIlIty of local 
government pnvatIZatIOn (whIch IS a form of project fmance) suggests that the project fmance 
approach IS gammg more credence m Morocco Would a greater level of funds flow mto 
munICIpal projects and would the FEC be able to lower Its own nsks through the use of a project 
fInance approach? These are questIOns that should be exammed 

At the local government level, the dIstmctIOn IS made between debt Issuance for tax-backed 
(general oblIgatIon) and revenue-backed projects (as demonstrated m detaIl m the table on credIt 
ratIng cntena, ExhtbIt 11-1, "General CredIt Ratmg Cntena and TheIr ApplIcatIOn to Tax- and 

Previous Page 181ank 
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Revenue-Backed Debt Issuances") General oblIgatIOn debt IS secured wIth the entIre revenue 
stream of the local government, pnncipally tax revenues The alternatIve IS prOjects whose 
fInanCIng IS secured wIth speCIfic revenue flows The suggestIon that FEe consIder a project 
fmancIng approach does not necessanly lffiply that the projects themselves would necessary be 
backed by a speCIfIC stream of revenues at the local government level The FEe could take a 
proJect-fmancIng approach (servIng as faCIlItator of a drrect pnvate Investment In a speCIfIC local 
government proJect), whether the project fInanCIng was to be repaId from speCIfIC project 
revenues or from general oblIgatIOn revenues 

B CorrelatIOn of Loans Types to Fundmg Sources 

Offenng loans to clIents that match (In term, Interest rate, and other charactenstIcs) the 
charactenstIcs of the fundmg source mIght be consIdered the most elementary nsk management 
strategy for a fInanCial InstItutIon ThIS approach to rIsk management IS sometlffies referred to 
as "match-fundIng," because sources and uses of funds are matched to reduce nsk 
Unfortunately, It may not always allow the Institution to offer loan products that match the needs 
of Its clIentele But by takIng a creative approach to the IdentifIcatIOn of fundIng sources and 
chent needs, the InstitutIOn may be able to manage nsks and satisfy clIents slffiultaneously 

Secondary markets are an example of a mechamsm that allows the apparent restnctions of 
match-fundIng to be overcome Secondary markets proVIde long-term funds, even though any 
partIcular Investor may own the Investment that raIsed the funds for only a llffilted penod of 
tlffie, later sellIng It m the secondary market to another Investor However, as long as the market 
for the Investment remaIns sound, the market prOVIdes the long-term Investment funds that can 
be used to fund long-term loans 

The FEe, lIke many developmentally onented fmancIallllStitutIons that are makIng the tranSItIOn 
to market fInanCIng, has been able to proVIde loan products to ItS clIents that match the long­
term nature of Its concessIOnary fundIng WIthOut needIng to test whether other shorter-term loans 
would suffice or whether other lenders mIght proVIde the longer-term funds At the same time, 
these InStItutIOns often use theIr external resources as a revolVIng fund that IS recycled Into 
numerous short-term loans that mIght actually be able to be funded WIth market sources If 
fundmg currently avaIlable In the local market IS not well sUlted to eXIstIng loan offerIngs, new 
loan products may need to be created that wIll match the local funds, and the concessIOnary 
funds or drrect pnvate Investment reserved for SItuatIons where longer-term funds are reqUlred 
AlternatIvely, other Investors WIllIng to make long-term Investments may be found In 
Guatemala, a country where very lIttle long-term fInanCIng IS avaIlable In the "VISIble" market, 
commercial banks use fIdUCiary accounts to faCIlItate dIrect pnvate Investment In mumcipal 
prOjects 

C Management of the Quality of the Credit PortfolIo 

PrIvate Investors seek three key charactenstIcs of projects or mtermedIarIes In WhICh they Invest 
1) suffICIency of the revenue source from WhICh they WIll be repaId, 2) predIctabIlIty of the 
revenue source, and 3) control over the revenue source (or other secunty) If there IS a default 
or shortage of funds avaIlable from the Intended repayment source 
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The presence of these condItIons wIll affect mvestor mterest m mvestment m the FEC or m 
projects that may have ongmated by the FEC The credIt evaluatIOn process IS meant to analyze 
these charactenStIcs of the borrower and IS therefore a cntIcally Important functIOn of the 
orgarnzatIOn CredIt ratmg systems evaluate these same charactenstIcs from a number of 
perspectIves (For a detaIled dISCUSSIOn of credIt sconng, see AppendIx II ) 

Major nsks encountered m mumclpal credIt analYSIS relate to the nsks of the mumclpal sector 
dIscussed m SectIOn III A The FEC mIght conSIder whether any of the followmg measures 
would mcrease credIt quahty and Improve ItS management of credIt nsk 

InformatIOn 
• ReqUIre more detaIled mformatIon from borrowers 

• Carry out more ngorous analYSIS of borrower fmances and project economICS 

• ReqUIre ongomg fmanclal dIsclosure durmg loan repayment 

• Develop mternal credIt sconng system 

AnalYSIS 
• ReqUIre market studIes and stronger eVIdence of user commItment pnor to project 

constructIon 

• Use margmal cost and revenue approach to project analYSIS 

• ReqUIre program or serVIce cost analYSIS of budget from borrowers 

Project Security and Structurmg 
• ReqUIre COmmItment to cost recovery for projects, base loan declSlons on rate mcreases 

• Develop "mtercept accounts" that gIve the FEC a fIrst claIm on the proceeds of the TVA 
transfer, or other mcome 

• Promote pnvate sector nsk-sharmg m mumclpal projects 

• Structure projects to mclude credIt enhancements, such as reserve funds (see followmg 
sectIOn) 

D The Use of CredIt Enhancements 
CredIt enhancements can also be employed WIth both project and corporate approaches to lower 
mvestor nsk CredIt enhancements are mechamsms that Improve the nsk/return trade-off of an 
mvestment Generally, credIt enhancements Improve the secunty of the Investor and are mtended 
to Improve demand for the Investment CredIt enhancements may be dIrectly related to the 
purpose of the mvestment Itself or may come from some other sources Therefore, credIt 
enhancements are generally categonzed as one of the follOWIng 

Internal Enhancements 
These are securIty mechamsms that are "bUIlt mto" the project or finanCIng structure The 
SImplest mternal enhancement IS a reserve fund, created out of a portIOn of the loan proceeds, 
that IS used to pay debt servIce If the borrower has a shortfall In cash for debt serVIce Other 
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mternal enhancements could mclude debt servIce coverage, rate covenants, smkmg funds for 
debt servIce, and revenue mtercept accounts related to the project 

For example, a tYPIcal murucipal revenue bond Issue m the Umted States mcludes the creatIOn 
of a debt servIce reserve account, sometlIDes equal to an entrre year's debt serVIce In addItIOn, 
each quarterly or semI-annual debt servIce payment IS reqUired to be deposIted m a separate 
account WIth a trustee 90 to 180 days prIor to the due date of the payment Borrowers generally 
COJllllllt to a specIfic "flow of funds" that controls how cash moves through the orgamzatlOn and 
how and when payments of varIOUS kInds, mcludmg debt servIce, are made by the orgarnzatlOn 
Rate covenants, whIch commIt the Issuer of the bonds to set the rates related to the project at 
a level hIgh enough to produce net mcome before debt servIce at some multIple of the debt 
servIce obhgatIOn (typIcally 1 15 to 1 4 tlIDes) and to adjust the rates m advance If net mcome 
IS forecast to be msufficlent, are also common 

External Enhancements 
These are mechamsms that provIde secunty to the lender or mvestor from an auxIlIary source 
The classIc external enhancement IS a guarantee, for InStance for local government from another 
level of government Other external enhancements mclude bond InSUrance, external reserves, and 
the securIty pledge of land or other assets 

Mumclpal bond InSurance m the U S IS purchased from large msurance compames that 
specIahze m analyzmg the rIsk of mumclpal borrowers The msurer commIts to repaymg the 
pnnclpal on the bonds m the event of a default by the borrowers Buyers of bond msurance 
already present farrly low rIsk to the market, bond msurance IS not used to lIft a non-mvestment 
grade Issue to mvestment grade, only to upgrade mvestment-grade bonds The cost of the 
msurance IS warranted If the overall financmg cost IS lower WIth the msurance cost than WIthout 
It Because the bond msurers cannot WIthdraw theIr msurance dunng the term of the bond, even 
If the quahty of the mvestment deterIorates, bond msurers proVIde conSIderable oversIght of 
bond Issuers dunng the outstandmg term of the bonds And because most local government m 
the U S are regular borrowers from the fmancIaI markets, the mcentIve for borrowers IS to not 
default on the bonds so that they can return to the market m the future 

DesIgmng credIt enhancements IS an lIDportant part of what takes place dUrIng the structunng 
of both project and corporate fmancmg The challenge IS to create credIt enhancements that do 
not mtroduce adverse mcentIves mto the system Guarantees are mcreasmgly dIscounted as credIt 
enhancement mechamsms m mumcIpal fmance because they may create an mcentIve to default 
on the guaranteed loan, unless there IS a suffICIent penalty for the borrower assocIated WIth 
domg so 

E Other Techmques to Overcome Market Weaknesses 
Although essential, credIt management and credIt enhancements may not be suffICIent to mterest 
pnvate mvestors m local government mfrastructure projects m Morocco Efforts may stIll be 
needed to overcome speCIfic market weaknesses, m partIcular the short-term nature of the 
market Successful expenence WIth overcommg thIS market llIDItatIOn IS very llIDIted, but some 
models are bemg tned, as dIscussed below 
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Markets WIth only short-term resources reflect a low nsk profIle of mvestors, fears of IllIqUIdIty 
(mabilIty to sell long-term mvestments), and competIng opportumtles avaIlable m the market, 
especIally relatIvely hIgh short-term mterest rates Successfully ralsmg funds WIth longer terms 
than those generally avaIlable m the market means overcommg the constramts that these factors 
present Some of the mechamsms bemg consIdered to extend the term of mvestments m short 
markets mclude the followmg 

• Variable rate mstruments Vanable mterest rates ensure that mvestors do not have a 
mterest rate nsk on long-term mvestments relatIve to short-term Instruments They overcome 
the mabIlIty to pnce Instruments WIth terms longer than the market by keepmg the pnce 
always at par There IS apparently lIttle vanable rate fmancmg m Morocco, attemptmg such 
a structure mIght reqUIre the FEe to qUIte aggressIvely sell the mstrument to mvestors 

• Market-makmg mechanisms Market-makmg mechamsms ensure mvestors that they WIll 
be able to sell therr mvestments when deSIred There IS a cost to Issuers of arrangmg WIth 
a bank or other market-maker to "make a market" m theIr bonds, WhICh they hope to make 
up by savmgs m mterest rates or access to funds not otherWIse avaIlable Market makers now 
eXIst m Morocco for treasury secuntles There IS no reason (except pOSSIble exceSSIve cost) 
that thIS servIce could not be used for a FEe bond or other fmancmg 

• Use of "puts" By addmg a "put" feature to a bond, the Issuer commIts to buy back an 
mvestment at the dIscretIon of the mvestor, generally at or after a certam pomt m tIme In 
a market WIth a current lImIt of 5 years, bonds could be Issued for 10 years, WIth a put at 
5 years, and should the mvestor choose to dIspose of the Instrument at that tIme, It would 
be bought back, repnced, and resold to another mvestor ThIS seems to be a somewhat 
unfamIlIar structure m Morocco Puts generally requrre a lme of credIt or back-up lIqUIdIty 
facIlIty, It would be necessary for thIS to be carefully structured to maxImIZe mvestor 
confidence 

F Models for Managing RIsks 10 MUnICipal Fmance 

LIsted below m Table 3 are a sample of mtematlOnal responses to the need to raIse fmancmg 
for murucipal mvestment m a way that manages the nsk present m thIs sector These 
mechamsms may be addressmg eIther corporate or project fmancmg-related reqUIrements, as 
noted They generally conSIst of eIther speCIalIzed mstItutIons (such as the FEe) or speCIfIC 
fmancmg mechanisms (such as the FEe mIght employ m structunng mdIvidualloans) Some of 
these models are descnbed m more detaIl m AppendIX III 
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Table 3 
InternatIOnal Respon~~Jo Fmancml RIsks In 

MUDlclpal Fmance Markets instItutIOnal Approaches 

Fmancmg Entities DescnptIOn Strategy fRIsks Addressed 

INCA South AfrIca Two classes of bonds (repayment rIsk), 
Independent fund ongmated by mternal credIt sconng (credIt nsk), 
commercial bank to finance local hqUIdity nsk (market makmg) 
government mfrastructure 

Bond Banks Umted States Pooled financmg (economIes of scale), 
State banks capItalIzed by federal extenSIve credIt enhancements (credIt 
government to finance small cIty and repayment rIsk), credIt standards 
envIronmental mfrastructure (credIt rIsk) 

PROMUNI Central AmerIca Second-tier financmg (hqUIdity rIsk), 
CommerCIal bank lendmg rIsk-sharIng between second-tIer lender 
program started by regIOnal and bank (credIt rIsk), mtercept 
development bank actmg as accounts (repayment rIsk) 
second-tier lender to commerCial 
banks OrIgmally funded by 
USAID 

Local Government PhilIppmes Internal credIt ratmg system (credit 
Urnt Guarantee Developed by the Development rIsk), reserve fund (repayment rIsk) 
CorporatIOn Bank of the PhIhppmes and the 

Bankers' ASSOCiatIon of the 
PhilIppmes to msure finanCIal 
mstItutIOns makmg local 
government loans 

DBSA/MumClpal South AfrIca Developmg legal agreements for 
Infrastructure SpeCial Techmcal Umt created by prIVatizatIOn projects (legal and credIt 
Investment Urnt natIOnal development bank to rIsk), estabhshmg standards for prIvate 

faCIlItate prIvatization technIcal adVIsors (development rIsk), 
desIgmng publIc-prIvate co-financmg 
arrangements for prIVatIzatIOn projects 
(lIqUIdIty rIsk) 

The followmg table 1llustrates some of the types of finanCial structures that fInanCial IntermedIarIeS have 
employed to lower rIsk and, therefore, Increase mvestment resources for the mumcipal sector 
mternatIOnally Rather than mstItutional approaches, these are mechanIsms that have been employed m 
a range of SItuations 
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Table 4 
InternatIOnal Responses to FmancIaI RIsks m 

MUDlClpal Fmance Markets Fmanclal Structures 

DescnptIOn RIsks Addressed 

WIdespread, especIally m Some leasmg programs m U S created 
Cahfornla to overcome polItIcal rIsk of publIc 
Fmancmg mechanIsm created approval of debt Issuances Dependmg on 
to finance range of mUnIcIpal terms, leasmg Improves rIsks of 
mvestments and manage obsolescence of eqUIpment Leasmg 
mUnIcIpal mdebtedness compames may have better market access 

than mUnIcIpalIty (bqUIdity rIsk) 

Under consIderatIOn by May overcome concern about credIt fIsk 
FINDETER (MUnICIpal by provIdmg a hIgher qualIty (seasoned) 
Development Bank m mvestment portfolIo to prIvate mvestors 
ColombIa) If successful, addresses lIqUIdIty fIsk of 

eXIstmg portfolIo 

WIdespread In U S and some Addresses mstitutIOnal fIsk of lenders, 
European countrIes Poland most project finance and revenue bond 
Czech Repubbc structures are credIt-enhanced (credIt 

fIsk), revenue bonds Include "rate 
covenants" WhICh Insure agaInst credIt 
fIsk and "flow of funds" comrmtments 
WhICh reduce repayment rIsk 

U S Bond Insurance Overcomes credIt and lIqUIdIty fIsk 
Reserve Accounts Intercept account most prevalent 
Intercept Accounts mechanIsm In use In developIng countrIes 
Lmes of CredIt for project revenues and 

Intergovernmental transfers (CredIt rIsk 
and repayment rIsk) 

Under conSIderatIOn for local PrOVIdes senIor bond holders WIth 
governments In IndonesIa addItIonal securIty (credIt and repayment 
(1996-97) INCA/South fIsk) JUnIor bondholders are paId hIgher 
AfrIca US rate of return due to theIr hIgher rIsk 
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V. Suggested RIsk Management Approaches for the FEe 
A Employ More Diverse Fmancmg Approaches 

Currently, FEC financIng IS based on a "corporate approach" that has focused on bUIldIng up 
the balance sheet of the orgarnzation The FEC could potentially contInue thIS approach but also 
experIment wIth the project finance approach, In order to expand the lffipact of ItS actIVItIes 
Incorporatmg a "project approach" to fmancmg would change the focus of the orgaruzatIon from 
bUIldmg up the level of Its own fmancIaI resources to one of maxmuzmg the amount of fmancmg 
that took place m the mumcipaLsector, whether the assets that were created reSided on the FEC 
balance sheet or elsewhere 

There are other financmg approaches the FEC could consIder as well These approaches all have 
the potentIal of mcreasmg the amount of fundmg available for murucipal fmancIng, some of them 
also change the nature of the relatIOnshIp between the FEC and ItS clIents m some way For 
example, the FEC may want to act as a "bond bank" and Issue a murucipal bond or some 
portIon of the eXIstIng portfolIo of loans could perhaps be bundled and sold as a securIty (1 e , 
"securItIzed"), to create lIqUIdIty that could then be reloaned to the murucipal sector 

The FEC mIght also consIder the benefIts of lease-fmancmg for Its clIentele and form a leasmg 
company that would own and fmance assets and prOVIde them to local governments In return for 
Installment payments Lastly, the FEC should mvestIgate how the "match-fundIng" phIlosophy 
can be employed to lower rIsk m the portfolIo ThIs could affect both how the FEC approaches 
ItS own fmancIng (emplOYIng a market maker for ItS own bonds, for example) and what 
fInancmg optIons It offers to ItS clIents ClIents, In return, may also be pushed to think more 
CrItIcally about theIr own finanCIng requIrements and alternatIves 

Issue MUnICipal Bonds 
One of the slffiplest fInanCIng strategIes for the FEC would be for It to act as a bond bank and 
Issue mumcipal bonds WIth the proper credIt enhancements, and perhaps the use of a put, the 
FEC could try to Issue a bond that IS of longer term than IS generally avaIlable locally, perhaps 
10 to 12 years ThIs would be an adequate term for many borrower purposes The FEC would 
need to deCIde, among other thmgs, whether to borrow on behalf of a specIfic group of borrower 
projects or for projects to be IdentIfied after the sale Such a sale mIght be used to fund a portIOn 
of a portfolIo of loans the balance of WhICh would be funded WIth conceSSIOnary funds 
ASSIstance would be needed to structure the Issue and IdentIfy Investors 

SeCUritIZe and Sell a Portion of the EXlstmg Loan PortfolIo 
The FEe may be able to take advantage of the new secuntIZatIon law to sell, as a secunty, some 
portion of Its eXIstmg loan portfolIo The best candIdates would be seasoned loans WIth good 
repayment histones and SImIlar terms AlternatIvely, If no saleable bundle of loans can be 
structured out of the eXIstmg portfolIo, perhaps a new set of loans could be made WIth the under­
standmg that they would be sold later The legal structure and terms of these loans could be 
deSIgned speCIfIcally to faCIlItate a later SeCUrItIzatIon 
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Create a Leasmg Subsubary 
Leasmg compames are growmg rapIdly m Morocco, a number of fInancIal InstItutIons have 
formed them The consensus seems to be that the legal framework encourages banks to form 
these SubSIdIarIeS Perhaps the FEC also could take advantage of thIS SItuatIOn To succeed, 
there would need to be advantages for local governments to leaSIng over bUYIng These mIght 
mclude the abIlIty to own certam assets temporarIly or to use them at a lower cost Many of the 
FEC's loans are made for such uses as the purchase of eqUIpment and buses that, In other 
countrIes, are often fInanced through leases Such an ImtlatIve would be advantageous If It 1) 
lowered the nsk for the FEe of lendIng for these purposes, 2) created a finanCIng optIOn that 
was appealIng to local governments, and 3) created an opportumty for new pnvate Investment 
m the FEC that would not have eXIsted otherWIse 

Fmance, Co-Fmance, or Arrange PrIVatIZatIOn PrOjects 
PrIVatIZatIOn of murucipal servIces (m Its many forms) IS often also a fInancmg technIque for 
local governments, assummg that the prIvate party IS requIred to make Investments m the servIce 
beIng operated There appears to be a growmg consensus that local governments m Morocco 
need the authorIty to employ prIVatIzatIOn m the proVISIon of publIc servIces and that an 
adequate legal framework must be put m place There are a number of ways that the FEC could 
buIld on Its extensIve experIence WIth the mumclpal sector and partICIpate In the development 
of this new area, m order to encourage prIvate sector Interest m provldmg mumclpal servIces 
For Instance, It mIght proVIde loans to prIvate operators, co-fmance projects WIth prIvate 
operators, or actually help to arrange prIvatIZatIon projects The case studIes m AppendIX III 
gIve two IllustratIOns of InstItutIonal roles m facIlItatmg the prIVatIZatIOn and prIvate financmg 
of mumclpal serVIces Assummg prIVatIZatIon has the potentIal to become a major means for 
fmancmg mumclpal servIces, and that the mvolvement of the pnvate sector would lower the fIsk 
for the FEC of bemg mvolved m the fmancmg of these projects, It IS worthwhIle for the FEC 
to examme the role It can best play 

Act as Investment Bank for the MUnICipal Sector 
Investment banks faCIlItate dIrect prIvate mvestment m projects by structunng and brokenng 
dIrect mvestment opporturutles and by helpmg prepare fmancIaIInstruments, such as muruclpal 
bonds, to be sold m the fmanclal market The FEC may be able to serve as a faCIlItator of 
prIvate mvestment for a fee, as an alternatIve to lendmg from Its own resources Upgradmg Its 
loan evaluation and credtt scormg system would be necessary to make thIS approach to fmancmg 
feaSIble, because such a system would be needed to prOVIde the type of mformatIOn reqUIred by 
prIvate Investors It would also be necessary for the FEC to have a clear Idea of the costs of 
such a servIce, so It would know how to charge potential mvestors and make a profIt Currently, 
the Investment bankmg functIOn appears to be almost noneXIstent m Morocco, an opporturuty 
that the FEC mIght take advantage of Among the roles a muruclpal mvestment bank could play 
are the followmg 

• Ongmate projects for development fmance mstitutIOns (DFIs) 

• Arrange co-fmancmg opportumtles WIth DFIs 

• Structure mumclpal bond Issuances 

• Package projects for other banks 
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• Broker pnvate placements wIth mdlvldual mvestors 

A number of the mternational models shown m SectIOn XII, below, mvolve co-fmancmg between 
developmental lenders (US AID , the InternatIonal FInance CorporatIOn [IFC], the W orId Bank, 
etc ) and the pnvate sector These collaboratIOns have been IntentIOnally deSIgned WIth that 
ObjectIve m mmd The presence of developmental capItal has served as a credIt enhancement or 
rIsk management tool m these structures The FEC may be able to take advantage of the 
presence of developmental capItal In ItS fundmg to provIde nsk management for future pnvate 
mvestors m a way that wIll Increase Its fInanCIng optIons 

Apply Match-Fundmg Concept to Develop New Loan Products 
Match-fundIng can reduce nsk In the FEC's portfolIo by matchIng the charactenstics of fundmg 
sources and loan products ThIS WIll become espeCIally unportant as the share of market funds 
Increases In the FEC portfolIo ApplYIng thIS approach could affect both how funds are raIsed 
(pnvate placements and market makers mIght be used to raIse more long-term funds) and the 
form In WhICh they are loaned out ThIs approach mIght also present a challenge to FEC 
borrowers, who are used to faIrly standard loan products, to thInk creatIvely about the alternative 
ways m WhICh speCIfIC Investments mIght be fmanced (At the same tune, the unpact on 
borrowers may not be as great as It mIght appear, smce many of the loans made now are for 
terms consIderably shorter than the funds from whIch they are made ) 

B Expand Credit RIsk EvaluatIOn and Credit Enhancement TechnIques 

The FEC IS already considenng the development of a more ngorous credIt evaluatIOn and 
scorIng system for ItS local government borrowers For that reason, at the request of the FEC, 
thIs tOPIC IS explored In greater detaIl m AppendIX II ("Proposed Approach for Development of 
a FEC CredIt Scormg System") Based on a reVIew of a number of FEC loan evaluatIOns, the 
general conclUSIOn IS that the FEC IS JustIfied m focusmg attentIon on the development of a more 
ngorous credIt evaluatIOn system 

AppendIX II lIsts the potentIal benefIts of such a system as the followmg 

Benefits for the FEC 
• Allocate the loan portfolIo to better manage nsk 
• Encourage the ImplementatIon of more strmgent credIt evaluatIon and management practIces 

• Help the FEC select a better mIX of potentIal borrowers 

• Use as baSIS for nsk-related loan pncmg 
• Use to taIlor loan structure and secunty reqUIrements 

Benefits for Borrowers 
• Make loan deCISIons more transparent to borrowers 

• EstablIsh norms and standards for fmancIaI performance 

• Reward borrowers who take steps to Improve fmanclal performance 
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Other Benefits 
• Allow potentmllenders to better evaluate the level of nsk of the FEe's lendIng operatIon 

• Encourage other lenders to provIde loans to murncipahtIes 

Among the prmcipal benefIts of better credIt evaluatIOn and the mtroduction of sconng wIll be 
the abilIty -to-use the results to put stronger fuJaIiClal requIrements ln place, to put more ngorous 
loan structures m place, and to Implement more stnngent secunty reqUIrements for loans The 
CrIterIa m the scormg system will objectIvely pomt out where the weaknesses are of a partIcular 
borrower and can gUIde the FEC m IdentIfymg strategIes to lower fIsk for the FEC and 
ultnnately for the FEC' s Investors 

C Increase Local Currency Borrowmg 
1 Usmg the USAID Housmg Loan Guarantee 
The FEe has available to It a loan guarantee that could provIde up to US$5 mIlhon for a 3D-year 
term Smce the U S lender receives a U S government guarantee on repayment, the mterest 
rate that wIll be paId on the loan IS sImIlar to the rate on U S Treasury secuntIes, although the 
effectIve rate IS hIgher due to transactIOn fees Tills rate IS probably lower, and the term much 
longer, than funds avaIlable to the FEe m the local market For pnor borrowmgs under the 
loan, the FEe has received a repayment and exchange nsk guarantee from the Government of 
Morocco, although It IS currently assumed that only the credit guarantee Will be avaIlable for thiS 
borrOWIng, for a fee 

Because the FEe has no use for the dollar funds, and theIr repayment represents conSIderable 
currency nsk to the orgaruzatlOn, an effort was made to IdentIfy the optIOns the FEe might have 
for eIther borrOWIng the HG loan m local currency or swappmg the dollars to local currency 
USAID has tentatIvely IdentIfIed the followmg OptIOns that would proVIde local currency funds 
to the FEe for ItS lendmg actIvities 

Ophon 1 Pnvate Bank Provldes Secunty and Long-Term Swap 
In tills case, the FEe would raise dollar funds m the U S market, WhICh would then be turned 
over to (swapped WIth) a local fmanclalinstItutlon or other pnvate fIrm for a penod of tIme to 
be negotIated The local mstltutIOn would receive the dollars, use them m other dollar trans­
actIOns (the dollars mayor may not be brought onshore m Morocco), and proVIde local currency 
to the FEC The local lllStItution mIght also service the USAID loan on behalf of the borrower 
The U S government would reqUIre a bank credit ratmg better than or equal to a government 
credit ratmg and may reqUIre the local InstitutIOn to proVide Its own "guarantee" of repayment 
to the U S government 

The mam advantages of tills optIon would be certamty of mterest cost for the FEe over the swap 
penod and pOSSIble asSIStance WIth the admtmstratIon of the US AID loan The dIsadvantages are 
that the costs aSSOCIated WIth tills optIon are unknown, and a CAMEL credIt ratmg for the bank 
would need to be carrIed out 
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OptIOn 2 The FEC Purchases Short-Term Local Currency Coverage m Moroccan Market 

Under thIS approach, the FEe would raIse funds In the U S market and swap them (lendIng 
dollars and borrOWIng dIrhams) In the Moroccan market for one year At the end of each year, 
the FEe would take back the dollars or the swap would be renewed A local bank would borrow 
dollars and lend dIrhams The bank would receIve a transactIon fee and/or rate of return on the 
dIfference between two Interest rates, and mIght also provIde debt SerVICIng for a fee or as part 
of the Interest rate offered To ensure there would always be suffiCIent cash to make debt servIce 
payments, the U S government mtght still requIre a currency exchange rIsk guarantee from the 
Government of Morocco, even though the Insurance It provIdes would probably not be needed 
by the FEe for ItS own Internal purposes Or the FEe may be able to substItute reserve funds 
or a lIne of credIt WIth the bank to cover cash flow reqUIrements assocIated WIth exchange rate 
movements 

If thIs option IS pursued, there would be Interest cost certaInty durIng the year However, there 
would be added Interest cost uncertaInty between years, when compared to the long-term swap 
Furthermore, a call proVISIon would probably be needed that would allow the FEe to repay the 
loan to the U S bOITf>wers If the- funds were no longer needed-or the Interest- rate moved 
unfavorably That call provISIon would add to the cost of the loan 

Optwn 3 Local Currency Borrowmg 

In thIs case, the FEe would fInd one or more AmerIcan firm (banks or other prIvate firms) to 
Issue a local currency loan (of a term to be negotIated) In return for a U S government 
guarantee of loan repayment If more than one elIgIble InStItutIOns IS IdentifIed, the FEe could 
conduct an auctIOn Banks could eIther partICIpate In the auctIon to establIsh the terms of the 
loan, or the terms would be negotIated dIrectly between one InstitutIOn and the FEe The chosen 
bank would prOVIde local currency to the FEe and receIve repayment In local currency The 
U S government would put a cap on the amount of the loan prIncIpal It would agree to 
guarantee That cap would fluctuate as the exchange rate fluctuated, so the bank mIght reqUIre 
an addItIonal form of securIty from the FEe due to the cap The U S Government would 
reqUIre that the frrm reCeIVIng the guarantee be owned 51 percent or more by U S CItizens 
WhIle the exchange rIsk guarantee from the Government of Morocco may not be reqUIred, 
WaIVIng this guarantee may reqUIre U S government approval The local currency transactIOn 
and a negotIated (rather than competitIve) transactIOn may reqUIre U S government approval as 
well 

The advantage of this approach would be the absence of currency rIsk, SInce Interest would be 
paId In local currency Also, If the Interest rate on the loan were varIable, It would mlrumize 
the fluctuatIOn In the guarantee cap DIsadvantages would Include the need to Identify elIgIble 
U S rrrms, a potentIal premIUm rate whIch would need to be paId for a loan WIth a guarantee 
cap, or the pOSSIbIlIty of haVIng to put up other secunty 

These optIOns are dIscussed In more detaIl In AppendIX IV 
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2 Other Local Currency BorroWIng Options 
BesIde the fmancmg Ideas dIscussed above m the section on of dIversIfIcatIOn of fundmg 
approaches, the FEe may have other optIOns for local currency borrowmg Recently, the FEe 
successfully raIsed Dh125 rrulhon of funds m the prIvate money market usmg certificat de depot 
of up to five years In term, and has regIstered a total Issuance of Dh750 mIllIon If fully Issued 
today, these funds could compose nearly 20 percent of long-term capItal 

It IS encouragmg that the FEC has been successful m Issumg these mstruments It may bode well 
for the Issuance of longer-term mstruments There are some reservatIons about the use of thIS 
fmancmg mechamsm Because the CDS are money market mstruments, the terms are not long 
enough to serve the FEe's long-term fmancmg reqUIrements There mIght even be some doubt 
about the amount of thIS fmanclal Instrument the market can absorb WIthout eVIdence of a 
longer-term fmancmg strategy by the FEC and Improvements m some of Its fmancIaI ratIOS 

EXlstmg mvestors may need more mformatIOn about the FEC' s fmancmg strategy, and theIr 
mterests may need to be protected In a more developed fmancIaI market, mvestors (both publIc 
and pnvate) would expect regular fmancIaI dIsclosure, a credIt ratmg of the FEC and pncmg 
mformatIOn WIth WhICh to evaluate the WIsdom of an mvestment m the fIrm In Morocco, the 
systems for provIdmg this InformatIOn are Just begmrung to emerge The FEC should take a pro­
actIve role m devlsmg new local currency fmancIaI InStruments whIle at the same tIme disclosmg 
adequate InformatIon to Its mvestors on an ongomg baSIS as a nsk management strategy that Will 
support the expanSIOn of ItS fInanCIng optIOns In the long run 

D Explore International Borrowmg OptIOns 
FEC management has expressed the hope that the organIZatIOn wIll be able to raIse finanCial 
resources mternatlOnally Without the government currency exchange guarantee The assumptIOn 
IS that longer-term, lower-cost funds would be avatlable InternatIOnally that are not locally But 
to date, the FEe's only expenence WIth InternatIonal finanCIng has been developmental 
borrowmg from USAID, the World Bank, and others (see abbreVIated cash flow statement, 
below) The three key questions associated WIth the prospect of mternatIOnal borroWIng are 
whether there would be a market for FEC bonds or other Instruments, how the exchange nsk 
can be managed, and whether the terms wtll be more favorable that those avaIlable locally 

One pOSSIbIlIty for the FEC durmg ItS contmumg tranSItIon to a more commerCially onented 
InStItutIOn may be to borrow from development fmance InstItutIOns that are more commerCially 
onented m therr approach to lendmg For example, rather than borrowmg from the World Bank, 
the FEe may be a candIdate for borrowmg from the IFG Other orgamzatIOns, such as the 
Bntlsh Commonwealth Development CorporatIon and Proparco (both of whIch have prOVIded 
fmancmg to INCA m South Afnca), make mvestments m developmg fmancIal mstltutIOns where 
they belIeve there IS a long-term prospect of return on mvestment, and mIght have an Interest 
In the FEe 

It was reported that there are two fInanCIal InstItutIOns In Morocco prepanng to borrow 
mternatIonally A major hurdle for such a borrOWIng IS the need to receIve a credIt rating from 
a respected InternatIonal ratIngs frrm PreparatIOn of these ratmgs IS apparently In process To 
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date, the FEe has not attempted to receIve a ratIng The quasI-publIc status of the FEe and/or 
Its transItIonal status may make It somewhat dIffICUlt to rate, and the orgaruzatIOn IS concerned 
about haVIng a ratIng done prematurely because of the bad publICIty such a ratIng mIght produce 
The potentIal of haVIng an Informal ratIng carned out, perhaps under the auspIces of the HG 
program, was dIscussed USAID should InVestIgate the feaSIbIlIty of such a process WIth 
appropnate contacts In US AID/WashIngton If the FEe expresses Interest In pursuIng It some 
tIme In the future 

Any InternatIOnal borrOWIng wIll expose the FEe to currency exchange nsk Because some of 
this nsk reflects Interest rate fluctuatIOns, vanable Interest rate borrOWIng could potentIally be 
used to lower the rIsk of payment fluctuatIons However, the remaInder of the exchange nsk can 
be managed only through arbItrage, or swaps such as those deSCrIbed above As pOInted out, the 
swap market IS llffilted In Morocco but IS expected to expand In the future 

Lastly, It must be understood whether the loan terms avaIlable InternatIOnally wIll be better, In 
terms of lower Interest rates or other costs and longer tenure of debt, than those avaIlable In the 
local market The answer to thIS questIOn IS largely dependant on the answers to the two 
preVIOUS Issues, currency rIsk management and credIt ratIng A WIde range of fInanCIng terms 
are avaIlable In the InternatIOnal market, of course WhIch of these are actually avallable to the 
FEC wIll be a functIon of the rIsk Investors perceIve eXIsts In lendIng to the orgamzatIOn The 
two major rISks WIll be those aSSOCiated WIth the change of currency (fluctuatIOn and lIqUIdIty) 
and WIth the credIt standIng of the FEe, as captured by the credIt ratIng 

E Develop a Treasury Management Strategy 
WhIle takIng Into consIderatIOn the management of the rIsks dIscussed In thIs document, and the 
varIOUS technIques proposed, the strategy chosen by the FEC to expand ItS finanCial resources 
must balance three key factors 

• the requIrements of the orgarnzatIOn, IncludIng rIsk management, 

• the capabIlItIes of the fInanCial market, 

• the preferences of Investors, and 

• the needs and demands of the mumcipal clIentele 

WIthIn the Investor group, the FEe must also balance the objectIves and reqUIrements of current 
Investors (IncludIng development-onented lenders) and new Investors 

It IS assumed that the FEe must have a fInanCIng or treasury strategy, though It was not made 
avaIlable dunng thIS analYSIS ThIS recommendatIOn IS therefore made to confrrm the neceSSIty 
of such a document, but more Importantly of the consensus-bUIldIng process among the varIOUS 
stakeholders that the development of the document would Ideally entaIl 

At a mmnnum, such a document should address the charactenstIcs of the mumclpal sector, a 
forecast of the demand for funds, an exammatIOn of the role of the orgarnzatlon m fmancmg the 
mumclpal sector, and the fundIng reqUIrements of carryIng out that role It would IdentIfy 
realIstIcally, and In detaIl, the potentIal sources of funds, theIr costs, and the costs of raISIng 
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them, and how assets and lIabilIties wt11 be balanced And It would mclude detaIled fmancIaI 
forecasts that conservatively project the cash InflOWS and outflows of the bank's operatIOns, 
under the most hkely set of assumptIOns and a number of alternatIve scenarIOS that could come 
about as the result of changes In vanous nsk factors (RIsk factors mIght Include changes In 
mterest rates, InflatIOn, economIC downturns, drought, fatlure of the fmancial markets to 
develop, etc ) 

F Develop a RIsk Management Strategy 

It IS also suggested that the FEe develop a fIsk management strategy for the orgaruzatlon that 
addresses the range of nsks IdentIfied at the begmmng of this report, begmrung perhaps WIth 
those that are the hIghest pnorIty Among the key elements of thIS strategy should be the 
treasury strategy dIscussed above, mcludmg a plan for the transItion of the FEe from ItS eXIstmg 
capItal structure that IS largely developmental to one that IS OrIented toward the prIvate fmancIaI 
markets, WIth the collaboratIOn of eXIstmg lenders and WIth mput from prIvate mvestors The 
relative value to mvestors of a credIt scormg system for local governments can also be evaluated 
durmg this process 

Other rIsk Issues mclude lIabIlItIes and Insurance coverage, the securIty of mformatIOn systems 
and measures to address the "Year 2000" problem, cash handlIng, and measures to prevent 
corruptIOn m both programmatIC and admlll1strative actIVItIes 
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VI. Proposed Actions for the FEe to Address Risk 
A Short- and MedIum-Term ActIOns 

B 

1 Carry out the four steps to development of a credIt scormg system for local govern­
ments, mcludmg deslgmng a procedure for Implementmg It 

2 HIre a fmancIaI advIsor for the FEC who can IdentIfy market opportumtIes as the 
fInancial sector develops, serve as a lIaIson WIth mvestors and IdentIfy prIvate 
placement opportumtIes, and help desIgn fmancIaI structures 

3 Work wIth other mumclpal advocates to raIse and address polIcy Issues m 
mumclpal sector that create fmancmg rIsk for the FEC, such as 

• reVIew of legal constraInts related to local government fmance, 

• need for Improvements m the qualIty and tImelmess of local government 
fmancIaI mformatIon, and 

• optIOns for development of a polIcy agenda for mumclpal fmance (could be 
based on "BasIc ReqUIrements" lIst m AppendIx I) 

4 ConsIder carrymg out an Informal credIt ratmg of the FEe for use In gUIdIng decI­
SIons about how mternal resources should be deployed and to Improve the abIlIty 
of the FEC to finance prIvately, mcludmg m mternatIOnal markets (USAID may 
be able to arrange, for a fee, a CAMEL credIt ratmg of FEe under the HG 
program ) 

5 Pursue the Idea of a HG local currency borrowmg or swap In order to both 
a) mobIlIZe addItIonal resources for the FEe (assummg the borrowmg would be 
affordable) and b) engage the fInancIal sector m an effort to provIde FEC WIth 
access to mternatIOnal fmanclal markets m the future 

StrategIC ActIons 
1 Develop and begm to put In place a treasury fmance strategy for the FEC that 

balances rISks and return for the frrm and has the support of the publIc and prIvate 
sector, mcludmg both current and future mvestors 

2 Introduce the value of rIsk management wlthm the corporate culture of the FEC 
Develop a framework for Identlfymg rIsks throughout the orgamzatIOn, mcludmg 
IdentIfIcatIon of the relatIve sIgmficance of each rIsk for the organIZatIon as a 
whole, and the finanCial Impact IdentIfy rIsk management concerns that can be 
addressed dUrIng the ImplementatIOn of other management reforms (mformatIOn 
system Improvements, etc) 

3 Develop a "RISk Management Strategy" that mcludes mechamsms for nsk 
momtormg and management, and IdentIfIes momtonng mdIcators, staff respon­
SIbIlItIes, etc 
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AppendIx I 
Municipal Finance System Requirements: 

Comparison of Morocco and 
Other EmergIng Mumcipal Finance Systems 

Morocco's mumclpal sector IS still very much In development, and that fact WIll affect the 
deCISIOns the FEC can make about ItS fInanCIng and other aspects of nsk management 
Instltutlonally, the Moroccan mumclpal sector IS not fully developed eIther at the local level or 
m terms of natIOnal-level InstItutIOns to support the sector As a result, the roles of vanous 
entItIes are stIll evolvmg However, there are a number of strengths In the Moroccan system, 
and some of these are benefICIal to the FEC Among these are the Intergovernmental transfer 
system and an apparently SupportIve polIcy framework The follOWIng table presents a 
companson of the Moroccan mumclpal sector and the author's perspectIve of the InternatIOnal 
SItuation In other emergIng mumcipal fInance markets 

Key + PosItive factor - Negative factor 

Goal InternatIOnal SituatIOn Morocco 

CredItwortlnness Local governments (LGs) are encouraged to become credItworthy The 
strongest mumCIpahtIes are perceIved as good credIt nsks 

Average 10% of LGs credItworthy + TV A allocatIOn system prOVIdes 
Central government transfer mcentIves to Improve creditworthmess -
systems often dIscourage AdmmistratIve burdens aSSOCiated WIth 
creditworthmess General tanff-settmg undermme LG 
perceptIOn of LG as not creditworthmess 
credItworthy, although sigruficant 
Improvements are takmg place 

InformatIOn A range of tlffiely finanCIal and other mformatIOn about murucipahtIes IS avaIlable to 
credItors and others 

Information weak m many + StandardIzed accountmg and finanCIal 
countnes Lack of accountmg and reportmg IS great advantage - LG capaCIty 
reportmg standards common to forecast servIce demand and reqUIrements 
CredIt ratmgs begmrnng m very weak - No credIt ratmg system for local 
few emergmg markets governments 

i 
TechnIcal assistance Murucipahties have access to fairly-pnced techrncal aSSIstance (T A) on I 
techmcal and mumcipal finance matters Resources are avaIlable for techmcal studIes I 

WIde vanatIOn In a number of + T A avaIlable from pnvate consultants for 
countnes, TA IS avaIlable only projects + Resources avaIlable from FEe 
from the publIc sector and IS very for studIes - QualIty of aSSIstance vanes, 

I 
hffilted Need for addItional I no qUalIty control system m place -

I 
resources to conduct feaSIbIlIty LImIted T A on finanCIal matters 

I studIes IS common constramt on I 
mvestment ro ects p ~ 
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Goal InternatIonal SituatIon Morocco 

Adequate fundIng, appropnately allocated A coordInated, transparent strategy IS In place for 
best use of publIc and concessIOnary fundmg PublIc fundIng IS used to leverage pnvate fundmg 
when approprIate More credItworthy mUnICIpalItIes are rewarded WIth expanded fundmg 

Overall fundmg often madequate + TV A appropnately allocated + Many 
AllocatIOn Influenced by polItIcal LGs have suffiCIent earnIngs to contrIbute to 
not econOmIC consIderatIOns project mvestment + Central government 
Donors and publIc sector compete prOVIdes resources m key sectors - Overall 
WIth pnvate sector for credItworthy strategy for allocatIOn of pubhc resources 
LG borrowers Role of publIc may not encourage prIvate finance - FEC 
sector to leverage prIvate finance may be competmg WIth central government, 
slowly bemg understood and World Bank and others for best clIents 
Implemented 

InnovatIOn (mstItutIons, transactIons, mechamsms) A range of financmg sources are avaIlable 
A varIety of transactIOns and finanCIal structures are In use and are understood by local 
governments 

InnovatIon mcreasmg qUIckly (see - innovatIOn llffilted PublIc-pnvate 
case studIes) PrIvate sector partICIpatIon Just begmnIng - LImIted 
mvolvement IS factor FInanCIal project finance expenence - PrIvate sector 
markets development IS cntical exclUSIOn from local government financmg 
hmit on mUnICIpal fmancmg 

Legal! regulatory support The legal and regulatory systems for mUnIcipahtIes, the finanCIal 
sector and the macroeconomy support mUnICIpal finance 

Legal systems evolVIng slowly + Mumcipal polIcy SUpportIve or under 
WIde range of legal Issues that reform + FmancIaI sector reforms 
affect mumcipal finance beIng SUpportIve, long-term funds stIll not 
acknowledged BaSIC avaIlable - Local government relatIOnshIp 
macroeconOmIC reform stIll m WIth central government lImIts fleXIbIlIty 
process m many countnes lImIts 
development of market-onented 
mumcIpal finance systems 

Pohcy framework A mumcipal finance polIcy or framework guIdes system development I 

Most mUnICIpal finance polICIes + PolIcy and ImplementatIOn of 
bemg developed In phases, rather decentralIzatIOn well artIculated - No 
than systematIcally Best strategy complementary polIcy framework for 
MUnICIpal Infrastructure Investment mumcipal finance 
Framework (South AfrIca) 

Pnvate sector mvolvement PrIvate sector IS mvolved m the development process A mechanIsm 
I eXIsts to encourage a publIc-prIvate dIalogue on mUnICIpal finance 
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InternatIOnal SItuatIOn 

Increasmg prIvate sector 
I understandmg of local government 

"market " Lack of mformatIOn 
constraIns financIal sector 
mvolvement Mechamsms for 
dialog mcreasmg but stIll rare 

Morocco 

+ FEe transformation to bank opens new 
channels - PrIvate sector entItles not 
mvolved - PrIvate sector precluded from 
certam actlvltles - Local governments 
attemptmg to plan and finance projects that 
mIght be better carned out by prIvate 
sector 
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Appendix II 
Proposed Approach for Development of a FEC CredIt Scoring System 

I. The Concept of Credit ScorIng 
Credit sconng or credit ratmg IS a process for quantlfymg the results of a credit evaluatIOn of 
a borrower of debt Credit ratmgs are carried out both prospectIvely (m advance of borrowmg) 
and durmg the term of the borrowmg, and have as their prmclple audience the mvestor m or 
lender of the debt Credit ratmgs are mtended to mform the lender or mvestor of the lIkelIhood 
the debt will be repaid, and are made avaIlable to those rated and generally made publIc to 
mvestors and others 

A credIt evaluatIOn process forms the basIs for the credit ratmg or sconng, and allows the 
evaluator to make a Judgement about the relatIve credItworthIness of a partIcular borrower, based 
on standards or cntena appropnate to the class of borrowers to WhICh thIS borrower belongs 
The ratmg therefore allows the mvestor to measure the credItworthIness of a partIcular borrower 
agamst other sImIlar borrowers Generally, a credIt ratmg IS done for a dIrect mvestor m a 
fmancial mstrument Issued by a borrower A fmancial mstItutIOn consldenng a loan to a 
borrower would conduct a credIt evaluatIon of the borrower and often of the specIfic project for 
WhICh the loan was needed Such mternal credIt evaluatIon systems are rarely made publIc 
because both the mformatIOn they contam and the evaluatIve procedure may be consIdered 
propnetary However, that fmancIaI mstltutlon mIght Itself have a credit ratmg such as a 
CAMEL ratmg (assummg It was borrowmg m the fmancIaI markets) and that credIt ratmg would 
reflect - among other thmgs - the credltworthmess of ItS clIentele and theIr repayment 
performance 

In the Umted States, there are two particularly well-known systems of credit scormg that have 
relevance for the FEC 1) credIt ratmgs Issued for mumclpal borrowers by the ratmg agencIes 
such as Standard and Poors, Moody's, and Duff and Phelps, and 2) the so-called "CAMEL" 
ratmgs conducted for fmancIaI mstltutIOns (CAMEL ratmgs are based on a set of cntena, 
mcludmg capItal adequacy, asset qUality, management, earnIngs, lIqUIdity, and - most recently 
- sensitIVIty to market nsk, hence the acronym "CAMEL ") 

II. FEC Motivation for Expanded CredIt Evaluation 
FEC management commumcated therr Interest m developmg a credIt sconng system as a means 
of nsk management for the orgamzatIon Uses for the system that were dIscussed mcluded the 
pOSSIbIlIty of usmg the credIt score to decIde whether or not to lend to a potentIal borrower, and 
also usmg the score m decldmg how to pnce the loan of a borrower, With a more nsky borrower 
bemg charged a hIgher mterest rate than a lower nsk borrower 

GIven the fact that the FEC wIll be mcreasmgly rehant on market borrowmg for Its own fmance, 
the nnplementatIon ot a credIt scormg system would allow potentIal borrowers to better evaluate 
the level of nsk of the FEC's lendmg operatIOn, a benefIt of the system that was also dIscussed 
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It IS not necessary for the FEe to have a formal scormg system to Implement more strmgent 
credIt evaluation and management practices However, WIthout such a system, decIsIOns may be 
perceIved as arbItrary by borrowers There appears to be room for Improvement m the FEe's 
credIt evaluation practIces, and such Improvements mIght produce some of the same results for 
the FEe as estabhshmg a more transparent scormg system Expenence shows, however, that 
makIng mformatlon on the credIt cntena avaIlable to borrowers III effect establIshes norms and 
standards for fIllancIaI performance ThIS allows local governments to measure and perhaps 
nnprove theIr own performance relatIve to the cntena m preparatIOn for borrowmg Therefore, 
the adoptIOn by the FEe of a formal sconng system, whose cntena could be commumcated to 
borrowers, could produce a number of benefICIal outcomes 

III. CriterIa for Mumclpal Credit EvaluatIOn 
A General CrIterIa 
Table II-I IS a compIlatIOn of the cntena used by U S credIt ratmg fIrms to rate muruclpal 
credIts ThIS summary shows the eIght essential factors taken mto consIderatIOn m murucipal 
ratmgs project demand and essentIalIty, management capacIty, adm1ll1strative capabIlIty, 
fmancIaI posItion, debt carrymg capacIty, legal soundness, secunty and the economIC health of 
the borrower In the exhIbIt, the purpose of each cntena, and the manner m whIch It IS apphed 
to both tax-backed (or general oblIgatIOn) and revenue-based debt, IS explamed 

At the present tIme, the FEe evaluates most loans as If they were taxed-backed or general 
oblIgatIon debt ThIs IS because the transfer of the TVA and eXIstmg murucipal revenue streams 
IS seen as the prImary securIty of the borrowers, even If tarIffs of some kmd are expected to be 
mcreased to repay the loan However, If the FEe decIded to reVIse ItS role to become more of 
a facIlItator of project fmancmgs, the revenue-backed debt approach shown m the exhIbIt would 
become more relevant 

B ComparIson to Current FEC CredIt EvaluatIon PractIces 
The FEe proVIded a number of loan evaluatIon reports (rapport d'evaluatlOn) , covenng the tIme 
penod from 1994 to 1998 These were reVIewed and can be compared to the standard cntena 
dIscussed m the next sectIOn The loan evaluatIOn reports are a summary of the evaluatIOn 
carned out by FEe staff and, therefore, may not reflect all the mformatIOn actually m FEe 
posseSSIon In general, the credIt evaluatIOns were found to be somewhat cursory, and focussed 
on mdicators that probably do not fully capture the nsks of these loans For example, the debt 
burden IS calculated based on the gross mcome of the murucipahty rather than the net mcome, 
the latter bemg a more realIstIC measure of the funds avaIlable to pay debt servIce 

The FEe credIt evaluatIOn can be compared to the standard cntena dIscussed m the preVIOUS 
sectIOn As shown m Table II-I, certam factors are evaluated m some depth, but others are bemg 
neglected If FEe wants to strengthen ItS credIt evaluatIOn practices, eXlstmg evaluation factors 
could be addressed III more detaIl, and those that are not addressed added to the evaluatIOn 
process 



I 
I 
I 

I -
I 
I 
I -

I 
• 

Cntena 

Project Demand 
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Management 
CapacIty 

AdmImstratIve 
CapabIlity 

EconOmIC Health 

Fmanclal POSItion 

Debt Carrymg 
CapacIty 
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Table II-I 
AnalysIs of FEe EvaluatIon PractIces and 

PotentIal ModIficatIons 

FEC Practice and Potential ModIfications 

Evaluation reports mclude a dIScussIon of populatIon and populatIOn 
growth, some contam demand forecasts related to the project The 
populatIon growth rates are sometImes based on natIOnal, rather than local, 
averages DIScussIon of pnce sensItIvIty of demand and degree of 
essentIahty would strengthen the analyses CommercIal project analYSIS 
(such as for souks) appears to be based on project costs, rather than any 
analYSIS of market rentals and demand 

EvaluatIOns mclude mformatIOn on the human resources employed m the 
government and m the serVIce related to the mvestment Judgements are 
rarely made about the competence of the management or mformatIOn 
prOVIded on Its record of meetmg budgets or project deadlmes 

A dIscussIOn of admimstrative capaCIty mIght mclude a reVIew of the 
mternal systems m place for budgetmg, accountmg, cash management, cost 
recovery, collectIOns, etc These tOPICS do not seem to be addressed m the 
project evaluatIOns 

All evaluatIOn reports mclude a very bnef descnptIOn of the econOmIC 
actIVIty and assets of the local government The analYSIS would be 
strengthened If the ImphcatIOns and Impact of these factors on the project 
were dIscussed m more detaIl 

The finanCIal POSItIon of the local governments IS generally addressed m 
detaIl m the evaluatIons, mcludmg histonc and projected operatmg 
statements EvaluatIons also contam faIrly detaIled operatmg cost data 
Concerns are that there IS mlmmal analYSIS of the trends revealed by these 
figures, that the rates at WhICh mumclpal costs and revenues are forecast 
are arbItrarIly chosen and often very optImIStIC (revenues generally mcrease 
more rapIdly than costs), and that the focus of revenue generatIOn IS on the 
overall mumcipahty, rather than the margmal revenue needed to repay 
project mvestment WIthout detenoratmg the government's fmancial pOSItIon 
Also, governments mIght be compared, usmg ratIOS, to theIr peers so that 
there would be better grounds for evaluatmg theIr relatIve SItuatIOn 

Debt carrymg capaCIty IS analyzed for every loan It would be useful to add 
a figure for capaCIty relatIve to net mcome (after operatmg expenses and 
other debt servIce) rather than relatIve only to gross mcome Also, the 
analYSIS Ignores any future mvestments and the finanCIal Impact of these on 
debt capaCIty 



[[-4 

Cntena FEC Practice and Potential ModIficatIOns 

Legal Soundness ThIS Issue IS generally not addressed m the loan evaluatIons The FEe's 
legal status WIth respect to the local govermnents IS not consIdered 
ambIguous However, If the FEe were to co-finance or faCIlItate 
pnvatizatIOn proJects, legal Issues would need to be addressed m more 
detaIl As seen m the evaluatIOns, the oblIgatIons that the FEe negotIates 
WIth local govermnents are very lImIted and mIght be expanded to mclude 
connmtments to raIse rates, momtor and report on certam trends, etc 
AddItIonal commttments made be mcluded m loan documents 

Secunty Secunty for the loans IS conSIdered to be the general oblIgatIOn of the local 
government The presence of the FEe debt servIce m the govermnent 
budget oblIgates them to repay the FEC If more complex financmg 
structures such as loans secured WIth speCIfic revenues were attempted by 
the FEC, the Issue of secunty would need to be addressed m more detaIl 

IV. Credit Scoring Practices of Other Development Finance Institutions 
Many development finance InstitutIOns and mumclpal fInance InstItutions Incorporate credIt 
evaluation and scormg practices In therr lendIng programs In some cases the speCIfIC detaIls of 
these procedures are diffIcult to determIne because, as WIth pnvate InStItutIOns, they are 
consIdered propnetary The practIces of three such InstitutIOns are descnbed here AdditIOnal 
detaIls on the practices of INCA and the Bond Banks are found In the case studIes Included In 
AppendIX III ("Case StudIes of Mumclpal FInance Mechamsms and Structures") 

INCA/South Africa 
INCA develops a "shadow ratIng" for each borrower, WhICh It uses to deCIde whether to make 
a loan and how to structure the loan INCA also uses thIs ratIng to allocate the resources of Its 
loan portfolIo, SInce It has commItted to maIntamIng at least certaIn ratios of vanous loan 
classes, and to calculate the requrred reserve capItal of the mstltutIOn, WhICh IS related to the nsk 
of the portfolIo ExhIbIt II-I shows the elements of INCA's credIt assessment model 

Credit Local de France 
CredIt Local de France has a complex Internal credIt sconng model that It uses to calculate a 
WIde range of ratios, analyze several years of hIstonc Information, and forecast results fIve years 
m the future Factors mclude fmanctal hIstory, management, Investment, debt and taxatIOn The 
results of thIS model are used for pncIng loans, to select loan products appropnate to the 
borrower SItuatIOn and reqUIrements, and to detemune the level of supervISIon a loan and 
borrower WIll receIve whIle the loan IS outstandIng 

Bond Banks/Umted States 
Bond banks do not conduct credIt scorIng, but Instead set mtmmum standards that borrowers 
must meet to qualIfy for partICIpation For tax-backed borrOWIng, banks may reqUIre a general 
oblIgatIOn pledge by the local government For revenue-back borrOWIng, a conmlltment to 
maIntam debt servIce coverage ratios are often requrred Banks may also ask the local 
government for a rate covenant (a commItment to raise rates as necessary to maIntaIn the target 
coverage ratIO) 
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Exhibit 11-1 
INCA Credit Scormg Model3 

INCA credIt model 

~~~~~~~tm~~ FmancIal L! positIOn 
'----------' 

EconOllliC 
enVIronment t 

EnvIronmental 
management 

SOCIO-polItIcal 

~~~~~~=,._~ analysIs 
'----------' 

Score 

3 Source Infrastructure Fmance Corporation Limited 1997 Annual Report Johannesburg South Afnca 
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V. Credit Scoring in the Moroccan Context 
A The Value of the Scormg System 
The unplementatlon by the FEC of a credIt sconng system IS ratIOnal only If the orgaruzatIOn 
IS wtllIng or able to make deCISIons based on the mformatIon produced by the sconng system 
that are dIfferent than those It would have made wIthout thIS InfOrmatIOn Therefore questIOns 
anse about the degree of the FEC' s autonomy and dIscretIOn WIth respect to Its fmancIaI 
operatIOns In many cases, development fInance mstItutIOns have lnlllted dIscretIOn, are reqUIred 
to make nearly a1110ans requested of them, and often must do so at rates set by government 

The FEe perceIves that It has extensIve dIscretIon In Its operatIOns and, therefore, that the 
mformatIOn produced by the credIt sconng system can Influence Its declSlon makIng It IS not 
reqUIred to lend to any partIcular borrower, can freely deCIde to change ItS admimstratIve 
practIces such as credIt evaluatIOn, has dIscretIOn In the settIng of Interest rates, and can make 
Its own deCISIOns regardIng Its treasury strategy and the raIsmg of fmanclal resources Therefore, 
Improved credIt evaluatIOn and the development of a credIt scormg system could have the 
followmg benefIts 

Benefits for the FEC 
• Allocate the loan portfolIo to better manage nsk 

• Encourage the ImplementatIOn of more strmgent credit evaluatIOn and management practIces 

• Help the FEC select a better mlX of potentIal borrowers 

• Use as baSIS for rIsk-related loan mterest rates 

• Use to tatlor loan structure and securIty reqUIrements 

Benefits for Borrowers 
• Make loan deCISIOns more transparent to borrowers 

• EstablIsh norms and standards for fInanCIal performance 

• Reward borrowers who take steps to unprove fmancIaI performance 

Other Benefits 
• Allow potentIal lenders to better evaluate the level of rIsk of the FEC's lendIng operatIOn 

• Encourage other lenders to proVIde loans to mumcipahtIes 

B Resources AvaIlable to Implement the System 
There are a number of strengths In the mumclpal sector In Morocco that could be buIlt on to 
develop the credIt sconng system Many of these are mentIOned In AppendIX I ("Mumclpal 
Fmance System ReqUIrements ComparIson of Morocco and Other Emergmg Mumclpal Fmance 
Systems") 

Two aspects of the current mumclpal sector In partIcular are of value m developmg a credIt 
scorIng system The fIrst advantageous characterIstIc IS the standard accountmg system and chart 
of accounts In use by all local governments, as reflected In the document, Plan Comptable 
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General des ColleCtlVltes Locales et de Leurs Groupements (fum 1994) Whether thIS system has 
been fully Implemented IS not known, but because a StandardIZed system allows the FEC to more 
accurately calculate the actual performance of the local governments and to compare each one 
to Its peers, the FEC could consIder requIrIng that fmancIaI mformatIOn be proVIded accordmg 
to thIS system, If It has not 

Most lIkely, the FEC encounters a WIde varIatIOn m the qualIty of fmancIaI mformatIOn m local 
government accountmg systems The rIsks are great from poor fmanclal mformatIOn for the 
FEC, ItS mvestors and other fmanCIers of the muruclpal sector The FEC should contmuously 
rruse the Issue WIth Its counterparts III the mumclpal sector of the Importance of Improvmg the 
qualIty and tImelmess of thIS InformatIOn 

A second benefiCIal SItuatIon IS the development and collectIon of performance ratIOS by the local 
governments, as shown III the Guzde des Ratlos FinanCiers, 1990 Communes Urbames (Octobre 
1993) The FEC appears to be attemptmg to utIlIze these ratIOS m ItS more recent credIt 
evaluatIOns The FEC could also refer to the extensIve use of these and SImIlar ratIOS by the 
CredIt Local de France to see a model of how such mdlcators could be used to strengthen ItS 
credIt evaluatIOn process A summary of the 19 standard performance ratIos currently collected 
by government for urban communes IS shown followmg thIs AppendIX m Table II-2 

These ratIOS focus on the fmancIaI condItIOn of the local government, and do not address the 
fmancial Impact or feaSIbIlIty of a partIcular project They could be useful, however, m 
strengtherung the analytIcal baSIS for the fmancial evaluatIOn of the local government projects 
If requested of all borrowers, It would proVIde the FEC WIth another tool for evaluatmg at least 
the fmancIaI pOSItIOn and debt-carrymg capaCIty of a partIcular murucipallty agamst norms 
(eIther as found m the government publIcatIOn, or m the FEC's own database as It grows over 
tIme) 

VI. Steps In the hnpiementatIon of a FEC Credit Scoring System 
The FEC could Implement an upgraded credIt scormg system by followmg fours steps, as 
deSCrIbed below They mclude developmg a strategy and plan, establIshmg a new credIt polIcy, 
agreemg on the evaluatIve CrIterIa and deslgrung tools, and Implementmg the system It IS 
recommended that local government and prIvate sector mterests be well represented m the 
ImplementatIon process 

A Developmg the Strategy and Plan of Action 
The fIrst, most Important step IS to reach a consensus on the ObjectIves and strategy for 
Implementmg a more ngorous credIt evaluatIOn and credIt sconng system ThIS would mc1ude 
IdentIfymg and agreemg on the feaSIbIlIty of accomplIshmg the deSIred results from 
Implementmg the system, and estabhshmg a budget and tImetable for ItS ImplementatIOn The 
strategy should reflect mput from both the prIvate sector (smce It IS expected that the system wIll 
benefIt potentIal mvestors) and borrowers 
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B EstablIslnng the New FEC CredIt PolIcy 
ImplementatIOn of the system wIll undoubtedly reqUIre the FEC to revIse corporate polIcy that 
governs credIt decIsIons and allocatIon, and perhaps other polICIes WhIle the use of a credIt 
sconng system could ultImately create greater transparency for borrowers, It may affect some 
aspects of the way the FEC and borrowers Interact Therefore It wIll be Important that 
ImplementatIOn of the polIcy and related systems Involve borrowers and ensure that they are 
aware In advance of any changes In expectatIOns or reqUIrements that the FEC may have of 
them 

C. Developmg Criteria and Tools 
The FEe wIll need to develop the CrIterIa for varIOUS aspects of the system For Instance, the 
mdlcators that trught be used m an evaluatIon system will need to be IdentifIed and the mmImum 
requIrements, and requIrements for vanous classes of borrowers, Will need to be set The FEe 
may also need to develop new tools and reVIse others, such as the system by WhICh projects are 
currently evaluated If the FEC Intends to use the scores to allocate the loan capItal III Its 
portfolIo, the allocatIon system for thIs WIll need to be developed 

If the FEC has access to technIcal assIstance from CredIt Local de France through Its technIcal 
aSSIstance grant from the World Bank, It may be able to aSSIst the FEC WIth tills step 

D Implementmg the System 
Once the polIcy IS m place and tools developed, the system WIll be able to be Implemented The 
FEC may want to do a test or partIal Implementation of the system, whereby some loans would 
be approved under current cntena, and others under the new cntena, although that could be 
confusmg for borrowers A plan and schedule for the ImplementatIon should be developed early 
In the process and progress mdIcators deSIgned and mamtamed durmg the entire process 
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Table 11-2 

General CredIt Ratmg CrIterIa and 
TheIr ApplIcatIOn to Tax- and Revenue-Backed Debt Issuances 

General CredIt-Ratmg 
Cntena 

Project Demand and 
EssentialIty 
Project viabilIty and 
feasIbIhty determmed by 
population profile and 
projected usage 

Management Capacity 
Expenence and 
mstItutIonal capacity of the 
local government to 
manage operatIons through 
competence 

Admllllstrative CapabilIty 
Governance capabilItIes to 
oversee the polItical, 
econOll11C and financial 
enVIronment by managmg 
tax polICIes, growth 
strategIes and mformatIOn 
systems 

Purpose 

Demand IS analyzed to determllle 
projected service use and more 
broadly, the type of services 
needed III the community 

Management abIlIty to develop 
sound strategIes determllles the 
success of servIce proVISIOn and, 
thus local government's payback 
abIlIty 

Adll11ll1strative factors, lllcludlllg 
documentatIOn of goals and 
objectIves, allow adherence to 
long range financial plans 
DocumentatIOn and mformatIon 
disclosure create contmUIty of 
servIce proVISIon 

Ratmg Factors for 
Tax-Backed Debt 

• Project essentIalIty degree of Importance 
and usage 
• Project nsk assessment USlllg known 
strategy and expenenced personnel 
• RegIonal charactenstIcs, employment 
records, land use transportatIOn systems 

• Pohcy control over taxes 
• Histoncal record of developers 
• Management of reserve funds 
• Debt management capabIlItIes 

• Documentation 
• Flllancial management and strategies 
• Operatmg and capital budgetmg 
practIces, reVIew of financial audits 
• Capital Improvement programs 
• EconomIC review and revenue 
forecastlllg 
• Tax polICIes and collection practIces 
• Burden of user charges and taxes 
• Government accountmg practIces 

Ratmg Factors for 
Revenue-Based Debt 

• PopulatIOn trends and growth rates, 
unemployment rates wealth llldicators 
• Customer profile 
• ServIce area occupancy rates 
• CompetItIon III servIce area 

• Control over rate-makmg procedures 
• Profile of service proViders 
• History With nsk management 
• Budget controls 
• QUality of plannlllg techmques and 
strategies for enhanclllg competitive pOSItIon 
• Capital Improvement program 
ImplementatIon 
• OrganizatIOnal structure 

• Corporate-style, frequent and contlllumg 
dIsclosure 
• Management lllformatIon systems and 
capItal budgetlllg systems need to be 
adequate 
• Capital Improvement plannlllg 

• -
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General Credlt-Ratmg 
Criteria 

Economic Health 
AnalYSIS of hlstoncal 
trends, current econOll11C 
positIOn, and future growth 
prospects by lookmg at 
growth mdicators, physical 
factors mdustnal 
compositIOn and tax­
rrusmg powers 

FmancIaI PositIOn 
EvaluatIOn of local 
government abIhty to rruse 
adequate cash to repay 
debt, through analYSIS of 
solvency, hqUidIty, 
turnover, standardIzation, 
mcome and cash flow 

Debt Carrymg Capacity 
AnalysIs of debt structure 
and servIcmg to detefllllne 
local government abIhty to 
repay current debt and 
Issue future debt 

Purpose 

Be',Ides evaluatIOn of the servIce 
area explores the overall 
compleXity of the econOll11C base 
and the general trend hne of 
mdicators The more diverSIfied 
the econOll11C base, the greater 
resxhence It has to economic 
shocks, YIeldmg supenor debt 
management capabIhtIes 

Fmancial data allows exanunatIOn 
of local government finanCial 
performance and long-term 
sustamabIhty of service 
provlSlon WhIle property tax 
revenues are the most stable, a 
dIVerse revenue stremn IS 
preferable Conservative fmanclal 
strategies can ll11111ll11Ze cash flow 
problems 

Exammmg the debt burden of 
local government gives mSlght m 
to the appropnateness of debt 
Issuance for current and future 
finanCial needs ExceSSive debt 
Issuance can overburden 
mUlllclpalltles lead to reduced 
servIces, and lower ratmgs 

Ratmg Factors for 
Tax-Backed Debt 

• DemographICS age, education, skills, 
mcome level, and wealth mdicators 
• Tax base SIze, structure diverSity of tax 
base 
• Employment base mdustry ll11X, mdustry 
and employer mtegratIOn with commumty, 
regIOnal employment patterns, 
unemployment statistiCS, underemployment 
statistICS 

• Adequate and timely accountmg and 
reportmg methods 
• Operatmg statement analYSIS revenue 
and expenditure structure 
• Balance sheet analysIs hqUidIty, fund 
balance, assets, habllItIes, tax revenue 
volatlhty government spendmg 
predIctabilIty 
• LIqUidIty analYSIS debt coverage cash 
flow statement analySIS (relIabIhty of 
prOJectIOns, cash management, histoncal 
cash flow statements, pledged revenue) 
• Pubhc offiCials mfluence on finanCial 
posItion 

• Matunty schedule 
• Debt hmltatIOns 
• Future capital needs 
• Current debt servlcmg structure 

Ratmg Factors for 
Revenue-Based Debt 

• Income trends and econOll11C VitalIty 
• Tax base 
• DIverSIty of employment base and mdustry 
ll11X 
• Busmess profiles management, operations, 
competItiveness 
• Markets mcluded m service area 
• Undefined boundarIes of service area create 
greater fleXIbIlIty m local econOll11C trends 

• Operatmg statement analysIs revenue 
growth, payor DllX, and profitabIhty 
• Balance sheet analYSIS leverage, lIqUidIty, 
and cash flow 
• Cash flow analysIs 
• Fmancial posItion and flexlbIhty 
• Operatmg margms 
• Cost and prodUCtiVIty ratIOS 
• Revenue diverSIty and scope for future 
revenue growth 
• Investment ratIOs mmual capItal 
expenditures/depreCiation, mmual capital 
expenditures/net plant, property, and 
eqUipment 

• Matunty schedule 
• Debt service coverage 
• Debt servIce reserve funds 
• Debt to capItalIzatiOn ratio below 80% 
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General Credlt-Ratmg Ratmg Factors for Ratmg Factors for 

Criteria Purpose Tax-Backed Debt Revenue-Based Debt 

Legal Soundness Legal provIsions mdlcate the • Legal structure of Issue • Legal structure of fmancmg 
ExanunatlOn of the framework 10 which the service • Tax authonzatIon laws • Nature and diverSity of revenue stream 
regulatory environment and IS provided, and the hnutatlons • LitigatIOn and tax allocation • Level and type of msurance coverage 
Its effect on services and hablhtles to which the debt • Comphance with authontles 
provided by local Issuance Will be exposed 
government 

SecUrity Structural analysIs deternunes • Type of secunty pledged (Unhnuted GO • Nature of secunty pledge I 

Structure of debt Issuance how much fmanclal pressure debt pledges are the most favorable) • Lien pOSition of pledged revenues and other 
and capacity of local Issuance wIll put on the local • LIen POSItIon secunty 
government to adhere to government, how secure cash • Flow of funds • Flow of funds 
the repayment schedule flow to bondholders Will be, and • Long tenn credIt strengths strong • Frequency of payments 

the nature of clrums that hqUldlty POSItIon, expenence 10 capItal 
bondholders wIll have 10 the markets fmanclal hIStOry conservative 
event of asset hqUldatlon budgetmg practIces, etc 
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Table 11-3 
Performance Ratios from the 

"GUIde des Ratios Fmanclers, 1990 
Communes Urbames, Octobre 1993" 

1 Le volume budgetalre 

Ratio 1 Recettes globales par habItant (Dh / Hab) 
Recettes totaIes / PopulatIon 

RatIO 2 Depenses globaIes par habItant (Dh / Hab) 
Depenses totaIes / PopulatIon 

2 Les dotatlons 

RatIo 3 DotatlOns par habttant (Dh / Hab) 
Dotations totaIes / PopulatIon 

RatIo 4 Dotation de fonctlOnnement par habItant (Dh / Hab) 
DotatlOn de fonctIOnnement / PopulatIOn 

RatIo 5 DotatlOn d'eqUlpement par habItant (Dh I Hab) 
DotatIon d'eqUlpement / PopulatIon 

3 La rIchesse propre 

Ratio 6 AutonOime finanCIere (%) 
Recettes Propres / Depenses de fonctlOnnement 

RatIO 7 Richesse fiscaIe (%) 
Recettes fiscaIes / Recettes de fonctlOnnement 

Ratio 8 Recettes fiscaIes par habItant (Dh / Ha) 
Recettes fiscales / Populatlon 

4 Le service rendu 

RatIO 9 ServIce rendu par habItant (Dh / Hab) 
(Depenses de fonctlOnnement - annUltes - depenses 
d'ordre) / PopulatlOn 

RatIO 10 Part des depenses de personnel dans les Depens(s de fonctIOnnement (%) 
Depenses de personnel / depenses de fonctlonnement 

Ratio 11 Codt en personnel par habItant (Dh / Hab) 
Depenses de personnel/PopulatIon 

5 L' endettement 

RatiO 12 Charge de la dette dans les depenses de fonctlOnnement (%) 
AnnUltes / Depenses de fonctIOnnement 

Ratio 13 Taux d endettement (%) 
AnnUltes / Recettes propres 

6 L'eqmpement 

RatiO 14 Investlssement par habItant (Dh / Hab) 
Depenses d'lllvestissement / Population 

RatiO 15 Part de l'emprunt dans Ie financement des depemes d'lllvesttssement (%) 
Emprunts / Depenses d'lllvestissement 

7 Les resultats 

Ratio 16 Taux d'epargne brute (%) 
Excedent verse / Recettes de fonctionnement 

RatiO 17 Taux d'epargne propre (%) 
Epargne propre / Recettes propres 

RatiO 18 Taux de la fausse epargne (%) 
Fausse epargne / Dotatton de fonctlOnnement 

RatiO 19 ProportIOn des credIts d'mvestIssement non consommes (%) 
CredIts non consommes / Recettes d'mvestlssement 
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AppendIx ill 
Case StudIes of Mumcipal Finance Mechamsms and Structures 

The followmg four case studIes Illustrate the types of mechamsms that are beIng developed to 
provIde market-raIsed fInanCIng to local governments In emergIng mUnIcIpal and fInancial 
sectors They demonstrate the creatIve applIcatIon of a number of the rIsk management concepts 
dIscussed In the report 

MUDlclpal Finance Case Study 

Case Mame Mumclpal Bond Bank I LocatIOn State of Marne, USA 

DescriptIOn A state-sponsored financmg structure that sells Its own secuntles m the pubhc bond market, 
and then relends the proceeds to mumcipalitleS for local mfrastructure projects 

The Marne Bond Bank was created m 1972 to provIde access to natIOnal capItal markets for MaIne local 
governments The Marne MunICIpal Bond Bank sells tax-exempt and taxable bonds, and uses the proceeds 
to purchase mumclpal borrowers' bonds As an mdependent agency the Treasurer of State, Supenntendent 
of Bankmg, and three Governor-appomted COmmISSIOners make up the board of COmmISSIOners The board 
reVIews subnntted apphcatlons, and bases declSlons on project purpose, cost, project schedule, taxes, 
demographIc trends, finanCIal hIStOry, and econonnc base 

Pnmary programs proVIded by the Marne Bond Bank are Issuance of long-term bonds, fundmg state­
revolvmg funds (SRFs), and other asSIstance such as payment of costs of Issuance and fundmg of debt 
servIce reserves Of ItS long-term bond pool, 15% of loans are made for water projects, 5% of sewer 
projects, 10% for transportatIon-related projects, 53% for schools, 3% for sohd waste management, and 
the remarmng 12 % of loans were made for other nnscellaneous servIce prOVIsIon The average loan SIze 
for the Marne Bond Bank IS between $1 000,000 and $2 999,999 WhIle almost half of all state bond banks 
reqUIre a general obbgatlon pledge, the Marne Bond Bank does not, mstead, a nnmmum 1 Ox debt servIce 
coverage ratIO IS reqUIred 

Other fmanclal servIces offered by the MaIne Bond Bank are mterest rate and debt servIce estImates, bond 
structunng, IdentIficatIon of other financmg resources, and arbItrage rebate asSIstance On behalf of 
muruclpal entItles, the Bond Bank Issues general tax exempt bonds, taxable bonds, pnvate aCtIVIty bonds, 
and packages mdlVldual bond Issues for projects needmg more than $10 000,000 

Bond Banks have proven to be hIghly adaptable, effiCIent condUIts to low-cost borrowmg for many 
commurutIes Bond banks are most often used because they proVIde a lower cost of capItal (mterest rates 
and costs of Issuance) and proVIde better access to the mumcipal bond market Furthermore, bond banks 
are useful for projects that are too small to be sold pubbcly m a stand-alone maIlller Rated as a "Aa3" by 
Moody s and as an "A +" by Standard & Poor s the Marne Bond Bank prOVIdes these and other 
Important econOIDlC development benefits to the state of Marne 

Contact Infonnatton Marne Bond Bank 45 Umverslty Dnve, POBox 2268 Augusta Marne 04338-
2268 Telephone 207-622-9386 Robert 0 Lenna ExecutIve DIrector 
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MumClpal Fmance Case Study 

Case INCA (Infrastructure Fmance CorporatIOn) I LocatIon South Afnca 

DescnptIOn Special financmg vehicle ISSUIng bonds In South Afncan capItal market for mUnIcipal 
Infrastructure lendIng 

INCA IS a debt fund for Infrastructure, whose target clIentele mcludes local authontIes, parastatal bodIes 
and pubbc utilIties, dIstnct councIls, provmces, and pnvate firms mvolved the mfrastructure development m 
South AfrIca EqUIty mvestors mclude both pnvate and publIc mvestors FIrst NatIOnal Bank Its foundmg 
InStItutIOn, other banks and Insurance companIes, the Commonwealth Development CorporatIon (a BntIsh 
development fInance agency), DEG (a Gennan development agency), Proparco (a SUbSIdiary of CaIsse 
Fran~aIse de Developpement) and the DexIa Group (a umversal bank owned by CredIt Local de France and 
Credit Communal de BelgIque) 

The company raIses debt through the South AfrIcan capital markets by Issumg two classes of bonds (semor 
and jumor), each With tenns of 7, 10 and 15 years The first sale of semor bonds, In the amount of 
R500 mIllIon (±$120 mIllIon) took place m February 1997 Total semor debt IS authonzed up to Rl 2 
bIllIon and an additIonal R200 lnIllIon of jumor debt IS expected to be raIsed The organIzatIon has receIved 
an AA- credIt ratIng from IBCA, an mternatIOnal credit-ratmg agency 

The eqUIty and JunIor bonds are held m reserve to prOVide secunty to the semor bondholders m the event 
there IS a problem WIth loan repayment These reserves lower the cost of the senIor debt for INCA and, as 
a result, to the municipal borrowers Because of thiS credIt enhancement, the first borrOWIng of senIor debt 
was loaned out at an average rate of 16 percent, WhICh was extremely competItIve m the South Afncan 
market ThIS rate was only 80 basiS POInts over the RepublIc of South Afnca's treasury bonds of lIke tenn, 
and only 1 percentage pomt over the concessIOnal Interest rates then aVaIlable from the Development Bank 
of Southern Afnca 

ThiS reserve also allows considerable finanCial leverage m the raIsmg of senIor debt Based on the capital 
adequacy COmlnItment made to senIor bondholders of 4 8 percent, each rand of reserve allows 21 rands of 
senIor debt to be raIsed, producmg 21 tImes leverage (110048 =: 21) 

INCA makes loans only after assessmg the creditworthIness and nsk of the borrower, usmg a credIt model 
With 55 elements that compares the borrower to others m a snnIlar class, and flags deViatIOns from nonns 
The credit model analyzes the fmanclal pOSItIOn, econOlnIC enVironment, mstltutIOnal capacity of the 
borrower, as well as the environmental and socIO-polItIcal Impact of the project The resultmg "shadow 
ratmg" allows INCA to clasSIfy each loan Into one of five nsk categones, developed With the aSSIstance of 
IBCA, the mternatlonal credIt ratIng fIrm 

The proportIOns of eqUIty, JUnIor bonds, and semor bonds are based on the nsk charactenstIcs of the 
mfrastructure loan portfolIo Loans m each nsk category are allowed only up to a certaIn percentage of the 
overall portfoho Each nsk category has ItS own capItal reqUIrement, as well WIth the hIgher nsk category 
loans reqUInng a larger capItal reserve than those m lower nsk categones 

Loans are structured as bond Issues to borrowers so that later they may be able to be traded III the capItal 
market Project categones mclude electnclty samtatlon roads solId waste, water and other MUnICipal 
bonds Issued pnor to INCA's were guaranteed by the central government, but INCA's are not The 
lIqUIdIty of INCA bonds IS guaranteed to bondholders by a market-maker that stands ready to trade INCA 
bonds If no other trade can be made m the market 

Contact InfonnatlOn Infrastructure Fmance Corporation PO Box 1153, Johannesburg 2000, South 
Africa Telephone (27) (11) 371-2247 Fax (27) (11) 352-9678 Johan Kruger, Managmg Director 
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Mumclpal Fmauce Case Study 

Case The BOT Center Location PhIlIppIneS 

Case Murnclpal Infrastructure Investment Urnt Location South Afnca 

DescriptIOn Support programs for pnvate Investment In Infrastructure 

The BOT Center m the PhlhppInes was created by the CoordInatmg CouncIl of the PhilIppIne ASSistance 
Program In 1994 to promote prIvate natIOnal and foreIgn fundmg of Infrastructure proJects, WIth support 
from USAID The country had experIenced a surge In Investment In the power sector follOWIng a program 
of polIcy reform and government support, and wanted to convey thiS experIence Into other Infrastructure 
sectors 

The BOT Center works With local governments and natIonal agenCIes to promote prIvatizatIOn and traIn 
these entities to manage the BOT process It also facIlitates pnvate sector participatIOn and helps to speed 
up the BOT process generally Techmcal assistance IS prOVided to develop bid packages, and the Center 
helps to evaluate responses to bid offers and select wmners 

PnvatIzatIon In the local government sector has been more complex than that of the power sector, WhICh 
was a natIonal prIOrIty, supported by the resources and pohcy deCISIons of government Local government 
projects are smaller and sometImes more dIfficult to commerCIalIze Procedures for prIVatIzatIOn m the 
vanous sectors are Just emergmg, and the polIcy and admmlstratIve framework for local government 
prIVatizatIOn are stIll not fully articulated The BOT Center IS workmg to address these constramts 

Smce the BOT law was passed m 1990, 27 national projects have been completed and 56 are m process 
CollectIvely, the 83 projects represent $16 bIllIon m mvestments More than half of them are m the power 
sector Another 23 local government projects of various kInds (mcludmg water and sanitation, transportation 
and others) WIth a total mvestment value of $872 mtllIon are also m process 

The Mumclpal Infrastructure Investment Umt (MIIU) was created m 1998 by the Development Bank of 
Southern AfrIca to facIlItate prIvate mvestment m local government projects m South AfrIca Its mtSSlOn 
mcludes assIstmg "the development of an establIshed market contammg mformed local authOrIty clIents, 
prIvate sector adVIsers, and prIvate sector mvestors and servIce proVIders 

Planned as a five-year mterventlOn, the MIIU IS asslstmg local authontles m the process of hmng pnvate 
sector consultants and expertIse for project preparatIon, and WIth the management of contracts With the 
prIvate sector by provIdmg grant fundmg and techrucal support The MIIU mcludes a Board of DIrectors, a 
secretariat, the grant fund and a project preparatIon urnt 

PrIvate Investment IS broadly defined by the MIIU to mclude prIvate sector financmg of murnclpal debt, 
contractmg out management of servIces concessIOns to operate local authorIty assets over a defined perIod 
contracts requmng the prIvate sector to deSIgn, buIld, fmance and operate assets to dehver services for the 
local authorIty and full prIvatIzatIon of assets and servIces Core services that are the first PrIOrIty for 
support mclude water and sanItatIon energy transport waste management and fire and emergency 
servIces 

Contact InformatIOn BOT Center Mr Jorge M 
Bnones Deputy ExecutIve DIrector Podmm Level 
ExecutIve Tower Bldg, Bangko Sentral ng PIhpInas, 
A MabIrn St , Enmta 1000 ManIla Telephone (632) 
526-2237 to 40, 522-1808, Fax (632) 521-4263 
525-7126 

MllU Development Bank of South AfrIca 
1258 Lever Road Headway HIll, POBox 
8151, MIdrand 1685 Telephone 27 (011) 
313-3427 Fax 27 (011) 313-3629 Mohla 
Hlahla Dlrector 
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MumClpal Finance Case Study 

Case Mumcipal LeasIng Location Vanous 

Description FInancIng method that allows local governments to acqUlre assets through Installment 
payments, and purchase at the end of the lease 

MUnICIpal leasIng entItIes are on the Increase In response to an ObVIOUS demand for theIr servIces from local 
governments Mumclpal lease oblIgatIOns usually Involve a fInanCIal mtermedlary, WhICh can be eIther a 
pubbc or a pnvate entIty, through whIch the local government leases assets There are benefits to both the 
lessor (IntermedIary) and lessee (mumclpallty) that can be denved from thIS finanCIng method 

In pnnclpal, a well-structured lease allows a mumclpallty to save money on some assets and projects so as 
to be able to prOVIde better servIces to Its CItIzens Instead of spendmg a large sum of money for purchasmg 
an asset the local government can pay mstallments, and current aVailable cash IS preserved for other 
servIces Exrunples of projects financed by a lease mclude pubhc safety and pubhc works eqUlpment, school 
buses and other rolhng stock, classroom matenal, technology upgrades and renovatIOn or constructIOn 
projects 

It IS more advantageous for local governments to lease rather than buy some of the assets reqUIred m 
provldmg essentIal servIces because leasmg allows the purchase of eqUlpment from funds m the operatmg 
budget rather than the capItal expendItures budget As such, the eqUlpment can be purchased when needed, 
as opposed to WaitIng untIl the next year's budget IS drawn up WhIle funds could be borrowed, a lease 
sometImes offers lower payments than would be reqUlred m a commerCIal loan A munICIpal lease also 
offers local government a fleXIble payment schedule, expanded budget capabIlItIes, and the optIOn to cancel 
the lease, In the event that funds become scarce or the asset IS no longer needed 

AdIrondack Leasmg, founded m 1982 m Northeastern US, has processed over 15,000 apphcatIOns and has 
annual sales m excess of $8 lIDlhon The Callforma-based MUnICIpal Leasmg ASSOCIates, founded m 1977, 
has fulfilled financmg cOIDlIDtments (as of 1997 year-end) m excess of $1 1 bIlhon m asset cost Exrunples 
of some other leasmg entItles mclude the PhIladelphia MunICIpal Authonty, Laurel Mountam Leasmg, the 
Mame Bond Bank, and an entIty m Shanghai WhICh finances mfrastructure facIlItIes through leasmg 

The transactIOns of mUnIcipalleasmg firms m Morocco are mcreasmg In 1997, Morocco's half dozen 
leasmg firms' turnover rose to 2 9 bIlhon dIrhams from 2 46 bIllIon dIrhruns m 1996 Of the 49 lIsted 
mtermedlarles, the more well-known ones mclude MaghrebaII, Maroc Leasmg, Soge Lease, UnIon Ball, 
and WafabaIl 

A leasmg company may be seen as a more attractIve way for mvestors to put money mto the mUnICIpal 
sector than mvestmg dIrectly m projects The leasmg company can ensure a return and retains tItle to the 
leased assets The eXIstence of a leasmg entIty could draw m funds from pnvate mvestors, mcreasmg the 
SIze of the pIe of finanCIal resources avaIlable to mUnICIpalItIes In effect, the end result of thIS finanCIal 
restructunng would be greater mumclpal resources and as such, enhanced local government servIce 
proVISIon 

Contact InformatIOn MUnIClpal Leasmg Assoclates Inc 
26565 W Agoura Rd Smte 201 Calabasas CA 91302 
Telephone 818-878-1980 Fax 818-878-1981 

Adlfondack Leasmg ASSOCIates Ltd 
Telephone 1-800-678-7342 Gerry 
Oestrelch ext 21 Janet Levme ext 16 
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AppendIx IV 
OptIons to Provide Local Currency to the FEC under 

USAID Housing Loan Guarantee Program 

SituatIon The Fond d'Equlpement Communal (FEC) In Morocco has avaIlable to It a 
US$5 mllhon loan of up to 30 years In US dollars Because the U S lender receIves a U S 
government guarantee on repayment, the Interest rate that WIll be paId on the loan IS SImIlar to 
the rate on U S Treasury secunnes, although the effecnve rate IS hIgher due to transactIon fees 
For pnor borrowmgs under the loan, the FEC has receIved a credIt and exchange nsk guarantee 
from the Government of Morocco, although It IS currently assumed that only the credIt guarantee 
wlll be avallable for thls borrowmg FEC expects to pay a transactIOn fee to the government of 
Morocco of between 2% % and 5 % for the credIt guarantee The FEC IS lookmg for suggestIons 
on how to cover the currency nsk aSSOCiated WIth thIS transactIOn 

The OptIOns below have been tentatIvely IdentIfIed as arrangements that mIght proVIde currency 
nsk management for thIS loan 

OptIOn 1 Private Bank PrOVides Security and Long-term Swap (India case) 

FEC 
1) RaIses funds In U S market whlch are then turned over to (swapped WIth) local fInancial 

InstItutIOn for penod of tIme to be negonated 

Bank 
1) ReceIves dollars and uses them In other dollar transactIOns (dollars mayor may not be 

brought onshore In Morocco) 
2) Bank proVIdes local currency to FEC and may serVIce USAID loan on behalf of borrower 

Bank may also agree to set up "lIne of credIt" WIth FEC to proVIde funds as needed 
3) Bank proVIdes repayment "guarantee" to USAID based on ItS own fInanCial strength, In heu 

of government guarantee 
4) Loan can be made up to 30 years, however, Bank or FEC may request shorter loan or may 

request optIOn to eXIt arrangement and refund dollars earlIer 
5) Smce only 1 year forward coverage IS avaIlable m local market at thIS tIme, Bank wIll need 

to have use for dollars that ensures that value IS retamed dunng penod of loan 

U S Government ReqUIrements 
1) Bank credIt ratIng better than or equal to government (USAID wIll need to conduct CAMEL 

analYSIS of bank ) 
2) May requIre that Bank proVIde ItS own "guarantee" of repayment to U S government 

Advantages Certamty of mterest cost for the FEC over swap penod, pOSSIble aSSIstance 
WIth admllllstration of USAID loan 

Disadvantages Cost unknown, need for bank to get CAMEL ratmg 
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Costs USAID fees (1 % flat at closmg + 112% per annum on outstandmg balance), 
possIble fees to arrange transactIon, dIfferentIal between U S loan rate and drrham 
rate, call premIUm 

OptIOn 2 FEC Purchases Short-term Local Currency Coverage In Moroccan Market 

FEC 
1) RaIses funds m U S market and swaps them ill Moroccan market for one year (lends dollars 

and borrows dIrhams) 
2) ReceIves dollars back at the end of each year or the swap IS renewed The penod of the 

swap arrangement could lengthen If the swap market lengthens durmg the term of the loan 
3) Makes debt servIce payments from mternal funds (semI-annual) and/or portIon of the dollars 

and earmngs on the dollars 
4) Should arrange a varIable rate loan to lessen exchange/mterest rate dIfferentials and mclude 

a call proVISIon to shorten loan term If currency rIsk rIses To lessen rIsk exposure may need 
to shorten loan perIod and ehmmate grace perIod 

Bank 
1) Borrows dollars and lends dIrhams, receIves transactIOn fee and/or rate of return on 

dIfference between two mterest rates 
2) May also prOVIde debt servIcmg for a fee 

U S Government ReqUIrements 
1) U S may still requrre a currency exchange rIsk guarantee from the Government of Morocco, 

even though It would not be needed by the FEC 
2) AlternatIvely, the FEe may be able to SubstItute a Ime of credIt WIth a Bank to cover cash 

flow requrrements assocIated WIth exchange rate movements The Bank would need to have 
an equal or better credIt ratmg than the Government of Morocco, and would need to have 
a CAMEL ratmg by USAID 

Advantages 
Dlsadvantages 
Costs 

Interest cost certamty durmg year 
Interest cost uncertamty between years, call prOVISIon WIll add to cost of loan 
USAID fees (1 % flat at closmg + 112 % per annum on outstandmg balance), 
cost to arrange annual swap, dIfferentIal between U S loan rate and dIrham 
rate, Ime of credIt fee, call premIUm 

Option #3 Local Currency BorrOWIng 

FEC 
1) Fmds one or more AmerIcan frrms (banks) who WIll Issue local currency loan (of term to 

be negotIated) m return for U S government guarantee of loan repayment 
2) May want to conduct bIddmg procedure for best terms If more than one elIgIble mstItutIOn 

IS IdentIfIed 
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Bank 
1) PartIcIpates In auctIOn to establIsh the terms of the loan or negotIates terms WIth FEe 
2) ProvIdes local currency to FEC and receIves repayment In local currency 
3) May requIre addItIonal form of securIty from FEC due to cap on U S government guarantee 

level 

U S ReqUIrements 
1) Frrm reCeIVIng guarantee must be owned 51 % or more by U S cItIZens 
2) U S wIll put cap on amount of pnncipal In local currency It WIll guarantee (no guarantee 

of Interest?) 
3) Exchange fisk guarantee from Government of Morocco may not be reqUIred, however, 

WaIVIng reqUIrement for thIs may reqUIre U S government approval 
4) Local currency transactIon may reqUIre U S government approval NegotIated transactIOn 

(rather than competItIve auctIon) may reqUIre U S government approval 

Advantages Interest paId In local currency - no currency nsk, If vanable rate loan, could 
be pegged to local (rather than InternatIOnal) Interest rates 

Dzsadvantages Need to Idenufy ebgible U S frrms, may pay premIUm rate for guarantee cap 
or need to proVIde other secunty 

Costs USAID fees (1 % flat at clOSIng + 112 % per annum on outstandIng balance), 
possIble fees to arrange transactIOn, opportumty costs associated WIth 
addItIOnal secunty 
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Appendix V 
Persons Consulted and Materials Reviewed 

Persons Consulted 
Mohammned Akhlyat 
Chef de Departement 
SUlVI et SupervIsion 
Fonds d'EqUlpement Communal 
1, Rue Oued Baht, 
Agdal - Rabat 
B p 8020 (N U ) 

Hamtd Ben ElafdIl 
Dlrecteur General Fondateur 
Polyfmance 
309, Bd ZlraoUl - Casablanca - Maroc 

Zouharr Chorfl 
Inspecteur Des Fmances 
Chef De La DIvIsIOn Des Etudes 
Monetalres et De La RegiementatlOn Bancarre 
MIIDstere Des Fmances et des InvestIssements Exteneurs 
DIrectIOn du Tresor 
Royaume De Maroc 
Rabat, Morocco 

Y ouhess Dlllla 
Chef De ServIce Controle De GestlOn 
Fonds d'EqUlpement Communal 
1, Rue Oued Baht, 
Agdal - Rabat 
B p 8020 (N U ) 

Tma Dooley-Jones, Ph D 
Tahar Berrada 
RegIOnal Urban Development OffIcers 
US Agency for InternatIOnal Development 
137 A v AlIal Ben Abdellah 
B p 120 
Rabat (Maroc) 



Abdelrham Guezzar 
Dlrecteur Fmancler 
Fonds d'EqUlpement Communal 
1, Rue Oued Baht 
Agdal - Rabat Morocco 
B p 8020 (N U ) 

Ahmed HaJJI 
Ingemeur En Chef 
Directeur De La PlamiIcotIOn 
DIrectIOn PlamficatIOn et Developpement 
OffIce NatIonal De L'eau Potable (ONEP) 
28, Rue Oqba - Agdal 
Rabat - Maroc 

MIchael KItay 
Assistant General CouncIl, Global AffaIrs 
USAID/Washmgton 
Ronald Reagan BuIldmg 
Washmgton, DC 

Khahd Lahlou 
Chef De ServIce 
Fonds d'EqUlpement Communal 
1, Rue Oued Baht 
Agdal - Rabat Morocco 
B p 8020 (N U ) 

Mohammed Mekouar 
Chef Departement Fmancement 
Fonds d'EqUlpement Communal 
1, Rue Oued Baht 
Agdal - Rabat Morocco 
B p 8020 (N U ) 

Mohamed Oudor 
Directeur du CredIt 
Fonds d'EqUlpement Communal 
1, Rue Oued Baht 
Agdal - Rabat Morocco 
B p 8020 (N U ) 
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Lorenzo Rasettl 
InternatIonal Consultmg ServIces 
Coopers & Lybrand 
1530 WIlson Blvd 
Arlmgton, Va 22209-2447 

MaterIals Reviewed (Partial List) 
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Alaoul, Mram, "Les Prealables a la mlse en servlce " Le Matm du Sahara et du Maghreb Le 
23 Maz 1998 

Bank al-Maghnb, Dlrectwn de Affazres Internatwnales, No 611DAI196, "Czrculalre Relatlve au 
Marche de Changes " Rabat, Ie 1 er avnl 1996 

Basn, Mr Dnss, State Mlmster for the Intenor and InformatIOn, "Government Report on 
DecentralIsatIOn" VI Colloque NatIonal de CollectIvItIes Locales, Tetouan Jum 1994 

Ben Elafdll, Hamld, "Qu'est-ce que la tztnsatwn'J", La Vle Economlque Le 23 Janvler 1998 

Dooley-Jones, Tma to V Gary, DIrector G/ENV IUP, et ai, "FY97 DE Morocco 
AuthonzatlOn " Memorandum dated 16 June 1997 

Doty, Peter L, "Enhancement of FInanCIal Management and Internal Control Systems " 
Prepared for USAID, Rabat, Morocco by TechnIcal Support ServIces, Inc July 1997 

Eddy, Jane, "RatIng Local and RegIOnal Governments In EmergIng Markets " Standard & 
Poor's CredltWeek Mumclpal September 15, 1997 

FEe, "Comlte de Credlt du Rapport d'Evaluatwn " Several evaluatIOn reports dated September 
1994 to May 1998 

FEC, Consell d'Admmlstratlon du Fonds d'Equlpement Communal, Seance du 21 Fevrzer 1997 

FEC, Dlrectwn Fmanclere, Servlce Gestwn des Emprunts, "DuratIOn du portegeullle FEC " 

FEC, DossIer d'Informatwn, Certificats de Depots, Plafond de I 'Encours 98 750 Dh 

FEC, Etats Fmanclers, Aux 31 December 1996 et 1995, Przce Waterhouse Le 2 mal 1997 

FEC, PreVISIOns Fmancleres, 1997-2000 

FEC, Rapport d'Actzvlte au 31 Decembre 1996 

FEC, Rapport d'Actzvlte, ExerCIse 1997 
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Government Fmance Group, "An AnalYSIS of State Bond Banks" Prepared for CouncIl of 
Infrastructure Fmancmg AuthorItIes CIFA Monograph No 9 February 1997 

Infrastructure Fmance CorporatIon, Ltd , Annual Report, 1997 Johannesburg 2001 

"Le marche secondazre prend de l'ampleur, " La Vze Economzque Le 23 JanVler 1998 

"Le syndzc zntercommunal Joue la carte de fa competence, " Le Matzn du Sahara et du Maghreb 
Le 27 Mal 1998 

"Mame Mumcipal Bond Bank Makmg a DIfference for Mame's CommumtIes," Mame 
Mumcipal Bond Bank http //www mamebondbank com/mdex html June 25, 1998 

"Marche hypotheazre Le bout du tunnel " L 'Economlste Le 21 Maz 1998 

Mehzla, Dorayd, tiL 'actlOn CIH, a acheter dans un honzon de placement a long et moyen 
termes " La Vie Economlque Le 22 Mal 1998 

Mehlla, Dorayd, "Le marche oblzgatalre va hre plus transparent grace a la cotatzon 
electronzque, " La Vie Economlque, [date unknown] 

Pigey, JulIana H , et aI, "AnalysIs of Mumcipal Investment PortfolIo and ProjectIOns of 
Fmancmg Needs, Fonds d'EqUIpment Communal" Prepared for USAID, Rabat, Morocco 
by Techmcal Support ServIces, Inc [no date] 

Pigey, JulIana H , "ReorgaruzatIOn Study Tour for the Fonds de'EqUIpment Communal (FEC), 
Summary Report" Prepared for USAID, Rabat, Morocco by Techmcal Support ServIces, 
Inc March 1997 

Rao, G Kns, "Credit Impact of Short-Term and Vanable-Rate Debt" Standard & Poor's 
Spnng 1997 

Royaume du Maroc, Mmlstere des Fznances et des Investlssements Exteneurs A MonSieur Ie 
Dlrecteur General du Fonds d'EqUlpement Communal, "Couverture du nsque de change 
afferent aux emprunts exteneurs du FEC " [no date] 

Royaume de Maroc, Mznlstere de I'Inteneur, Dzrectzon Generale de Collectzvltes Locales, "GUide 
des Ratzos Fznanclers, 1990 Communes Urbaznes" Minzstere de I'Inteneur, 
D G C L ID A JED C Octobre 1993 

Royaume de Maroc, Mmlstere de l '!nteneur, DlrectlOn Generale de ColiectlVltes Locales, 
"PresentatlOn du Project de Plan Comptable General des Collectzvltes Locales et de Leurs 
Groupements peG C L Jum 1994 
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WeiSS, Rlchar, "SeCUrItIZation Study " Prepared for US AID , Rabat, Morocco by TechnIcal 
Support Services, Inc October 1997 

World Bank, "Morocco Second MumclpaI Fmance ProJect" WAIS Document RetrIeval 
February 1997 

Zouhalr, Chor/e, Inspecteur de Fmances, Chef de fa D,v,swn des Etudes Monetazres et de fa 
Reglementatwn Bancazre, "L 'evolutwn de Systeme Bancazre Marocam Depuls 1990 " 


