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Market-Based Financing of Urban

Infrastructure

A market-
based approach to
financing urban

infrastructure linked
with INNURM
will further
strengthen ULBs
and help achieve
the decentralization
objective of the
74th Constitutional
Amendment

A P 1 D
URBANIZATION has
increased the demand
for urban infrastru
in India. Since pu

funds for these services are

inadequate, Urban Local Bodies
have to look for altemative so

for financing their infrastructure

needs. Accessing captal marketshas
cmenged as viable options for UL
1o finance urban infrastrusture.

Several urban local bodies and

utility organizations have isst
bonds and have so far mobilized
over Rs.12,000 million through

taxable bonds, tax-froe bonds and
pooled financing The INNURM. a
flagship urban investment program
of Government of India encouriges
ULBs to link the projec

market-based finaning. The market
access is important innovation in

financing of urban infrastrueture
in the country.

In 2001, about 286 million
persons were living in urban areas
of India and it was the second

Chetan Vaidya

est urban population in the
world. The proportion of urban
population was 27.8% in the year
2001 and the decadal growth of
urban population was 31.2% in
1991-2001

The

ban population isexpected
ta rise to around 3§ percent by
2026. It is clear that urbanization
is inevitable. India needs to
improve its urban infrastructure and
govemanee (o improve productivity
and create jobs for the poor

Rapid urbanization has increased
the demand for urban services.
The Eleventh Five Year Plan
India (2007-2

that total fund requirement for
implementation of the Plan target
i respect o urban water supply
sewerage and samitation, drainage
and solid waste management is
Rs. 12.702 billio
sources from all public sourc
however, fall far short of the urban
nated investment
requirements. Since public funds for
ILBs

Financial

sector’s est

these services are inadequate.
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have to look for alternative sources

e of Urban Affsirs (NIUA)

system has come 10 be regarded by

system, strengthening of AMC's

for financing their
costs. Market-based financing has
emerged as a viable alternative to
finance infastructure investments.

Market-Based Financing
System

Since 1994, the Indo-US
Financisl Institution Reform and
Expansion (FIRE-D) project is
working with national, state and
local governments in India to
develop a market-besed bond
market, Several ULBs and utility
organizations have issucd bonds
that o far have mobilized over
Rs. 12,249 million through taxable
bonds, tax-firee bonds and pooled
financing (Table 1).

as a solid indicator of a city’s
performance and competitivencss
In the last 12 years, all major
rating agencies — CARE, FITCH,
ICRA and CRISIL - have provided
ratings for municipal and municipal
enterprise bond offerings. Under
JNNURM, about 52 cities have
been credit rated and out of them
about 42 have received investment
grade rating.

Taxable Municipal Bonds

The Government of India.
recognizing infrasiructure’s key
rolle in the process of economic
development, set up the Expert
Group on the Commercilization
of Infrastructure, ofien known as
the Rakesh Mohan Committee, in
1994. The FIRE-D project worked

nage
and development of acomprehensive
capital improvement program. Due
to these measures, AMC was able to

to achieve a closing cash surplus of
Rs.2,140 million by March 1999,
These reforms laid the necessary
groundwork for AMC’s bond issue
and the successful implementation
of the water supply and sewerage
project.

The debt market in India for
‘municipal securities has grown
considerably since the issuance of
Ahmedabad bonds. Since 1998,
other cities that have accessed the
capital markets through municipal
bonds without state government
guarantee include Nashik, Nagpur,
Ludhiana, and Madurai. In most
cases, bond proceeds have been
used 1o fund water and sewerage
schemes or road projects. India’s

5 Typeof "(""'"““ closely with this Committee to
o.| Bond | inMillon) | |oo\ide intemational experience
1 ;LL‘ bike. 4450 l on tax-free municipal bonds. The
TR | Commitiee private
ax-free " o
T scctor participation in urbea

Pooled 1304
finance
22|

Credit Rating

In 1995, the Credit Rating
Information Services of India
Limited (CRISIL) to develop &
methodology for carrying out
‘municipal credit ratings based on
careful study of ULBs in India
snd international experience.
Ahmedabad was the first city
where this methodology ws
applied in India. In February 1996,
Ahmedabad received a rating
from CRISIL for & bond offering.
This was the first rating received
by & municipal bond offering in
India. The municipal credit rating

2

accessing capital markets through
issuing municipal bonds,

The Ahmedabad Municipal
Corporation (AMC) was the first
ULB 10 access the capital market
in Jawary 1998. I issued Rs.1.000
‘million in bonds to partally finance
a Rs.4,390 million water supply
and sewerage project. This was a

ity g have thus
‘mobilized about Rs 4,450 million
from the domestic capital market
through taxable municipal bonds.

Tax-Free Municipal Bonds

“To boost the municipal bond
market, the Goverament of India
decided to provide tax-free status to
‘municipal bonds, During his budget
specch of 1999-2000, the Finance
Minister announced the Govermment

ULBs

the first municipal bond issued in
India without a state guarantee and
represented the first step towards &
fully market-based system of local
‘govemment finance. The AMC had
previously instituted significant
fiscal and management reforms,
including improved tax collestion,
computerization of its accounting

of
1o issue tax-free municipal bonds.
The Government of India issucd
guidelines for issue of tax-frec
‘municipal bonds in February 2001
These guidelines stipulate eligible
issuers, use of funds, essential
pre-conditions, maturing period,
buy-back, nature of issue and
tax benefits, ceiling amount for
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project, compulsory credit rating,

ternal monitoring of the
tax-free municipal bond. Tax-free
status provided an incentive to
local governments to improve their
fiscal management sufficient 10
‘meet the demands of he investment
communiy.

hmedabad was the first
‘municipel corporation in India to
e tax-free municipal bonds
for water and sewerage projects.
In April 2002, AMC issued a tax-
free 10-year bond with an annual
interest rate of 9.00 percent. The
‘bond issue amount was Rs.1,000
‘million. The Municipal Corporation
of Hyderabad also issued a ax-free
‘municipal bond in May 2002 for
Rs.825 million. The MCH thus
‘ecame the second city o issue tax-
free municipal bonds. The money
raised by MCH through municipal

by pooling 14 municipalities for
commercially viable water and
sewerage infrastructure projects.
A special purpose vehicle, the
Water and Sanitation Pooled Fund
(WSPF), was set up o issue the
municipal bonds. The WSPF
tured a Rs.304 million bond
issue whose proceeds financed
small water and sanitation projects
in the 14 small ULBs. The Trust
vehicle enabled the local bodies
to participate in the capital
market without increasing the
contingent liabilities of the state
and to channelize private financial
resources into infrastructure
investments. This was the first
municipal pooled issue. It had a
fteen-year maturity and an annual
interest rate of 9.20 percent. USAID

and Sawitation Pooled Fund
(KWSPF) was established under
the Indian Trust Act to aceess the
capital market by bond
on behalf of the participating
ULBs. The KWSPF was created
as the intermediary between
the Tocal municipalities and the
al market. The KWSPF
borrowed from the market and
on-lends 10 the ULBs al terms
determined by the KWSPE
During June 2005, the KWSPF
successfully floated Rs.1,000
million tax-free municipal bonds
at an annual interest rate of 5.95
percent. USAID under its DCA
program provided a guarantee of
up to 50 percent of the principal
amount of market borrowing. I
i flt tha th tfe aats of

o

50 the
percent of the bond's principal  lowered P mist oy sbout
through the Credit

bonds
infrastructure in the city especially
in slums. The tenure of the bond
was seven years with a rate of
interest of 8,50 percent.

Pooled Financing

Only financially strong, large
‘municipal corporations are in a
position to directly access capital
‘markets. Most small and medium
UL

Authority (DCA) mechanism. The
proceeds helped UL Bs to refinance
their loans at lower interest ratcs,
connect periphery areas (o new
water supply schemes, and provide
underground drainage and solid
waste management schemes. The
issue demonstrated a successful
model of pooled financing in
o

capital markets on the strength of
their own balance sheets. Also, the
ot of the transaction is another
barrier. In the United States and
elsewhere, small local bodies
pool their resources and jointly
access the capital masket. Based
on this model, the Governments
of Tamil Nadu and Karnataka
issued municipal bonds by pooling
municipalitis.

n 2003, the Tamil Nadu Urban
Development Fund issued a bond
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create efficient and equitable urban
centers.

Linkages with INNURM

The Government of India has
attempted to meet the challenge
of inadequate urban infrastructure
through a flagship program, the
Jawaharlal Nefru National Urban
Renewal Mission (JNNURM).
States and ULBs accessing the
JNNURM must complete  fotal
of 22 reforms, some mandatory
and some optional, during the
seveni-yeat period (2005-12). The

ndatory and optional reforms of
states/ULBs under the INNURM
include decentralization of urban
governance and empowering
urban local bodies, introduction
of improved accounting systerns,
improved revenue base, reform
of rent control acts, delivery of
services to poor,etc, The INNURM

of Karnataka used the concept
of pooled financing 1o raise
debt from investors for the
Greater Bangalore Water
Supply and Sewerage Proj
(GBWASP), This project covers
cight municipal towns around
Bangalore and has a (otal project
cost of Rs.6,000 million. These
eight municipal towns were
merged with the Bangalore
Municipal Corporation. A debt
fund called the Karnataka Water

- Commercial banks,
‘govemned by the RBI's asset
and liability management
(ALM) requirements, prefer
to lend over the short- (o
medium-term as their assets
and liabilities are short- to
medium-term in nature.

+ Further, banks cannot
take exposures to ULB
financing in bonds/structured.
instruments due to “mark-

the bond’s tenure 10 15 years

The success of the pooled
finance model as demonstrated
in the States of Tamil Nadu and
Karnataka subsequently led the
Government of India to create a
central fund that enables capital
investments to be pooled under
one state borrowing umbrella,
The objective is to provide a cost-
effective and efficient approach for
smaller- and medium-sized ULBs
and to reduce the cost of borrowing.
FIRE-D project supported Gol’s
MOUD in formulating the Pooled
Finance Development Fund (PFDF)
Guidelines to help small- and
medium-sized ULBs access market
funds for their infrastructure projects
and to encourage municipalities
undertake fiscal., financial and

tutional reforms required to

n

band structures that respond to
investor needs whils providing
the issuer with the longest
possible tenor, lowest possible
interest ratc, and lowest possible
cost of issuance.

+ There are a variety of
ve and mansgerial”

constrlies hat bt aud
discourage potential issuers of
‘municipal bonds. Though, the
reforms initiated by the Ministry

to-marke1”

Lending
ofloans s notsubjest o such
requirements.

- Since there is lack of credit
enhancement, hedging tools for
investors to mitigate credit risk,
and limited reliability of credit
information, investors perceive
‘municipal bonds to be risky.

based financing and PPP for urban
infrastructure projects that arc
funded by the Mission. The Nagpur
Municipal Corporation issued a

212 million municipal bond in
March 2007 to fund s WSS project
under INNURM.

Constraints for Mu
Bonds

pal

Supply-side Constraints are:

Institutional investors with
long-term funds face regulatory
constrainis on purchasing
municipal bonds:

« Institutional investors such
as the insurance companics
are constrained because of
restrictions imposed by the
investment guidelines of
the Insurance Regulatory

from municipal bonds does not
fespond to market conditions.
Municipal bonds become
unattractive when market rates
‘exceed the cap.

+ Given the poorly developed
govemment securitics market,
municipal bonds ar relatively
illiquid investments for lack
of exit opportunities for
institutional investors, Further,
there is an inefficient clearing
and settlement mechanism.

Demand side constraints are:

+ There are too few creditworthy.
issuers seeking bond financing,

« There are too few fnancially
viable projects secking bond
financing.

Authority
(IRDA).

%

create efficient and equitable urban
centers.

Linkages with INNURM

The Government of India has
attempted to meet the challenge
of inadequate urban infrastructure
through o flagship program, the
Jawaharlal Nefhru National Urban
Renewal Mission (JNNURM).
States and ULBs accessing the

NURM must complete a fotal
of 22 reforms, some mandatory
and some optional, during the
seven-year period (2005-12). The

ndatory and optional reforms of
states/ULBs under the INNURM
include decentralization of urban
governance and empowering
urban local bodies, introduction
of improved accounting systems,
improved revenue base, reform
of rent control acts, delivery of
servicesto poor,etc, The INNURM.

support to help issuers achieve

- Commercial banks,
govered by the RBI's asset
and liabilily management
(ALM) requirements, prefer
1o lend over the short- to

edium-term as their assets.
and liabilities are short- 10
medium-term in nature.

« Further, banks cannot
take exposures to ULB
financing in bonds/structured.
instruments dug to “mark-

Presently,
here is divergence of opinion
onthe optimal debt equity ratio
for ULBs. Therefore, the rating.
agencies must communicate the
optimal debt equity ratio for
projects by ULBs.

= There is need for further clarity
on how the Government of
India will operationalize the
sanctioning mechanism for

Tax-Free Pooled Finance
Development bonds.

+ There is need for further clarity
on how will the RBI approved
credit ruting agency carry out
the surveillance throughout the
tenor of the Tax Free Pooled
Finance Development Bonds.

Out the surveillance throughout
the tenor of the Tax Free Pooled
Finance Development Bonds.

The funding and reform
agendas of the JNNURM and the
PEDF will help to address the
demand-side constraints on the
use of municipal bonds. Other
supply-side consirainis can only
be addressed by the institutions.
tesponsible for the regulation and
development of India’s financial
markets. Therefore a Working
Session is to reach consensus to
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band structures that respond. to
investor needs while providing
the issuer with the longest
possible tenor, lowest possible
i, nd possible
cost of issuance.

« There are a variety of
“administrative and mansgerial”
constraints that inhibit and
discourage potential issuers of
‘municipal bonds. Though, the
reforms initiated by the Ministry

m marke(

i subjectto such
requiremens.

+ Since there is lack of credit
enhancement, hedging tools for
investors to mitigale credit sk,
and limited rlisbility of credit
information, investors perceive
‘municipal bonds t0 be risky:

based financing and PPP for urban
infrastructure projects that are
funded by the Mission. The Nagpur
Municipal Corporation issued &
Rs212 million municipal bond in
March 2007 to fund a WSS project
under INNURM.

Constraints for Municipal
Bonds

Supply-side Constraints are:

Institutional investors with
long-term funds face regulatory
constraints on purchasing
municipal bonds:

+ Institutional investors such
a5 the insurance companics
ol oo of

s imposed by the

mv:nmcm guidelines of

the Insurance Regulatory

from municipal bonds does not
fespond to market conditions.
Municipal bonds become
unatiractive when market rates
exceed the cap.

+ Given the poorly developed
v s market,
municipal bonds are relatively
illiquid \evesaioms for ek
of exit opportunities for
institutional investors. Further,
thers is an inefficient clearing
and settlement mechanism.

Demand side constraints are:

+ There are too few creditworthy
issuers seeking bond financing.

« There are too few financially
viable projects seeking bond
financing.

Authority
(IRDA).

support to help issuers achieve

Presently,
here is divergence of opinion
on the optimal debt equity ratio
for ULBs. Therefore, the rating
aencies must communicate the
optimal debt equity ratio for
projects by ULBs.

There is need for further clarity
on how the Government of
India will operationalize the
sanctioning mechanism for
Tax-Free Pooled Finance
Development bonds.

+ There is need for further clarity
‘on how will the RBI approved
credit rating agency carry out
the surveillance throughout the
tenor of the Tax Free Pooled
Finance Development Bonds.

« Outthe surveillance throughout
the tenor of the Tax Free Pooled
Finance Development Bonds.

The funding and reform
agendas of the INNURM and the
PEDF will help to address the
demand-side constraints on the
use of municipal bonds. Dlhzr
upply-side constraints can
B¢ addressed by the ||1snlv(|qn6
tesponsible for the regulation
development of India's fnancial
markets. Therefore a Working
Session is to reach consensus to
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address the key supply-side constraints that impede
further development of India’s long-term municipal
bond market. Recommendations to the responsible
institutions regarding the supply-side constraints
are:

+ Expand the range of “approved investments” for
insurance and pension organizations to include ™
municipal bonds of investment grade or higher.
General Purpose bonds may also be included in
the list of ‘infrastructure’ category.

+ Municipal bonds to be classified under ‘hold
to maturity’ category rather than in ‘marked-to
market’ category.

«  Specify municipal bonds under the “priority sector’
category for investment/lending purposes.

« Provisionof*““bond insurance” as credit enhancement
may be explored as a security against default by
municipal bodies.

« Review the 8% cap on interest rate for tax-free
municipal bonds and prescribe a benchmark market
rate linked to State Bank of India-Prime Lending
Rate rather than an absolute percentage.

«  Provide investment opportunity in municipal bonds ~ ;
to individual/retail investors, CBDT to include
municipal bonds in the list of eligible investments/
subscriptions for the purpose of claiming deduction
under section 80C of the Income Tax Act, 1961. |

+ Include municipal bonds in the list of eligible |
investments for Employee Provident Fund
Organization.

Great progress has been made in developing the
policy and legal framework for local governments
to access the capital market to finance urban
infrastructure. However to routinely access capital
markets, ULBs will have to have the capacity to
develop commercially viable projects. The most
critical factor for obtaining market finance will be
a healthy municipal revenue base. A market-based
approach to financing urban infrastructure linked
with INNURM will further strengthen ULBs and
help achieve the decentralization objective of the 74th
Constitutional Amendment. Q

(E-mail:cvaidya@niua.org)
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