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1 Introduction and historical overview of local borrowing

Following the 1990s, after the termination of tl®momic transition
the Hungarian local government system had to mewt challenges and
expectations. Due to the decentralization processl|governments’
revenues decreased significantly in the last twoades in real value,
while the level and scope of services provided md decrease at the
same time. In the first place local governmentsjciwvhare short of
resources, have had to perform probably one ofr timeist important
tasks: to develop their resource absorption andl-faising capacity,
which would ensure the necessary financial tookscate development.
The enhancement of the resource-deployment capadityhe local
authority sector is a fundamental condition for weimg) the necessary
development resources at the local level. The skianof the capital
absorption capacity at sub-national level is othhignportance from the
EU’s support opportunities’ aspect also.

One of the diverse methods of using outside regsuicthe usage of
loan resources, among which resource acquisitianlodal government
bond issuance should be listed as well. The tiraeSnof my research is
primarily proved by the fact that compared to thie-2000s substantial
changes have occurred in the scale of indebtedosfebkingarian local
governments. After the early and temporary “bondrbdin the middle
of 1990’s, the size of indebtedness started toeas® considerably, first

# Research published in this paper was supportatieofRegional Operational Program
(ROP) 3.1.1 of National Development Agency of Huygand by the Government
Center for Public Administration and Human ResoBeevices.

Dr. Gabor Kovacs, Ph.D. — Senior Lecturer; Dapartt of Business Analysis, Kautz
Gyula Faculty of Economics, Széchenyi Istvan Ursitgr Egyetem tér 1, 9022 @Gy
Hungary; <kovacsg@sze.hu>.

72



European Financial and Accounting Journal, 2011L,6/mo. 2, pp. 72-92.

in 2002. At the end of 2009 the size of financilligations deriving from
local borrowing amounted more than 4% of GDP.

The extremely high volume of local government d&thtted in 2006,
caused primarily by the issuance of local goverrntnbemds. While up to
8 billion HUF worth of bonds were issued in 200Be tbond issuance
value in 2007 nearly reached the HUF 200 billiod &an2008 exceeded
this amount. Consequently the portfolio of bondsiésl in HUF reached
50 billion HUF, while the value of those denomimhtén foreign
currencies increased above 350 billion HUF. Acawgdio the report
made by the Public Expenditure Survey Committee,% 2®f
municipalities issued bonds in 2007 (among localegoments that were
audited by the Committee).

Fig. 1. Liabilities (municipal bonds, short and long term bans) of
Hungarian local governments in the percentage of GP and
local governments’ revenues (1995 — 2009)
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Source: Hungarian National Bank (2011).

The paper is aimed at examining factors that mingivie been behind
indebtedness, and tries to separate the effechtefnial and external
variables. As internal factors | mean first of #tle quality of local
financial management, the professional knowledge e attitude of
local governments’ executives towards bond-finagcln the 1990s local
governments were reluctant to use loan resourceaube of the over-
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indebtedness of the previous socialism regime, #rey considered
indebtedness as a sign of weakness.

As bond financing was in Hungary a fairly new, matlely known
and complex way of fund-raising for the local se@bthe beginning of
the first decade of 2D century only the most innovative local
governments with highly skilled financial manageteere not afraid to
use it. Can the increasing indebtedness be comsider have been
accelerated by the improvement in quality of |do@ncial management
and by the positive change in local governmentttuae towards loan
financing? Or have only external factors such gsslation, the central
subsidy policy, and the macro-economical situattdrHungary played
the major role?

Fig. 2: The formation of local governments’ borrowing betwen
2000 and 2008
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In this paper | attempt to analyse the generalllefeHungarian local

governments' professional knowledge and theirualgit towards bond
financing. In addition, my research tries to depefactors that are not
necessarily rational but sometimes subjective. ddta set being studied
includes a representative sample of 308 Hungaoaal Igovernments.
After analysing the results of the survey | makeoaclusion whether
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internal factors might have been the drivers oflibed boom or external
factors have prevailed.

2 Theoretical framework for the analysis

In order being able to analyse the level and qualit theoretical
knowledge of local governments firstly the most artpnt economic
relationships and correlations of local borrowirgndq inside that bond-
financing) must be identified and formulated. Adaiogly, in what
follows | try to define the general statements loé imethod for loan
resource application and issuing municipal bondsclvis considered as
the most ideal way and | introduce the economie il bonds in local
governments’ finance.

2.1 Why Issuing Bonds by Local Authorities Makes Sese

Borrowing — and specifically the issuance of bord®presents one
possible and important way to finance local capptaljects. There might
be several important arguments for borrowing byalgovernments and
against other forms of financing. As Swianiewic@(2) states, long-term
debt allows sub-national governments to acquire bairld capital
improvements more quickly than they could on a asyyou-go basis.
Borrowing over time is an effective way to overcomhe problem of
inequitable burden of costs among tax payers.ldtval more equitable
payment schemes, since users can be made to p#yefoapital cost of
facilities as they are used over time. There wélldbconfidence that the
most users will pay for the benefits either throlggal taxes or directly
through user charges and thereby an optimal altotatff resources can
be achieved.

Petersen — Valadez (2004) agrees that benefits dicnulerated local
development can overshadow the cost of borrowirgrythg out the
investment as quickly as possible, operationalscrelated to the given
service) can be reduced. Borrowing can also srabihe required budget
resources. The volume of capital spending in lagaernment units
fluctuates from one year to another. If capitaljgects are financed from
current revenues, the demand for resources chavgedime as well. In
countries where a large proportion of local revenaee raised through
local taxes, an irrational fluctuation of local émx rates may result
(Kovacs, 2008).
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However, there are also costs and risk of locatdwang. Agreeing
with Ter-Minassian (1996) long-term debt does limitsub-national
government’s future budget flexibility. Unwisely ads it can burden
citizens with high taxes or service charges. As dWarge’s “Golden Rule”
states, long-term borrowing can be used only faestment purposes
(Musgrave, 1959). Many countries permit long-terebtdonly for capital
spending and not for operating deficits (Dafflof§02). Borrowing to
meet short-term financing needs can provide oppdaits for banks and
sub-national governments to develop working retetiops and allow
bankers to become familiar with the governmentsiaficial affairs.
Provided that the financing is repaid within thedget year and that
carrying debt beyond the budget year is prohibitedre is no a priori
reason to limit such financing to capsplendingFreire—Peterser?004).

2.2 Borrow from a Bank or Issue Debt?

Even if borrowing appears to make the most sertse,type of
borrowing that is most appropriate to finance atrojects needs to be
considered (Noel, 2000). The simplest way mightdborrow through a
local or national bank and an alternative methodld/de to issue debt
on either the domestic or international capital kets.

Possible Advantages of Bond Financing

In the case of bond financing sub-sovereigns caalgthe funds they
need up-front through the bond offering and are sdiject to partial
payments based on a bank’s monitoring of the progmstruction
progress. In other words the whole credit sum &lable immediately so
it makes the eventual reinvestment of capital pssifor local
governments.

Besides, domestic bond markets can provide an addedce of
financing that can tap into the wealth of a widagea of players, from
individual investors to pension and mutual fundle Tmarketability of
bonds induces the fact that theoretically more $uricom potential
investors are available for the local governmemd aseveral potential
investors’ savings can thereby be mobilised with trelp of bonds.
Another consequence of marketability that bondsgaly allow longer-
maturity debt than bank loans and they may indeedigle a cheaper
source of capital, especially, when the offerindgp@eked up by a robust
dedicated revenue source (ElI Daher, 1997). Therealao lower prices,
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lower interest rates available because of marki@gtallCompared to bank
loans money assets can potentially be procuredvegrl interest rates.
Because of economies of scale, the borrower caa haher bargaining
power, which can make it possible to obtain mowedaable conditions.

The more flexible cash flow of the bond is alsa@c@al argument in
favour of bonds versus bank loans. In general him tase of bond
financing the whole sum of the capital paymentug @nly at maturity.
Therefore — in the case of necessity or intentiahis also conceivable
that the repayment of the present sum of moneyhbeilfinanced by the
financial instruments deriving from a new bond @ste and so the
obligation of the repayment of the face value carirblled on”.

The distant nature of the relationship between holtérs and issuers
can enhance both the efficiency and transparencyg@fernment
operations. At the same time there is an oppostuntaking advantage of
strength of potential local linkages — to raise ard funds for expansion
resource costs which are favourable than marketitons through
public issue of bonds (Peterson, 2000).

The Eventual Drawbacks of Bond Financing

The advocates of bond’s issuance, however, doeuiton with the
fact that sub-sovereigns needs to work on risk mament, though the
conditions related to staffing, experience, andemalt resources required
for well-founded local management are still missingnany places. (El
Daher, 2004). Auditing and other transaction cast&e this instrument a
great deal more expensive. Moreover, issuing bomiseases the
administrative costs of borrowing. The local goveemts have to provide
more detailed information for the investors thagytivould in the case of
bank loans.

The advocates of bond’s issuance, however, do eeiton with the
fact, that sub-sovereigns needs to work on necesisk managemeht
though the conditions related to staffing, expeargenand material
resources required for a well-founded local managerare still missing
in many places. (El Daher, 2004). Auditing and otliansaction costs
make this instrument a great deal more expansiveaddition issuing

! Considering, e.g. interest rate and foreign emgbaate risk.
2 Procedural fee for supervision, trading ctis, fee for taking it to the stock exchange,
etc.
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bonds increases the administrative costs of bomgwiThe local
governments have to provide more detailed inforomator the investors
than they would in the case of bank lodns.

2.3 Internal conditions of bond financing

In what follows | try to determine the theoreticabdel of bond-
financing of local authorities. In it, three plageran be identified in the
procedure of local government bond issuance | tefpotential issuers of
bonds, i.e. players at the sub-national level, grity municipality-level
local governments as the supply side. Demand sidguses savers and
investors who are willing to purchase bonds. Theletis third player is
the central government. Since local government®ngelto the state
budgetary system and institutional investors are mhost significant
representatives of potential demand side, thoudtngang to the profit-
oriented competitive sector, a different approakbutd be used while
examining both the demand and the supply sidectordance with the
foregoing,t isbothlogicalandfeasibleto analyze the two sides separately.

Fig. 3: Connection System of Local Government
Bond Financing Players

Offered/supply position: local governments, publiaitility
enterprises of the local government

1r

Regulation Financial intermediary Issuing
of the State system (capital market) municipal bonds

N

Savers (potential demand position): credit ingbtg, pension
funds, investment funds, insurance compartéens

Source: Own construction

% E.g. preparing a prospectus, publishing a repwery year to the Supervisory
Commission, and publishing Extraordinary Informatihere important changes
occurred in the project or in the local government.
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Accordingly, the theoretical-methodological partk@s up the framework
for the results of the empirical surveys to be enésd later. The set of
research aims includes the examination of interoahditions of

Hungarian bond financing at present. Under the onotiinternal

conditions” | mean whether potential issuers areqadtely informed,
professionally trained and motivated. Another aifrth® research is to
survey local governments' attitude towards bondrfaing as well, that is
to determine factors not necessarily rational lametimes subjective,
which can result in impeding resource deploymerdugh bond issuance.

3 Research methodology

As has been mentioned in the previous chapteraresaims include
the examination of internal conditions of Hungariamunicipal bond
financing at present. More specifically | am gotogexamine whether the
executives of local governments are adequatelynméd, professionally
trained and motivated concerning financing throughbnicipal bonds.
The aim of the research is to survey local govenigiattitude towards
bond financing as well. The main hypothesis of tesearch can be
formulated in the following way:

In today's Hungary the majority of local governngerat the
municipality level are not only short of knowledgbout principles of
economics relating to loan financing (including ddmancing), but they
are often not even aware of the positive charastiesi of municipal
bonds, thereby having a negative attitude to bondnting. As a
consequence, the improvement of internal conditiminbond financing
could not have been the main reason for the present boom in
Hungary.

3.1 Description of the Research

The populationAll the Hungarian local governments.

N =

sample to be representative of the population coiog the size of
the municipalities (number of inhabitants) and oegi classification.
For the measurement of population | have used dmairvariable
with 7 frequency intervals, while as a basis fantifying regional
classification the official administrative regiongre used.
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3. The sampleTo meet the application requirements for use dissical
methods and to ensure the statistical significaoicehe resulting
conclusions, a stratified sample of 308 local gowents was
selected. As the first step the sample was diggtbiamong strata
uniformly based on the regional location of the mipalities. After
taking into account the distribution of the numb&mhabitants in the
given region, the municipalities of the study wesetected by simple
random sampling.

4. Sample itemsExamining a given local government as the respanden
always the mayor (in case of relatively smaller ropalities) or the
head of the Municipal Finance Office was interviewe

5. Way of observationData were collected through personal interviews
in which a standard questionnaire was filled iralyinterviewer.

3.2 The method of research

The questionnaire being used to test the knowledgee respondents
contained statements about the most important ¢tieal concepts and
relationships and appropriate practical use ofllboarowing, including
bond-financing, as well. With the questionnaireprimarily targeted
testing the professional expertise of the local itipal bodies regarding
the most important theoretical characteristics egldtionships of loan
financing, including bond financing and their agmiate uses in practice.

In order to get comparable results and facilitageponses to the
questions, only a so called “passive” testing obwledge was carried
out. In other words, respondents could choose anspegified options
based on their perceptions. Accordingly, the redpats were asked to
choose from three alternatives: in addition to #mswers “true” and
“false” a third alternative, “not known” was alsgadlable. In this way,
knowledge or lack of it, as well as possible misaptions, became
testable and measurable. Offering a third alteveatilso meant that
respondents did not have to guess or “give a fantf thus were able to
avoid arbitrary answers that could distort the ltssof the inquiry. This
third alternative was communicated by the intengew a neutral way in
order to make it easy for the respondent to ackedgé that he did not
know the correct answer.

* The reproduction of an appropriate distributioaswensured by the application of
chance coefficients matching regional rates.
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Besides formulating the questions and possible arswo the
guestionnaire in an appropriate way, it was alsal ¥0 decide on which
field of knowledge ought to be tested. Accordingllye questionnaire
contained questions testing not only professionabvkedge about
municipal bonds, but also knowledge about the Bagit using external
funds for financing. The reason for this is thanddinancing is one
possible financial tool and therefore an esseptal of borrowing, so it is
reasonable to discuss knowledge about both fietdthe same time,
viewing the wider context.

In formulating the test questions, | had two pties: firstly it was
important to be able to test knowledge about thestmmportant
theoretical characteristics and interrelationshgds loan- and bond-
financing. Secondly, it was essential that the appateness of the
answers should be independent of the unique clesistats of the given
municipality took part in the test. In addition poofessional theoretical
knowledge, the practical expertise in terms of toes of law and
regulations were important as well.

4 Results of the research

Based on the responses to the questions the distriof knowledge-
variables became to be identified. Assessing thealte as they were pure
relative frequencies of the samples, it was takém account whether the
differences based on the samples were significanbb Carrying out the
test of goodness of fit, it became clear that thsridution of each
variable in knowledge was significantly differerttah the uniform
distribution, i.e. there are discernable differenaad potential tendencies
in the levels of knowledge in the different aredserpertise> In what
follows | am going to study whether there are digant differences, and
explain these differences in the results relatethéovarious knowledge-
variables concerning loan finance. In that processh the help of
statistical estimation and hypothesis-testing, damesults were being
extrapolated to the population i. e. to the erfoal government sector of
Hungary.

First, | compared the proportion of incorrect ansniea case of each
variable. Based on this, the following groups cob#l identified. The
majority of wrong answers were connected globablythe field of

® The p-value of the tests was practically equ#l to case of each variable.
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borrowing. About half of the municipalities had w©osiceptions
concerning it. Taking out loans was judged to lewitable but bad by the
most local governments, and the municipalities wereaware of its real
social and economical role; they ignored its besefnd advantages. The
proportion of respondents giving wrong answers waso quite
significant, including in the case of questions athiested also concrete
knowledge about the issuance of bonds as a tohinafraising through
securities, and also about recent Hungarian ndti@galations on local
borrowing as a source of funding. The proportionaaial governments
who had misconceptions about the possible scheglalirbonds’ cash-
flow was between 8% and 18%The smallest proportion of incorrect
judgements by the local authorities was relatethéoinvestment-priority
of borrowing and to the general fund-raising fuoctof securities.

Examining the answers of local governments who ehibe third
alternative (“not known”), not as many significatitferences were found
among the knowledge-variables than in previous istudThe most
significant ignorance of local governments was fbuegarding the
issuance of bonds. Based on the survey it cantbeated that more than
half of Hungarian local governments had no knowéeddout bond
financing. Fewer, but still quite number of, locgbvernments lack
knowledge about the intergenerational approach octll authorities’
borrowing. The proportion of those municipalitiehavadmitted their
ignorance concerning the other two important thécak rules of
borrowing was even more significantly lower.

Finally, | examined also the distribution of coremswers by each
knowledge-variable. The local governments wererabeainly about the
investment purpose of long-term borrowing. Basednon estimation,
about 25% to 30% of Hungarian local governmentsetstdod the
possibility of sharing financial burdens of borrogiamong generations,
and they were aware of the function of borrowing asmunicipal
fundraising instrument, and they correctly judglee ¢general fundraising
function of bonds as securities. The least coresdwers were made
given to questions on the practical use and rewgntlation of municipal
bonds.

® Interval estimation of population proportion degel of 5% of significance.
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4.1 Quantifying the level of knowledge

Since the assessment of local governments’ knowledfout
borrowing and bond-financing was carried out witblphof multiple
knowledge-variables | considered it important tentify an aggregate
variable which can be measured at least on an ardirale so that the
municipalities’ level of knowledge become compaeabhd quantifiable.
Accordingly, the respondents could score negataexp and positive
marks depending on whether their choice was cowoethey chose the
third option (“not known”). Local governments whichade an incorrect
answer received negative marks in order to empbadbez importance of
misconceptions, while the total score of local atties which opted for
the third alternative was not changed. The geneval of knowledge was
measured as the sum of scores related to all qussti

Nonetheless, the level of knowledge can be measurea more
sophisticated way — compared to simple homogenoatyses of the
answers given — if we evaluate also the differingportance of the
variables and their weights and accordingly assmrthem different
weights when calculating a total score. For thssom, | used different
weights for the variables, and gave more weighthtise variables that
proved to be more decisive i. e. to variables conng knowledge which
played the most important role in taking the riglgcision on bond-
financing’ On the other hand | preferred to give also a lavgeight to
those knowledge-variables that — according to presty conceived
theories — are considered the most important asenéial for the sound
use of local borrowing. With this method of diffateting the
importance and weight of quantitative variablesyats possible for us to
measure the aggregated level of knowledge for éachi government
with help of the aggregate knowledge variable.

" During the identification of weights | had takiemo account the findings of my deep
interviews with the executives of municipalities avimanaged to carry out a
successful municipal bond issuance and a use al financing judged as suitable
also from academic point of view.
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In order to obtain clearer results and to be alleassess the
knowledge level of all the Hungarian local authest | created a
frequency distribution with three clas$e®n the basis of the distribution
we could conclude that 15% of local governmentsun sample had not
only no adequate information whatsoever about thestmmportant
economic relationships and characteristics of lwanmg and bond-
financing, but they were even misinformed and dgtful about them and
had misconceptions, and were “imprisoned” by cotabje false
prejudices.

Tab. 1: Classification of local governments based
on the level of knowledge

The value .
No. of local | Proportion
of aggregate
Level of knowledge | governments of local
knowledge .
. in the sample| governments
variable
(-16) — (-2) |Significant fallacies 42 14.8%
-1)-1 Lack of information 99 34.8%
2-16 Significant knowledge 143 50.4%
Total 284 100.0%

Source: Own construction

As the distribution of the aggregate knowledge aldle showed, the
knowledge level of 35% of local governments couéddalled extremely
low, that is, in basically all areas examined itdia differed from zero.

As a result only a half of the municipalities coulé considered as
possessing at least some significant knowledgedri¢lds studied.

8 Developing the class limits it was a basic ppatithat using a 5% level of
significance in case of local governments assigoethe middle class the value of
aggregate knowledge variable shall not differ digantly from zero i.e. the expected
value of the number of correct answers shall be zer
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Fig. 4. Distribution of local governments by clusters
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Source: Own construction

In order to understand more deeply the reasonsntethie lack of
knowledge | examined also whether there was aioakttip between the
level of knowledge and the qualitative variable wimg whether the
municipality has ever issued a municipal bond. ddiih the relationship
between the variables was significant (p-value=B)0the strength of the
association could be considered only weak.

4.2 Analysing knowledge-variables by means of Multariate
Statistical Analysis

By identifying a frequency distribution with classéy means of
interval estimation three clusters of local goveents could be
distinguished based on the general level of theavwkedge. Nonetheless,
it was also essential to analyse how knowledge s@m®ad among
different dimensions of the variables. After idéntig the correlation
matrix of knowledge-variables the question arosethwr the relationship
between knowledge-variables were due to the effeftainderlying
factors. In other words, it seemed to be importardanalyse whether the
level of knowledge of the municipalities could besdribed in terms of
only a few factors instead of applying all previgussed knowledge
variables. Accordingly, | used factor analysis tp o construct latent
variables which could account for an as largestpassible part of
variability in knowledge and hereby the number nbkledge-variables
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could be reduced significantly.

Although all the knowledge-variables were measuvadthe same
measurement scale, | analysed their standardiZees/an order to get a
more flexible interpretation. In spite of the sigrant rejection of
Bartlett-test's null hypothesisand that the Kaiser — Meyer — Olin
statistics was higher than 0.5 the values of conatitigs indicated in
advance that expectedly clearly interpretable afwent factors can not
be identified. This was also supported by the thet the knowledge-
variables examined based on the communalities it@uta few dominant
variables. In addition, in the case of most of plogential factor models —
in spite of factor rotation — problems arose iripteting latent variables.

Since factor analysis could not meet with resougdinccess, | then
tried to create simple patterns in the relationshgmong knowledge-
variables by the means of principal component amlyas well.
Accordingly, by using the results of previous inigs, in a few steps |
managed to identify three principal components. tHarmore, the
principal components were easy to interpret, hdmisb characteristics,
and a quite good fit to the data set.

The first principal component contained knowledgeiables of the
following areas tested by the questionnaire: spedmaracteristics of
municipal bonds’ cash flows (e.g. flexibility, repaent due at maturity),
the possibility of raising local citizens’ fundsycathe general fundraising
role of securities. Based on the component maltitha variables had
strong contribution to the variance of the prineigomponent. On the
grounds of the selected knowledge variables thist fiprincipal
component can be interpreted as an aggregate kagevieriable of local
governments about municipals bonds as a fundraidimgncial
instrument issued on capital markets. Based ordhgonent matrix we
can conclude that all the variables had strongritarton to the variance
of the principle component. The strongest influerveas shown by
variables regarding the bonds' cash flows. The firsicipal component
could account for about 60% of variability in theta set.

The second principal component of the model wasstitoited by
knowledge-variables that contained questions mlate the inter-
generational approach of local governments’ bomgwiand the

° The null hypothesis could have been rejecteaatevel of significance.
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investment-priority of long-term fundraising, asl\as the general role of
borrowing in local finance. Based on knowledge-atles included in the
second principal component, it could be interpredsdan appropriate
measure for local authorities’ knowledge about thest important
theoretical rules of local borrowing. The seconithg@pal component
could explain approximately a further 30% of hegeneity in the data
set. The third and last principal component inctudaly one dominant
variable which tested knowledge concerning the srulef public

procurement in local governments’ borrowing. Acéogll, it could be

labelled as an aggregate variable measuring theergerevel of

knowledge about legal and administrative tasks tedlato local

borrowing.

Tab. 2: Dominant variables of principal components

Dominant knowledge-variables Principal components
Flexible cash-flow of bonds

Raising local citizens’ funds |. Securities issued
Repayment due at maturity on the capital market

Collectingthesavingof severamarketplayers
Role of borrowing in local finance
Intergenerational approach of borrowing
Investment-purpose priority of borrowing

II. Theoretical knowledge
of local borrowing

[ll. Legal and adminis-
Rules of public procurement trative regulation

of public sector

Source: Own construction

Summarizing the results of principal component gsialit can be stated
that local governments’ level of knowledge are Bigantly captured

with the help of three principal components. Thestfione measures
knowledge about how securities (municipal bonds) ba issued and
traded on the capital markets; the second one tiestknowledge about
theoretical rules of local borrowing, while the rthi component

emphasizes the importance of the administrativelegal approaches in
bond financing.

Nonetheless, the statistical model constructed Iy means of
principal component analysis can be considereddaguate only in the
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case in which the three components taken togethver @ significant

explanation for the different levels of knowledddaral governments. In
order to test it a regression model was identifidre the three principal
components as independent variables were being U$e regression
equation formulated proved to be significant atsaghificance levels and
the regression model explained almost two-thirdsvarfiability in the

aggregate knowledge variable. Accordingly, regmssianalysis
confirmed that the level of knowledge of local artties can actually be
separated and explained based on dimensions crdstethe three
principal components.

Conclusion; Did external factors dominate?

Sample results and their statistical extrapolatmithe entire Hungarian
local government sector confirmed that the level kolowledge of
municipal executives aboldcal borrowing and, within that, about bond-
financing, can be considered extremely low.. lbatseans that internal
factors couldn’'t have been the accelerator of ttoegss using this form
of fundraising, considered in Hungary still to beitg innovative.
Accordingly, it can be stated that instead of iné&kifactors, external ones
played the dominant role. Although a complete asialyof external
variables that have a significant effect on thedbboom is beyond the
scope of this study, in what follows, in order &zeive a full panoramic
view of the situation, | attempted to analyse llyisbme external factors
that were considered to be dominant. (See in metald: Kovacs, 2011.)

The wave of debt which started at the end of 2G06k® traced back the
joint effect of various external factors. The gowveent’s bill restraining
local governments’ borrowing and the fear of resitvhs were of primary
importance among effective causédhe intent to counteract the stresses
originated from the resource oriented system alad hn effect on
borrowing proclivity but it could not be only reasfor bond boom. At
the same time — see figure 4 — the GFS deficiagan is clearly not the
only reason for debt. No firm correlation coulddstablished between the
deficit and the development of outstanding totddtde the years studied.
In addition, the accelerated increase in debt dabroattributed to the
increasingly absorbent quality of EU funds either.

10 Biil No. T/4320. for the modification of Act N&.XV of 1990, 9" November 2007.
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Fig. 5: The GFS balance of municipalities and the formation
of outstanding total debt between 2002 and 2008 (billion of HUF)

1200
1000
800
600 A\ /
400 —A— Outstanding
\ / total debt
2007 y —e— GFS balance
O T T T T T T T T 1
-200
-400
o — N (90 < n O N~ 0]
o o o o o o o o o
o o o o o o o o o
(9\] AN AN (9\] AN (9\] (9\] (9\] (9\]

Source: Own construction

Examining external factors, we can conclude that ¢haracteristics of
Hungarian regulation of local borrowing have alsobably contributed
to the spread of municipal bonds. Amending the éwtLocal Self-
Government (1990/LXV) legal restrictions came ifdece after the first
bond-boom in 1996. According to these, municipaditare not permitted
to meet their debt service obligations from Perkoimzome Tax
Revenues, Normative State Contribution, Centralsilis or sales of
Core Assets and total débtannot exceed the Corrected Current Own
Revenues, which is 70 per cent of the positiveedgiice between Current
Own Revenue and Short Term Liabilities. Nonethelgsgulation —
though unintentionally — left a loophole: the débitit doesn’t apply to
liquid loans.

Another characteristic of the national regulatiassthat the Public
Procurement Act does not order obligatory publicocprement
procedures during issue contrary to the case obimmng. Consequently,

1 Bank loans, municipal bonds, lease, third-pabfygations and commitments.
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central regulation encourages the issuance of bowelsborrowing from
banks, as increased administration costs and redpldres of public
procurement can be saved by bond-issuing localrgovents.
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Municipal Bond Boom in Hungary: Focusing
on the Analysis of Local Financial Management

Gabor KOVACS

ABSTRACT

Thedrasticdncrease ivolumeof local government debt Hungary started

in 2006. My hypothesis assumes that a supposalgeouement in local
municipal financial management might resulted ie #pread of bond
iIssue, which in Hungary is still considered innovat The paper is aimed
at examining factors that might have been behin@hbtedness, and tries
to separate the effect of internal and externalofac Under the notion
“internal factor§ | mean whether potential issuers are adequately
informed, professionally trained and motivated. e aim of the
research is to survey local governments' attitadeatds bond financing
as well, that is to determine factors not necelssationalbutsometimes
subjective,which canresultin impeding resourceleploymentthrough
bondissuanceMy researchwhich was based on a stratified sample of 308
Hungarian municipalities, came to the concludioat expertiseof local
governmentsfinancial executiveselated to loan financing is extremely
low. The majority of local governments is unable distinguish the
economic differences between bank loans and boand, isunclear
concerninghepotentialbenefits advantagesnddisadvantages of bonds.
No wonder that nearly all the bonds were issuedtapgly where the
buyers were solely commerciddanks. In addition, 12-18% of the
municipalities has prejudices and clearly has misconceptions about
obtaining funds through borrowing. Accorditagheprincipalcomponent
analysis local governments’ knowledge level can be classified and
explained by three components: theoretical knowdedgf local
borrowing, knowledge of legal and administratiggulation,andskill in
capitalmarketfinancing.By summing up the results it can be stated that
the improvement in local financiahanagementouldn’'t have been the
primaryreasorfor municipal bond boonfut there werexternal factors
that determined and dominated this process of bogmi

Key words: Local governments; Borrowing; Municipal bonds; Finel
management.
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