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Preface

This book examines institutional aspects of subnational capital mar-
kets and presents case studies of subnational borrowing, showing
what has worked, what has not, and why. As decentralization contin-
ues and urbanization spreads, local authorities need to provide more
services with fewer resources from the central government. Subna-
tional borrowing, leveraging on reliable cash flows and prudent fiscal
management, can be an alternative for funding some investments,
especially when the useful life of the service is long (such as schools,
roads, and public utilities).

Worries that fiscal decentralization may contribute to structural
deficits and fiscal imbalances are common, especially in countries
where the main policy priority is to control aggregate public sector
borrowing. When traditions of fiscal responsibility are weak, account-
ability systems are immature, and administrative discipline is poorly
developed, there is a risk that lower-level governments may abuse
their borrowing authority, contributing to aggregate fiscal imbalance
with adverse macroeconomic consequences.

However, many analysts argue that, with an adequate legal frame-
work and sound macroeconomic fundamentals in place, local gov-
ernment access to capital markets is compatible with fiscal stability
and promotes development of an important segment of the financial
market. Necessary conditions include effective supervisory authori-
ties; judicially enforceable contracts; tax decentralization; civic
norms that promote fiscal prudence; availability of skilled staff; and
adequate accounting, disclosure, and reporting standards.

Increasing numbers of local governments are borrowing from
banks and issuing bonds, although in these turbulent times the
path has been neither steady nor smooth. During the 1990s 120
subnational governments in Latin America engaged in market bor-
rowing, 150 in Eastern and Central Europe, 11 in East Asia, and
nearly 500 in Africa. Domestic bond markets started to blossom in

xvii



xviii Preface

Poland, Russia, South Africa, and Zimbabwe. However, by the late
1990s the international market for subnational debt entered a peri-
od of sustained slump. Domestic bond markets, though not im-
mune to the troubled economic conditions and ongoing structural
changes, have continued to rise in importance. The participation of
subnational governments in these domestic markets—where success
will be critical to reenergizing international access—is the focus of
this study.

This book draws from the findings of the Global Program on Sub-
national Capital Markets launched in 1998 by the World Bank with
the sponsorship of the governments of Austria, Finland, Japan, Spain,
Sweden, and Switzerland. Led by Augusto de La Torre, Mila Freire,
and Marcela Huertas under the supervision of Danny Leipziger and
Guillermo Perry, the program examined the experiences of subna-
tional governments in accessing domestic and international capital
markets. The objective was a mixture of fact finding and analysis of
how countries deal with subnational borrowing and how they recon-
cile it with budgetary and fiscal balance.

The two-year program significantly advanced knowledge in this
area. Among the outputs were regional studies for Latin America,
Central Europe, East Asia, and Sub-Saharan Africa, undertaken in col-
laboration with major universities, rating agencies, investment
banks, and development banks. The findings were disseminated
through seminars and workshops, international conferences, and
training materials. The program brought to light the challenges of al-
lowing subnational governments access to debt financing and the
need for a regulatory framework that protects all interested parties:
local governments, central governments, and bond issuers.

This book also draws on a variety of other sources and studies, con-
solidating that work and deriving lessons about how to improve ef-
forts to promote credit market access. It pools information on the is-
suing of subnational debt and its characteristics, analyzes the role of
macroeconomic conditions and market development in the success
or failure of such borrowing, and offers policy guidelines for ongoing
efforts. The goal is to assist the World Bank and its clients to work as



Preface  xix

strategic partners in developing and strengthening capital markets as
sources of funds for local governments in emerging economies.

The book provides a framework for analysis based on a systematic
study of subnational governments as borrowers and the array of cred-
it markets in which they may operate. Complementing the frame-
work is a set of case studies that document the recent experience of
18 countries in developing markets for subnational borrowers.

Mila Freire John Petersen

Regional Advisor Professor

Latin America and the School of Public Policy
Caribbean Region George Mason University

World Bank
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