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Abstract:

The paper discusses various alternatives for
financing  socially significant projects of
municipalities. Having in mind the opportunities
and limitations of municipal budgets and the
example of the municipality of Burgas, the paper
analyzes positive and negative sides of financing
With own resources, bank loans, bond issues,
pooling and revolving schemes.
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Introduction
Meeting the rising demand for local public services
requires the application of innovative schemes
and instruments for their financing from
municipal budgets. In Bulgaria, local budgets are
financed mainly with subsidies from the central
Republican budget and the municipalities’ own
revenues. The subsidies provided from the state
budget to the municipalities are targeted
according to the activities deleoated in the sphere
of health care, education, maintenance of the road
network, etc. The trend evident in Bulgaria of
constantly exacerbating budget deficit and
deteriorating values of the fiscal reserve have
limited the possibility of subsidizing basic local
activities and services from the state budget over
the last decade. The implementation of local
projects with high social value is among the
activities that favor the development of
municipalities in the long term and has a positive
Impact on future opportunities to generate their
own income. However, usually no target subsidies
are planned to finance this type of activity. The
importance of local governments’ ability to
generate own income from municipal activities is
growing under these circumstances. The
municipalities” own revenues become a major
“driver” of the sustainanle development of the
regions [1,21. The investment of the resources
coming from the municipal revenues in local
projects contributes, on one hand, to the opening
of new jobs and decrease of unemployment among
the local population [31. On the other hand, the
implementation of local projects in socially
significant spheres is a precondition not only for
sustainable growth of the expected future
municipal revenues but also for improving the
welfare of the municipal population [1,4].
Undoubtedly the best option to provide financing is
when the municipality applies for funds under the
programs of the European Development Funds. This
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option does not guarantee the safe realization
gither, especially in the cases of finding
inconsistencies in the areas of financing, the
deadlines for implementation or the focus of the
social project with the officially adopted financial
support policies of the European Union.
Furthermore the active utilization of resources
from European funds requires the relevant
financial potential to ensure availability of the
necessary co-financing from local budgets. An
obvious possible outcome of this situation for the
municipal authorities is to ensure the financial
implementation of Social projects that are
important for the development of the municipality
With its own resources and/or with borrowed funds
from the financial market. The goal of this article
S 10 reveal the opportunities for an adequate
choice of sources for financing municipal projects
with high social significance, based on a
structural analysis of the capacity of the
municipal budget and an analysis of selected
diagnostic indicators which have an impact on the
choice of a way of financing. The subject of the
study has been narrowed to the most often
practiced forms of financing - municipalities’ own
resources and borrowed resources from the
financial market - bank loans and bonds, revolving
and pooling financing. Diagnostic indicators have
been selected that have a major influence on
choosing the form of financing - market interest
rates, maturity of financial instruments and the
degree of development of the financial structure.
Thus, the presented methodological restrictions of
the study cannot encompass completely all
possible alternatives for financing, as well as a
number of factors that are able to impact the
choice of a way of financing such as economic
environment, cycles, sovereign risk, lawful
environment, changes in the social and
demographic structure of the population and
others.
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Structural analysis of municipal

budget

The approval and implementation of municipal
budgets is subject to certain legal limitations
related to the economic appropriateness and the
cost efficiency requirements. For example,
accordingto the Public Finance Act, the growth rate
of the annual municipal expenditures may not
exceed their average annual growth rate over the
|ast four years. Another limitation concerns the
undertaking and payment of municipal debt. The
annual disbursements under the debt may not
exceed 13%o of the amount of own revenues. These
conditions aim to ensure, first of all, compliance
With the public interest and binding the annual
amount of municipal expenditure with the planned
revenues to the municipal budget. Another
important aspect is the minimization of the risk of
sharp increase in the indebtedness of
municipalities and the occurrence of problems
with the proper payment of the municipal debt.
Under these expenditure restricting conditions the
investments drawing on the municipalities’ own
resources must focus on the implementation of
long-term objectives and lead to sustainable
growth of the future municipal revenues.

The city of Burgas has a number of
comparative advantages in terms of geographic
location, developed industry, cultural and
historical heritage. The city has won three times
the “The best city to live in Bulgaria™ Prize over the
past four years. Best developed here are tourism
and the oil refining industry. The macro frame of
the budoet of the municipality of Burgas for 2014
envisages spending a total of 165 million BGN of
which nearly 100 million BGN comes from the
municipalities” own revenues (fig. 1).
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The growing importance of municipal own revenues
became clearly visible over the ast two years when
the revenues from own sources sharply increased.
Their growth significantly exceeded the subsidies
provided from the state budget.

Non-taxrevenues (45%b) are expected to constitute
the largest share in the revenues of the municipal
budget for 2014. This “item” expects largest
income from municipal waste charges - 17, 2
Million BGN and the income from municipal
property (income from sale of goods and services,
rents, dividends, etc.) - 10,3 million BGN (Fig. 2).
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FHagure 2 : Siructure of municipal revenues in 2014
(9], source: Budger 204 of the municipality of
Burgas.
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The statutory local taxes are expected to bring 29.5
Million BGN to the municipal treasury. Most
significant are the revenues from taxes on real
estate (13 million BGN), mator venicles (8.5 million
BGNJ, legacies, donations and tourist tax.

Adminstrative Security and fire safety

m Education m Health care
m Social support m Gonstruction
Environmental protection = Sport and culture

m Economic activities

m (apital expenditure

m Other

FHaure 3 - Siructure of municipal Expenaiture in
204 [millien B6N), source: Buager 2014 of e
MmUnieipalty or Burgas.

Largest share in the structure of the planned
expenditure from the municipal budgetin 2014 (fig.
3) I8 attributed to the capital expenditure which
was increased by 13% on an annual basis
compared to the previous year. The expenditures
for environmental protection have decreased by
5% compared to the previous year but are second
Interms of largest relative share (18%/o) in 2014.and
include cleaning and landscaping activities. A
positive fact in the structure of municipal
expenditure of Burgas in 2014 is the envisaged
reduction of administrative expenditure by 5% to
10.8 million BGN compared to 2013. The expenditure
for cultural and sports activities grows by 11% on
anannual basis and the expenditure for education,
health care and social activities remain at the
same relative levels.
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Providing resources from the

financial market

Providing adequate resources from the local
financial market at relatively good price conditions
and risk parameters and their investment in social
activities could have a beneficial effect on the
economic development of the municipalities and
the competitive positioning of their public projects
and initiatives. It is known that the cost of
financing is determined by its market supply and
demand. In most developing and transitional
economies, the supply of capital available fromthe
domestic private economy greatly exceeds the
opportunity for investment [51. The current market
situation in Bulgaria is characterized by sustained
demand for alternative investment instruments
with relatively low risk and moderate returns by
|large institutional investors such as investment
funds, pension and insurance companies. This
opens up opportunities for a successful issuing of
municipal dept in the local financial market.

Bank loans
Bank loans traditionally enjoy the status of the
most commonly used source of financing. This is
due to the experience that banks have in the field
of specialized provision of banking services to
municipalities and the possibility of securing
loans with movable assets or real estate municipal
property. Banks also treat municipalities as
borrowers with a favorable risk profile, as they
have guaranteed revenues from local taxes and
fees.

|t is common practice in bank lending to set
limits and conditions that do not always meet the
interests and abilities of borrowers. For example,
banks require securing loans with immovable or
liquid movable property of the municipality of a
Value exceeding by a certain percentage the
nominal debt to the bank. Another approach thatis
troublesome for borrowers is the inclusion of
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restrictive clauses in the loan agreement that limit
the ability of municipalities to attract additional
debt capital.

The dynamics of long-term indebtedness of the
municipality of Burgas (table 1) shows that the
financing of long-term bank loans has sharply
increased over the last two years of the analyzed
period. The resources coming from these loans are
invested in capital expenditure. The annual
amount of the interest due under the utilized bank
loans is expected to grow proportionately to the
growth rate of the loan facilities. Until 2014 the
municipality has duly paid all obligations under its
bank loans and has not admitted delays.

000 201 2012 2013 204
Utilized loans 6365 10004 1032 27176 24340
Repaid foans 3682 4229 A58 5808 574
Paid interest 560 " 9% 8 80

fable 1: Dynamics of the long-term deot of the
MUmicipalty of Burgas [ihousand BGN), source:
Annual 1éports on the lmplementation of e
Duager of the municipality of Burgas; Budger 2014
O the municipality of Burgas.

Municipal bonas

Municipal bonds are a complex debt instrument
that overcomes some of the limitations of bank
loans. How to calculate the cost of financing in
municipal bonds? A specific feature of the bond
loan is that it Is distributed with the help of a
professional  investment  intermediary

underwriter of the issue. The cost of financing of
bonds must contain first of all the underwriter’s
compensation, as well as all costs associated with
the preparation of the issue. Then the influence of
some essential fundamental factors should be
taken into account. The impact of these factors is
not amenable to control by the issuer. Such factors
are, for example, the stage of economic

development, inflation and the monetary policy
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pursued in the country. Their effects are expressed
in the formation of a percentage risk premium,
which largely determines the cost of financing in
municipal bonds [61. The "liquidity" factor can
also affect investors' interest, and therefore the
cost of financing. Most investors prefer
investments in liquid assets and other things
being equal they will tend to choose lower returns
in exchange for oreater liquidity of their
investment [ 7].

Bond loans are one of the instruments which have
not been used by the municipality of Burgas and
which may turn out to be an efficient tool o
finance projects with long-term socio-economic
benefits. It has been widely discussed that bond
loans offer some advantages to bank loans in
terms of lower cost of financing when the
borrower’s investment rating is available [8,9,101.
Theinvestment rating of the municipality of Burgas
has been assessed by BCRA Gredit Rating Agency
(table 2).

Rating
Initial rating
(08.2008
Update
09.2009
Update
30.08.2010
Update
13.01.2012
Update
25.02.2013

Long-term
B

BBB

BBB+

BBB+

A-

Perspective
Stable
Stable
Stable
Positive
Positive

Short-term

& o & & <3
< < < < <

lable 2: Creait rating or the municioality of
BUrgas, source: www. bera-g.com

The rating issued to the municipality of Burgas and
Its updates in a positive direction indicate that the
municipality may be financed with a bond loan at a
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relative low cost due to its investment rating. A
bond loan would have considerably decreased the
budget expenditure by optimizing the payments of
interest rates [8,111. Bank loan interests are
usually paid in monthly installments while the
payments of interest coupons under bonds are
made once or twice a year. A possible substitution
of some bank loans with bond issues requires
preparation of prospectuses o acquaint the
investors with the investment intentions of the
municipality.

Pooled Finance and Revolving Funas
Pooling is @ more complex option than the issue of
municipal bonds. It is realized through the
estanlishment of a separate entity, such as a
special investment purpose fund. This fund acts as
an issuer of securities and mediates between the
municipality-borrower and the investors. The idea
0f pooled finance is to lower the issuance costs.
This scheme is successful for the financing of a
number of similar projects carried out by various
municipalities or a joint project whose financing
would be provided Simultaneously by several
municipalities. The establishment of a common
pooling fund in such cases leads to substantial
c0St savings compared to a scenario where each
municipality alone bears the costs of individual
dentissues.

Revolving financing is a complex and
institutionally more advanced version of pooling
schemes. Instead of setting up a special
investment purpose fund, the revolving approach
offers a principally different vision of financial
mediation, consisting of the establishment and
operation of an institution with a long-term
Mission and status, which has its own assets. This
nstitution is not limited only to the
implementation of individual projects, and actively
supports the provision of financial resources and
the implementation of municipal projects. Funds
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can be collected from different sources: national
and European funds, donors and private investors.
The great advantage of revolving financing is that
it "produces” financial instruments that meet
investors' interest as concerns the size of the
investment, liquidity and risk.

Diagnostic indicators for the choice

of a financing option

The most important diagnostic indicators that
influence the choice of financing sources of
socially significant projects are the market
interest rates, the maturity of the debt instrument
and the degree of development of the local
financial infrastructure.

Interest rates are structured according to
inflation, the maturity of the investment, the
current market conditions (Supply and demand)
and the borrower’s risk rating. All things being
equal, interest rates increase with the increase of
the duration of investment to compensate for
inflation and the investment risk assumed.
Negotiating the interest rate is usually done under
two basic conditions - variable or fixed rate. In
negotiating a "floating" interest rate the latter is
based on generally accepted benchmark indices
suchas Libor orthe local index Sofibor. The variable
interest rate is sensitive to market conditions and
reacts to any change in the underlying index. Thus
the lowering of the indices reduces the cost of
financing for the issuer, while their increase leads
torising of the cost of the resource.

As for bank loans negotiating the so-called
"stop-limits" could be a reliable protective
technique for the pricing of municipal debt with
Variable interest rates. When the indices forming
the base interest rate grow at a rapid pace, the risk
arises for the borrower to pay higher and higher
interest rates. The stop-limit is @ maximum fixed
interest rate for the borrower as a guarantee that
the interest rate of the loan instrument will not
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"exceed" the limit previously agreed with the
lender. The presence of such a clause in the loan
agreement restricts the uncontrolled growth of the
interest rate. This provides a solid "insurance" of
municipal debt against its sudden appreciation
and even impossibility for repayment. At the same
time, the limiting of the interest rate allows the
municipality to forecast and evaluate the risks and
1o calculate the maximum interest rate that it can
afford to pay even in conditions of extreme
uncertainty and instability of the financial
markets.

The fixed interest rate on the loan exposure of
the municipality provides greater security and
predictability of future repayments of the debt. The
fixed rate protects the borrower from the
uncertainties resufting from rising market
interestrates. However, fixed interest rates deprive
borrowers of the opportunity to lighten the debt
servicing in periods of significant declines in
market interest rates.

The maturity structure of the debt is another
important factor that influences the choice of
sources and tools for financing municipal debt.
The successful implementation of projects
requires that the period of debt servicing coincides
with the period of return on investment. The social
municipal projects typically require a long-term
investment, which implies the choice of an
instrument with adequate maturity - from 5to 7or
even 10 years. With respect to the relation
"maturity of the loan - term of the investment"
bank loans are not without some drawbacks. The
long-term payback period of social municipal
Drojects can become a major problem in dealing
With banks. Banks may express reservations and
not be willing to provide the necessary long-term
resource, since they are dependent on the maturity
structure of their deposit base. If the maturity
structure of bank deposits is rather short-term,
banks will face the risk of gap between the
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maturity of their assets and their liabilities. Inthis
respect, bonds have priority over bank loans
hecause they allow flexible custom “design”,
which satisfies the requirements concerning
maturity, vield, interest payments and other
parameters both of the issuer (municipality) and
of the most influential investors.

The degree of development of the local
financial infrastructure is another important
factor. The capital market plays an important role
in mobilizing private long-term resources as it
provides a "meeting" between investors and
investment opportunities. Providing the necessary
long-term borrowing for a municipality depends on
the degree of development of the institutional
infrastructure of the capital market, including
investment banks and brokers, regulators and
rating agencies. Are there reliable sources to
provide long-term resources to local financial
markets, necessary for the implementation of
social municipal projects? It is an axiomatic rule
that long-term financial resources are formed in
the availability of long-term savings in the
financial system of a country. The activity of
private pension funds and insurance companies in
the local market is an indicator of the availability
of resources with such maturity. Pension funds
and insurance companies accumulate long-term
investments of their clients and strive to
transform them intoinvestments of corresponding
maturity. They are interested in the opportunity to
diversify their investment portfolio by investing in
long-term instruments with predictable risk and
return. The issue of long-term municipal bonds
with a good investment rating would undoubtedly
beof interest to those large institutional investors,
as it will provide diversification, and thus mitigate
the risk of their portfolio.

The ability to select appropriate sources of
funding for municipalities also depends on a
number of important conditions relating to the
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specificity of the state structure, local government
and regulation of the relations between the state
budget and local budgets. One major factor is
undoubtedly the level of decentralization.
Decentralization of power is a global pnenomenon
that is more pronounced in developed economies.
Decentralization gives local authorities more
freedom but also greater responsibilities
regarding the generation of revenue and
incurrence  of costs.  Decentralized local
governments need an adequate legal and
regulatory environment. Municipalities Should be
6gally empowered with the right to free access to
financial markets. Local authorities should be able
to make independent decisions to raise resources
from financial intermediaries or by issuing dent
instruments, and to dispose of liquid movable and
immovable municipal property.

Conclusion
The limited Subsidies for local activities from the
central budget requires efficient use of the
generated own revenues and supplementing the
shortage of resources in the financial market.
Resources to finance social important projects
using the own resources the municipality of
Burgas may be obtained by restructuring the
expenditures of the municipal budget. It would be
appropriate to reallocate more resources to
activities related to the rich cultural and historical
heritage and the places of special natural interest.
This would have a favourable impact on the
possibilities to generate more income in the future
for the municipality from the increased tourist
flow.

Gaining investors’ trust is of crucial
importance to form an attractive cost of the debt.
Investments offering security under conditions of
relative profitability draw investors’ interest. The
municipality of Burgas has all required conditions
fo attract investors’ interest and to achieve
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attractive terms under the municipal bond debt.
The stable financial situation of the municipality,
the sustainable growth rate of its own revenues,
the active investment program, the sound
financial management and the absence of overdue
obligations are indicators favouring a successful
municipal bond issue. In view of the proven higher
cost efficiency of bond loans when an investment
rating has been provided the financing of projects
of S0cio-economic significance could be partially
or even fully supported by the issue of municipal
bonds. In the future, subject to appropriate
conditions and improved financial infrastructure,
the municipality could reap the benefits of
consolidated schemes to raise financial resources
through pooling and revolving financing.
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