Excerpt from FS Series #1: enabling sub-sovereign bond issuances
B2.
Case 2: Johannesburg’s Pioneering Municipal Bond Issue

B2a.
Background and Environment

Under apartheid, municipal governments in South Africa borrowed extensively from the private sector using bonds and loans, both for short-term financing as well as for capital investment needs. This was possible thanks to the existence of a relatively active municipal bond market, albeit not very liquid, that was created in part by a “prescribed investment regime” where financial institutions were required to invest a percentage of their portfolios in government debt, including municipal bonds. Municipal securities were attractive investments, as they carried an implicit guarantee from the government, paid a modest interest rate premium, and were considered basically risk free. In 1994, following democratic elections, South Africa ended apartheid rule. The new government ended the prescribed investment regime, choosing not to guarantee funding for municipal capital investments and to expand municipal governments to include formerly black townships. The government also required municipalities to provide basic infrastructure services to the majority-disadvantaged population. 
The inherited backlogs in infrastructure, increase in population served, and associated demand for infrastructure put significant pressure on municipalities to ensure the adequate provision of basic services and caused deterioration of their creditworthiness and borrowing capacity. Between 1994 and 2000, the City of Johannesburg (COJ), like many other municipal governments, went through a period of severe financial distress. During this period, the municipal bond market basically disappeared, and the main sources of credit became the Development Bank of Southern Africa (DBSA), the Infrastructure Finance Corporation (INCA) of South Africa, and a few commercial banks. The City of Johannesburg’s huge post-apartheid capital investment needs produced an almost threefold increase in its capital budget.
 As a result, the city became heavily indebted to DBSA, INCA, and other financial intermediaries.

B2b.
Objective of the Transaction

In 2004, the COJ issued a six-year bullet bond (a non-amortizing, interest-only bond) without any credit enhancement for South African Rand (ZAR) 1,000 million (approximately USD $153 million). Later the same year, it issued a 12-year bond, also for 1,000 million ZAR, with a partial credit guarantee (PCG) covering 40 percent of the principal from the DBSA and the International Finance Corporation. The objectives of this municipal bond transaction were mainly to: 

•
Finance capital expenditures for water, urban streets, and electricity distribution projects.
•
Refinance outstanding high-cost loans and produce cost savings by lowering the overall interest rate of the city’s debt obligations.
•
Extend the maturity on the city’s debt to lower debt service payments and improve the matching of funding maturity to asset life.
•
Tap into the institutional investors market to diversify sources of funding.
•
Liberate the city’s assets pledged as collateral for earlier loans. 

In addition, the transaction was intended to help develop the South African municipal bond market by introducing new types of assets and enhancement instruments that could be replicated in other cities.
B2c. 
Preconditions and Prerequisites 
Recognizing the need for municipal infrastructure investment and the importance of leveraging private sector capital to finance the country’s infrastructure backlog, the city government developed a sound policy framework
 for municipal borrowing. The policy identified municipal bond issues as a necessary component to finance infrastructure development, and enabled the COJ to issue its first infrastructure bond. Some of the key policy provisions for municipal borrowing included no government guarantees, no tax advantages in holding municipal debt, and prevention of municipalities borrowing from overseas.

In addition, the COJ went through a methodical analysis to decide whether a municipal bond issue was possible. Among the analyzed topics were: 

•
Whether or not the city could issue an infrastructure bond, given its current levels of debt 

•
Whether a bond issue or regular bank loan was best to finance the city’s infrastructure needs

•
What the type and purpose of the bond should be.

•
Whether the market had an appetite for that type of instrument

•
The city’s own credit quality 
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As a result of the analysis, the COJ concluded that although it would face serious challenges, a bond issue was possible. However, to achieve longer maturities and to reduce the financial costs to the city, it also concluded that a credit enhancement would be needed, particularly given that the city had a moderate credit rating (A- local) and that it still had qualified audit reports on its financial statements. Subsequently, the city conducted a rigorous and systematic transaction design and implementation process (see box at right) that resulted in a successful issue by a first-time issuer.

B2d.
Model and Financial Structure

The City of Johannesburg’s first municipal bond was issued in two tranches. The first tranche (COJ01) was issued in April of 2004 for ZAR 1 billion (approximately USD $153 million). It was structured as a bullet bond and had a six-year maturity, reflecting the city’s A- credit rating and the fact that the obligations of the issuer in respect to the bond were not guaranteed. These were general obligation bonds that pay interest at a nominal rate of 11.95 percent a year, payable semi-annually. When issued, they were oversubscribed 1.5 times, resulting in a final spread of 230 basis points above the benchmark for risk-free government securities. 
The second tranche (COJ02) was issued in June 2004, also for ZAR 1 billion. This was the first structured municipal bond in South Africa. Its 12-year maturity (2016) was the longest for a municipal bond ever issued in the country. The bond was possible because of a partial credit guarantee provided by IFC (AAA international, through its municipal fund) and DBSA (AAA local). The PCG guarantees the city’s bond obligations for payment of the principal and interest up to an aggregate maximum of 40 percent of the principal amount. It is shared equally, but not on a joint basis, between the IFC and the DBSA (each guarantor is liable for up to 50 percent of the total guaranteed amount — pari passu — without recourse to the other party). The PCG also raised the bond’s credit rating three notches above the City’s stand-alone credit rating of A- to AA- (local) by Fitch Ratings. 

The COJ02 bonds bear a nominal interest at 11.90 percent a year, payable semi-annually, and their principal is amortized over the last three years of the life of the bond on six equal semi-annual installments. At the time of issue, the bonds were oversubscribed 2.3 times, resulting in a final spread of 164 basis points above the risk-free benchmark. The reduction in the spread (71 basis points less than the non-guaranteed six-year bond) demonstrates strong investor demand despite the longer maturity. The bonds were listed and traded on the Bond Exchange of South Africa (BESA).

B2e.
Results

The City of Johannesburg’s first general obligation bonds were successfully issued in 2004 to finance capital investments and to refinance almost all of its outstanding debt. The bond included a PCG that resulted in an enhanced credit rating and, therefore, significant cost savings for the city by lowering the overall interest rate. It also resulted in lower debt service payments by extending the maturity of the debt from six to 12 years. The issues were significantly oversubscribed, demonstrating strong demand and a robust endorsement of both the issuer and the enhanced bond structure. 

B2f. Sustainability and Replicability
The COJ’s bond issue inaugurated the municipal bond market in South Africa. It created a new asset class; a benchmark for long-term municipal debt; and new credit enhancement mechanisms, provided by a local financial institution, for potential replication in other South African cities. The successful experience with the first bonds established the foundation for subsequent new and innovative issues. 

In April 2005, the COJ issued its first bond under a Domestic Medium Term Note program for ZAR700 million. This new offering did not include a credit enhancement and it was the first in a series of issues intended to raise ZAR 6 billion from capital markets through 2010. Showing again a significant level of investor demand, the issue was oversubscribed 3.8 times and resulted in a final spread of 164 basis points above the risk-free benchmark. The city’s credit rating has since increased to AA- local, and recently it issued its first retail bonds (Jozibonds) with two-year, three-year, and five-year maturities. 

Johannesburg 


Municipal Bond Process


�2001: Idea first considered


Concluded that the city was not yet ready


2003: Idea revisited


•	Feasibility study & analysis of existing debt profile


•	Visit to Mexican municipal issuers


•	Appointment of bond advisor and lead arrangers


•	Road shows


—	International: To find an international guarantor


—	Local: To introduce “the credit” to the investors


2004: Full speed ahead


•	Local road shows to sell the offering


•	Rating agencies


•	Legal work regarding guarantees, etc.


•	Book building





Source: City of Johannesburg (www.joburg.org.za)














� Capital investment budget increased from 125 million in 1994 to $350 million in 2004. 


� The Municipal Structures Act of 1998 and the Municipal Systems Act of 2000 regulated municipal finance and remained in force until the overarching Municipal Finance Management Act of 2003, designed ensure sound and sustainable financial management of local governments, became law.





