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The term ‘municipal bodies’ is generic, used to describe local administrations or statutory undertakings providing civic
or infrastructural services. Financial instruments issued by municipal bodies to raise resources from capital markets
are commonly known as municipal bonds. Municipal bonds may be of many types, with varying durations and for
different purposes, with fixed or variable interest rates. Municipal debt may be raised for project financing, equipment
financing, or to meet cash flow requirements. Such debt may also be raised to meet extraordinary expenses of a non-
recurring nature.  However, the most common objective for issuing municipal bonds is to raise capital for infrastructure
projects, the benefits of which accrue for several generations.

In India, municipal bodies are the main providers of key urban services like water supply and sewerage. There are
at present 73 municipal corporations, 1770 municipal councils, 229 Town Area Committees and 717 Notified Area
Committees in India with state governments having the discretion in deciding the status of urban settlements. In some
cities, municipal bodies account for a significant share of total public spending in the metropolitan areas. For instance,
local expenditure accounted for a significant 43% share of the estimated total (central, state and local) government
spending in the Mumbai metropolitan area while in Ahmedabad, the share of local expenditure in total government
expenditure was 31%.

Despite increasing urbanisation and the consequent pressure on urban services, the financial powers and responsibilities
of municipal bodies have undergone negligible changes. This has rendered municipal bodies unable to garner the
resources required to meet the demands of growing urbanisation.

In the present scenario, budgetary allocations to municipal bodies cannot be expected to increase substantially and
may even decrease, with the control of fiscal deficit becoming a critical area of economic management. Concessional
funding from financial institutions can be ruled out. Access to multilateral and bilateral funding is also going to be
difficult, as there is increasing pressure from the donor countries to bring about greater accountability and market
orientation in the projects financed by them. Municipal bodies, therefore need to identify new sources of funds, such
as municipal bonds, for financing their schemes.
There are mainly two types of municipal bonds viz., general obligation bonds and revenue bonds :

a) General Obligation Bonds (GOBs)

These bonds are backed  by a pledge of the full faith and revenue raising powers (mainly taxing powers) of the
municipal corporation. The use of General Obligation bonds may be appropriate for financing general municipal
functions, where it may not be possible to ensure direct cost recovery from specific projects [like roads, street lighting,
public health, etc.] Through a GOB issue, a municipal corporation with a good financial position can use its overall
credit worthiness for raising finance for projects, each of which may not be commercially viable, on its own.

b) Revenue Bonds

These are primarily backed by the user fees or service charges paid by the users of a particular service. Revenue
bonds are normally off-balance sheet liabilities of municipal corporations. They are used primarily for funding revenue
producing public services such as housing, water supply, toll highways, ports, airports etc.

The municipal bond market is a specialised segment of the debt market. In the US, most urban infrastructural projects
like water supply and sewerage are funded through issue of municipal bonds. Also, the secondary market for municipal
bonds is active, with sufficient liquidity. Some municipal bonds are tax exempt, thereby lowering  the cost of borrowing
of the issuer. In India also, some measures have been introduced to attract investments in infrastructural projects which
include a five year tax holiday to BOOT operators in infrastructure projects, tax benefits to financial institutions on
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interest and dividend income earned from financing infrastructure projects and tax benefits on investments in
infrastructure. However, until recently, municipal bodies in India did not attempt to tap the capital  markets. The reasons
for this include poor credit quality of municipal bodies, nature of projects being funded (long gestation period, erratic
revenue flows etc.), availability of alternate sources of finance and lack of liquidity in the secondary debt market.

The Ahmedabad Municipal Corporation’s Rs.1000 million General Obligation bond issue (proposed) was the first
municipal bond issue in India, to be rated. Pune Municipal Corporation (PMC) approached CARE for a credit rating
of its proposed Rs. 2000 million General Obligation Bond issue and was rated CARE AA.

The parameters that are considered in credit rating of municipal bodies may be broadly classified under the following
heads :

Economic base

The basis of a community’s fiscal health is its economy which affects its major revenue sources such as octroi, property
taxes etc. Economic conditions dictate the quantity and quality of services delivered.  The first step is, therefore, a study
of the issuer’s location, infrastructure, natural assets, liabilities etc.  The other factors would include the tax base, its
composition and the employment base.

The ability to repay debt, without excessive reliance on government grants, ultimately depends on adequate income
levels in the local area. Hence, from a rating angle, an area having an economically diverse tax and service base
is a positive factor. However, these base strengths need to be tapped through an efficient tax structure. Also a strong
service base needs to be reflected in commercially priced urban services. Generally, those communities with higher
income levels and diverse economic bases have superior debt repayment capabilities.

Legal factors

The revenue raising powers of municipal bodies and the degree of actual control over some of these revenues,
considering consumer resistance to tax and user charge hikes, need to be analysed. Borrowing and repayment powers
are studied with reference  to the authorisation(s) required for raising debt and the overall limits on borrowing. Also,
the effectiveness of collection enforcement mechanisms of municipal bodies need to be studied.

Administrative factors

Here, the organisational structure is analysed to evaluate the depth of management and extent of delegation of
powers. Track record in project implementation is studied to evaluate project management capability as well the
likelihood of completion of future projects without cost and time overruns. The ability to revise taxes and user charges
and effectiveness in ensuring compliance is also reviewed. The management information systems are studied to
evaluate the control and planning processes.

Timeliness of budget adoption is another factor considered since the budget is an expression of administrative
capability.  Timely adoption reflects cohesiveness in both the administrative and political processes.  Late budgets are
a hindrance to planning and an indication of political difficulty.  The administration is expected to exhibit a willingness
to make revenue and expenditure adjustments to ensure a realistic operating budget.
Debt factors

The analysis of debt focuses on the debt structure, the current debt burden, the future financing needs of the issue
and the nature of any commitment of dedication of cash flows.  The analysis includes a study of the current and past
trends in the composition of debt, in terms of  the cost and maturity. Track record of past debt servicing and  debt service
capability for future debt are analysed to assess both the capability and the willingness to service debt. The impact
of any prior charges on cash flows on future debt servicing is evaluated. Also, any recourse available to lenders in
case of default by the issuer, as per the governing municipal Act, will be examined.  Any cap on total debt and its
impact on financial flexibility will be analysed.

Financial factors

The financial condition of the issuer is evaluated through an analysis of  financial statements. The quality and nature
of assets and liabilities as well as composition, trends and stability of revenue and expenditure and their composition
are studied. The ability of the issuer to maintain buoyancy of revenues  through regular increases in taxes and user
charges and better collection efficiency is studied. Further, the ability of the issuer to curtail wasteful expenditure and
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improve operational efficiency is analysed. The ability of the issuer to maintain a revenue surplus and service current
and future debt is evaluated. The prioritisation of past capital expenditure as well as their financial implications are
studied to evaluate the financial planning process of the issuer. Also, flexibility of the issuer in raising resources to
meet unforeseen contingencies is studied.

The budgetary and planning processes are studied while actual performance is measured against each year’s budget.
Accounting and reporting methods peculiar to municipal bodies are noted.

Budgetary support from the state government in the form of grants form a large component of revenues in some
municipal bodies. The stability of these revenues would depend on the finances of the respective state government.
Hence, for assessing the creditworthiness of these municipal bodies, the finances of the state government needs to
be analysed. Parameters to be analysed include the economic condition of the state, major sources of revenue and
expenditure, stability and trends of major revenue streams, current and past trends of revenue surplus/deficit, tax base,
stability and trends of transfers from the centre, current and past debt profile, debt servicing capability, disbursement
schedules for grants and their timeliness etc.
Project viability

This involves an in-depth study of the project being funded including committed sources of finance, assumptions
behind projected revenue and expenditure over the tenure of the instrument, extent of cost recovery through user
charges, availability of general revenues for  debt  servicing  and  committed  budgetary  support, if any,  for  the
above project. Credit enhancement measures, if any, are evaluated to assess impact on timely servicing of debt. Also,
sensitivity analyses may be conducted for cost and time overruns, cost of borrowing and user charge increases. In
the case of a revenue bond, only revenue streams from the project are used for debt servicing.

Considering the above factors, the important parameters to be studied in the credit rating of municipal bonds could
include the following:

A. Economic factors

t Nature of local economy;

t Local employment and income characteristics;

t Development indicators and current availability
of urban services.

B. Legal set-up

t Borrowing powers and limits;

t Pending litigation’s or disputes;

t Powers of taxation;

t Powers to levy user charges;

t Actual control over revenue sources considering the political implications of tax and user charge hikes;

t Collection enforcement mechanisms under the Act and restrictions on operations;

C. Administrative factors

t Organisational structure;

t Division of responsibilities between the Administrative and Political wings;

t Quality and continuity of management, extent of delegation;

t Depth of management ; extent of delegation;

t Tax billing, collection and enforcement mechanism;
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t Track record in project implementation;

t Degree of autonomy enjoyed by the local body;

t Management Information System;

t Industrial relations.

D. Accounting and Auditing Practices

t Systems of accounting;

t Nature and quality of audit.

E. Debt Factors

t Composition of current debt burden;

t Interest and debt service coverage ratios;

t Past debt service performance;

t Evaluation of credit enhancement mechanisms, if any;

t Commitments/encumbrances on cash flows;

t Degree of reliance on short term borrowings;

t Maturity matching profile;

t Recourse available to lenders, in case of default, as per the Act.

F. Financial Indicators

t Fiscal data on the issuer;

t Budgetary and planning processes;

t Tax base and past trends;

t Composition and timing of revenue and expenditure, past trends;

t Trends in tax rates and user charges;

t Extent of cost recovery on various urban services;

t Financial flexibility to meet unforeseen contingencies;

t Revenue surplus/deficit;

t Extent of State budgetary support;

t Operating and collection efficiency;

t Sources and allocation of capital expenditure, trends;

t Extent of borrowings, if any, from non-governmental sources and the degree of compliance with the credit
discipline imposed by such lenders.
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G. Finances of state government

t Trends of revenue surplus/deficit, revenue deficit/Gross Fiscal Deficit;

t Interest payment/Revenue expenditure; Debt servicing/Gross transfers;

t Non-development exp./Aggregate disbursement; Tax revenues/Revenue exp.;

t Gross transfers/Aggregate disbursements;

t Trends in overall deficits and Gross Fiscal Deficits.

H. Project Viability

t Constitution of the project as a departmental project or an SPV;

t Sources and uses of funds for project being financed;

t Analysis of projected revenues and expenditure for the tenure of the instrument as well as the
underlying assumptions ;

t Revenue flow pattern from the project and extent of cost recovery;

t Committed budgetary support and other credit enhancement measures;

t Sensitivity analyses to user charge hikes, cost of borrowing etc.;

t Evaluation of credit enhancement measures, if any.

INFORMATION REQUIREMENT FOR RATING MUNICIPAL BONDS

GENERAL OBLIGATION BONDS (GOBs)

t Profile of the city including physical, historical, economic and demographic profiles;

t Organisation  and MIS structure;

t Budgetary and planning process;

t Billing and collection mechanism;

t Legal background and obligations (including borrowing and repayment powers);

t State government devolutions - (subsidies and budgetary supports);

t Annual accounts for last five years;

t Accounting and recording methods, accounting policies;

t Budgets for last five years (including current year);

t Current debt profile and repayment schedule of existing debts, defaults if any;

t Current tax base, rates and user charge rates for various services (maximum limits thereon);

t Plans for revision thereof;

t Cost recovery data on various services rendered;

t Projections;

t Other borrowing plans including repayments

t Additional guarantees or other repayment comforts available

REVENUE OBLIGATION BONDS (ROBs)

t All of the above (for GOBs) and

t Project appraisal report
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Disclaimer

CARE’s ratings are opinions on credit quality and are not recommendations to buy, sell or hold any security.
CARE has based its ratings on information obtained from sources believed by it to be accurate and reliable.
CARE does not, however, guarantee the accuracy, adequacy or completeness of any information and is not
responsible for any errors or omissions or for the results obtained from the use of such information. Most issuers
of securities rated by CARE have paid a credit rating fee, based on the amount and type of securities issued.

For Further details please contact at :

CREDIT ANALYSIS  & RESEARCH LIMITED
Kalpataru Point, 2nd Floor, Kamani Marg, Sion (East), Mumbai - 400 022 INDIA.
Tel. : 56602871-75 / 2402 4541/3 • Fax : 56602876 •  E-mail : care@careratings.com


