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CREDIT FACILITIES FOR LOCAL AUTHORITIES
I INDUSTRIALISED COUNTRIES - A SURV“Y

Intrqduotion and,some;generdl aspects

"When approachlng to the subgect “Credlt Facllltles for Local
Authorities™ 4t is essentlal to see and to know that there are some
basic aspacts and general principies, which do in fact apply to

industrlallsed Counttries s Well as to emerglng countrles.

Above all, fcr any borrow1ng 0perat10ns in favour of loeal

: authorltles there must be in esttence a well ﬁorklng anﬁ Wﬁll
organised-banking system Whlch is able 1o meet the various borrow1ng
and_otner financial reguirements of loqal-author1tles, This 1mportant
precondition cannot be waived or omitted because in thé absence of .
adequate banklng fa0111t1es there will hardly be adequate or sufficient
eredit facilities. A4 this siage of our con31deratlons, it does not
matter yet- in which way such a banklng pystem should be organlsed or

he establlshed9 (e.g. for Jnstance on a dpcentrallsed or on a
centralised bas1s) Those prohloms should be dealt w1th at a later

stage.

1. Banking and éredit

There iam an 1mportant and 1ﬁsepa ch connectlon between the
follow1ng facts in its ultlmate orlgln or source all banklng
1nst1tutlons, (e,g, more or lesdz all oanks) do in fact depend to & most
v1tal degree on the "oredit" {which means confidence or trust) in a
bank's standlng and in its good reputation. Nobody throughout the world
would ever entrust his money or his sav1ngs'uo a bank if he is to fear
that the bank might becomegiqnqvgubana thvs ghould fall to meet its
obligations, which means the 1mp0551b111ty of repay1vg deposits TGGSlVGds
Therefore in the absence of ﬂuch ”"redlt" in dep051tor s or in the publlo
oplnlon, nobody will be prepared to put any funds in a bank. In
consequence, a bank will not be able to effeect any borrow1ng operstions,

for iunstance in favour of local authorities.
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9, Safety for depcéitoﬁs

In order to create such confldence or credlt in their standing,

and thus to cbtaxn the funds required for borrow1ng cperatlcns, ‘banks

have to offer approprlate prctectlon Tor their dep031tors' funds. This

1ndlspensable probectlcn or. Safeby for dep051tors funds may bci; P

cbtalned for 1nstance by neans of:

@

(c)
@

(&)
(£)

(&)
{n)

a guargntee granted‘by a local or central'authorifj which

guarantee is to cover all of the bank’s llabllltles

a‘inclﬁding:fﬂe;baiances_oi d99051tors,

@

certéin_limitations as to the bank's loan transactions
Whichllimitaticns are t0 be impoged on the bank by means

of its statutes, regulations and bye-laws;
a sourd businéss policy on the part of the bank,

the bullilngﬁup of adequate reserves for meeting any

: p0351ble 1osses or contlngencles on, the part of the bank.

These reseérves are to be allocated out cf the bank's

earnlngs or profits
the provisions of the national banking law;

the customary supervisions and controls exercised by the

Kational Bank and other bodles,
the examlnatlcnS'exerclsed'by independent auditors;

other measures.

Provided that these preconditions and conditions as outlined

before are given or being met {e.g. a well working banking organisation

which énjoyé a'doubtless reputation in public opinion and sufficient

protection in favour of dep051tcrs‘ funds) then there can and will be

gufficient borroulng facllltles 1n favcur of lccal authorltles.
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ThlS is Whm tradition &aienceand-experience in an industrialised
country as Germany. ghow and these arée some principles which to my
personal opinion do apply to a very great extent also to the financial
. broblems in emerging countries and especially %o local authorities

borrowing.requirements,

3. Local authorlbles and Ffinancial - 1nst1tuu10ns ne tbe German Sav1qgs
Banks model '

In orae"'to maa%:thelr flnan01a1 and borrow*ng requlrements and
to fulflll thelr Va*10L9 raSKS, looal authorlties need th~ assgistance.
and services of a banklng system or organlsatlon, Thanks to the
outstandlng con31derat10ns of br. Werner Schmidt, I am able to conflnef
- my confribution to this pomnt to a few remarksg. As you certalnly have
noted from Dr. Schmidt's statements, in Germany there exists the
Savings Bank Organisation which in %this connsction any be described as

the "classicalabankers to ldcal suthorities". Classical moans thats

(a)  their experience in mors than 150 years of German baﬁklng_
' :hlstory,
.(h) their_good co—operation with local authorities for many

" years and generations;

{c)  their excellent orpanisation of 863 savings banks with
mere than 1350001branch offices and z staff of about

100,000 neople uhwougMOht Wesie il Ge;manyg

(&) thezr poxertul xlnanclal Tresources whioch comprlse for
1n5tancn of aboui Dautoche Warks 70 .000 OOO OOO-—— alone
in savings depoaltﬂ entrusted to them to which may be

added many furthewr mlllla ~dg- of own funds and reserves;

(®)  their co-cperation w1th'the "Girozentrslen” which act as
barkers to the savings banks resulting in a further.
strengthering of this Organisation. The 14 Girozeniralen
dispose of assets of about Deutsche Marks €0.000.000.000 ,—

and have themselwves gome thousands of employeess
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- made: this banslng organlsatlon the ideal bankers and flnanclers serving
the financial requlrements of local authorltleq in maniforld Ways.:"To
my personal opinion,- there are absolute ly no reasons to be geen’ Whv
this Organisations' tradition and experience should not be mobll;zed for
and adaﬁted to the requirements of emefging éountriés} @rd%idédfﬁﬂéf'
there is a d931re ar 1ntcrnst on. part. of these countries. Purtharmore,
I am fully convinced, that such an adapted organlsatlon can: play ‘at
important role in the progress, growth and wealth of for 1nstance
Afrlcan countrlesq To fully understamd and to share ﬁhls oglnlon, one
must bear in mind that Sav1ngs Banks in Germavy starte& worklng when
per Gaplta 1noomeshave been extremely low, capital formatlon in-
sufflclent and the bulk of Germany's National Product was mainly
derived from agricul ture and - only to a emall degree from 4ndustrlal

productlon.

Thug, there werse many parallels t¢ an emerging couniry. -
Perhaps the most 1mportant point is that such a banking organisation
may be used ss an "1nstrument of self Aig" by'means of Whlch the
monetary and oredit reserves and rescurces of an emerging econony may
be mobilized to $he bhest péssible'extentn It is further important %o
see that such "Self Aid" or "Development from within" which depends on
own initiative does in any event avoid the taking up of external loans
in foreign couqtries; This means that there will be ' a true improvement
in a coﬁntfy‘s international balsnce of payment because no payment in
foreign currency must be effected and no loss of urgently needed
foreign exéhaﬁge such as for instance Pound Sterling or Us Dciiars, etc.

is incurredn

4. Local Bﬁdgeting and Local Credit facilities

It is obvicus that there are very close relations between the
local budgeting and borrowing process. MNay I here again‘draw your
attention to Dr. Werner Schmidt's excellent survey aé to this subject

which permitsme once more to confins myself to a few remarks and for



~

. o S B/CN, 14/UAP/51(0)
Page §

Whlch method of procedure I am grateful indeed, because thls enables me-'

to deal nore’ 1nten51ve1y w1th speclflc borrow1ng problems.-

We may,ltherefore, take it 1or granted that in’ accordance Wlth |

‘the German rodel . -of an 1ndustrlallsed coantry s local borrow1ng

prpcedurgsy‘all borrow1ngs of a local authority must have.been
sanctioned of spproved in the local authority's budgei,'eggcfaﬁprpved,

in the budget prior to the actual tsking-up of & ioan. . In other words,

.theleCai?bndgetfempowexsga local authority to enter into and Finally
o oonclude-idan negotistions in accordence with the:logal authority's

‘flnanclal requlrementso' ‘This method implies the neceSSary"and

d651rable flex1b111ty which local authorities requ1re in order to

fulflll thelr tasks and in order to.determine the beut possible. time:

and extent of thelr 1ndebtedne The budget contalns, -of.course, a -
detalled plan as to the: redemptlon or repayment. of loans “taken up.
Furthermore, the budget and thus tne extent of borrow1ng iransactlons
has to be sanctloned by a uuperv1s1on authorlty ‘the declslons of which-
authorlty belng of 2 binding effect on the local author11y=s borrow1ng

plans.

As & spec;nl case may be, the Shp&fVlSlon auuho¢1ty may well L
decllne such borrow1nb plans and may therefore vesbrlct the extent of
local credlt facllltles However, as experlﬁnce shcwsq this happens
only 1n.very rare cases. It might be of" interest to know that on the
othef'hahd'a”lending-Savings Bank. .or a leozentrale (a'Glerentrale-as :
We know 1s the banker fo- the savings bank) ﬁay have any objections to‘
a 1oca1 authorltlea bcrrow1nu plansa The reason for such obaectlons
mlght be that 1n the 1end1ng bank' opinion the. borrow1ng 1ooa1 )
authorlty s exteﬁt of indebtednsss has already reaohed too high a .o
volume. In thls case, the lending bank may and Wlll contact the
superv151on authorltv and request th@m for a- ccnment on thﬂ local
authorlty s 1ndebtedﬁess or lts dpnt repaylng oapaolty. At thls stage
the superv151on auﬁnorlty will, for 1nstanoc, inform the 1nqu1r1ng baﬁk

that the- superv131on authorlty are fully aware of the local authorlty 5

£
.
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high 1ndebtedness and expressedly statlng that the progeot which is to '
be financed by meang -of borrow1ng ig -of such gieat importance or
urgence that a temporary hlgh indebtedness of a local authorlty is
1ndlspensable. After ~such a confirmation from the . supervmslon authorlty'
and after othar steps a lending savings bank has fulfllled 1ts legal
obllgat;on of examlnlng the credit-worthiness of the borrow1ng local

authorlty and the loan applled for may be granted. = . .

By the way, the' superv1szon authorlty may in this speclal case
assist the borrowing local authorlty by grantlng speClal ald for N
1nstance by means of the alloeation of 4" special grant, an equallsatlon
payment or other speciasl financial assisignce. To sum ups ’as‘set forth
before,. by means of an exceéllent co-operaticn between borrowing local =~
guthority, lending ‘savings bank and the supervision authority the
problems of budgefing, borrowing and control of local authority's’
indebtedness:can be solved and have been solved in’Germany already for
many years and generations. Pergonally,”'I could well imagine that thls
procedure as outlined in its broad principles and methods, could be"
adapted to the requirements of local authorities in emerging countrisss
I have, however, 1o srress, that such an undertsking should be carefully
stud;ed end prepared before starting, because economic condltlons,io
axperlenoe and finencial requirements will in fact differ. from country .

to country to an often very remarkable extent.

5. Soq;ces‘offoredit facilities for local authori%ies E

When examlnlng the finanecial p0531b111tles, (e. g. When to o
answer the quesblon from which sources funds may be borrowed) 1t 1s
that in prlnclple and falrly broadly speaklng there are in the maln two

borrow1ng p0551b111t1es.’

(a)_ Flrstly, as borrowing requirements of local authorities -
are falirly dlfferent ag to thelr volume or thelr tlmlng,
and as there are some. author;tles work1ng with at least

temporary surpluses of funds whllst other authorltles are.



B/ CN. 14/UAP/51(0)
Page T =~

in a tpmporary deficit 51tuat10n requlrlng temporary

borrow1ng, & solution to the varlous requwrements could

'“_perhaps be seen Ain an ”1nter~author1tyupoollng and subsequent

J:ﬂilendlng pollcy” 6Lt of own fundsu _ 13 metho& of "financing

Lh;each other" may perhaps turn - out as a workable system in

”theory. Practlcal experlence over many yearc, however,
"has showm *ha hlghly 1¢m1t°d practlcal value of such a
N pollcy or system, For 1nstance, Just one unforesesen or

‘sudden additional financial requlrement or;th@ delay in an

. -expected repayment may turn the wholé systen into a great

. muddle. - Although such & system-may perhaps work on a tiny

o)

;. system or instrument for obtainiﬁg funds for reinvestment

scale with low sums involved, it is nevertheless no

~werkable finaneial instrument.

Secondly, as experience te@dhes, the far better beking

in local guthorities reguirements is that by meang of which

the financial soprces and resources of a banking e.g.

savings banking organisation-will be mobilized. This

system will imply' the following important advantages:

(b a) For exampis, all of the various 10§al_authorities‘
'funds'and ba]ances nay be depositrd with and pooled
into such a bankinw'organisa{ion,. Practically
épbken; for instance, Prov1denb Funds, Gratuity
Reserves or Pension “unds are thus pooled into one
agency on which 1ooa1 author1t¢es can draw for their
- borrowing requn_-emenbsn This method will already in
itself result in a‘quite_considerableJStrength and

lending powsr of such an agency or bank.
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. (bv) Purthermore, to a remarkable extent -the lending

power may be enlarged by attracting deposits or
funds, for instance,rfrom private ihdividuals, or
from private enterprises, or from other public
institutions and after all from public enterprises
run by local authorities. This will naturally
“result in a further increased lending.pr capital

. power. .

(bc)<'This'remarkable'finanbial strength ﬁiilzin the
" course of time be expanded by such an orgenisation's
growing own'fﬁnds, own reserves and owd means. The .
latter ~ as seen from a banker's pdint:df view - -
provided of course that no substantial losses will
incur and that at least a moderate profit is’achieved
- after expenses, salaries taxes and the like have.

been met.

‘Finally, a further source of borrowing fadi1ifies nay be

opened by means of money markei or capital market

- transactions. Time permitting, we shall revert to this

- subject at & later stage as this point deserves fairly

normally through erperience; specially trained staff and

‘& substantial financial backing, to my personal mind and
experience guch transactions should deliberately be:
exercised exolusively by financial or banking organisations
fpr.instance such as saﬁings‘banks_and should not &ire¢t1y
be éxércised by. any local authorities. Furthermore, if
@xercised‘by‘financial-institutions, local authorities .

can avoid certain risks and responsibilities involved in .
such transactions, which risks certainly are not ?art of |

their tasks or fuanctions.
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6. Deeds of indebtedness

Far- our purposes it will be suffiqient'to summarize these

?roblems as far as possible; because they are of mainly technical

interest and they"furthermore:depénd on the type of bérrowings nade

gvailable for locsl authorities.

(&

Cwritten loan'contraet, signed by the lender and by the

©

The customary deed or instrument of indebiedness is a

borrower oonbalnlng the esgential elements of a loan

'-granted,_e f2 nrlnclpal or loan amount, rate of 1nterest,

‘method and time of repayment, _ecelpt that the amount was

paid'%b the borrower; the promise to pay interest and re-
payment instalments on the loan- granted and other such
details., Normally, the lending instifution does not- 1nslst

upon a specific securiity (Wthh means cover or qollateral),

provided of course, that the loan taken is contained in the

local authorlty g8 budget and had been approved by the

supervision authority. ¥We haweS as you certalnly remember,

Gealt with this point at an earlier stage. 'It_ls commotn

financial custom among letding savirgs banks in Germany

'that the 'taxation power" or ‘the property of & local

authorlty is regsrded as a sufficient cnfer, whlch means

. in practice, that ne special securlty must be furnished or

- prepared by the borrow1ng local auhhorlty.

Bills of bxchange as instruments or deeds for firancing

~ looal authorities aré used in Germany to 8 vefy rare
ex*[:en"h° . The reason for thls may be meen in the fact that

“bills represent a speclal legal securlty or cover which

is dlspensablﬁ when financing local authorltles. ‘However,
the use of this gomettmes valuable 1nstrumens cannot be

Walved or excluded in any event, because this depends on

'a country g or dlstrlct 8 flnanc;al customs or background.
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®

I can well imagine that for instance such bills of o

.exphange-migh%ube_of great interest in the. case:0f a
.slendiﬂg baﬁk in dn emerging - country.. Fo*- qucq bills™
: ;may evenuually be rediscounted with the nahlon 5= central
- bank or State bank thus enablinga 1end1ng bank to
vlref;nance a oe-taln par lto own bor“owlng acthltles in

“casé of‘need ky if Tlauﬂdlty “egulrements should demand

¥

such a re|1naﬂ01ng prouedu;a@

;The flnal ingtroment of. 1na°bt@dness, mun3c1pa1 bonds, -
_may be dealt with vary_quldklys becauserxn-Germany the

- issuing of guch bonds. is nornally entrusted +to financisgl

institutions and not to losal authorities.

T. ‘Périods of loans granted

" The period of 8 loan gra; nted dupends in gensra al on the purpose

for which funds are requlred or tahpn up. The cus»cmary.schedule

consists of %hree types of veriods:

Y

short—term loans which usually cover a period of up to one
year. Juch loans are mainly granted in order 4o bridge a

gap between a local authority's current revenue and its

- current expenditure. Such loans., for example, -are taken
¥ RERiE Y

in order io conduct a local authority's normal business
and tagks in an_properly and orderly way. Oiven that

revenue from taxation will be dus on the fifteenth day of

a éertain month; the salaries oic. to be paﬂd however will
~ be due on the first day oi a month, then there exists the

J1ndlspensable necessity of brldglngrph;s‘ga?'by'means of

shortmterm borr0W1n Tt is o good and ﬁéTl established

tom that Cmrmﬂn Local AutLorlbleﬁ‘ budgets do regularly

' cortalr the pr ecautloharv approval or santloﬁﬁng of such

short-tnrm borrov1ng operat¢oau, 8ege ag a precautionary

'measure which means that in case of nead no lengthy or
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dlfflculﬁ ﬂegotlatlons for shO?u-texm berrowings are
1nvolvedo On the contrarv9 such 1uan requirements can be

met Wlthlﬂ a faw dayq, sometlmes evon_within g few hours.

(D) medlumuterm leans cover a period from one: year up to about
ten years, whereas
(c) long~tern borrowings cover all lean transactions exceeding

& period of ten years.

8. A geﬂeral‘principle of local gu%horities bmwfoving noligy

Generally speaklng, the period of a non--short—term loan should
not exceed the correspondlng poriod during which the proaeat financed
by =5 1oan may be properly used by a loecal aumhorluy or a community.
For instance, in the case of a road which may he expecied to be renewed.,
say, within Tive years, the term of the corresponding loan should not exceed .
five years. In the case of a school building whick may reasonably be
expected to stand some 15 or perhaps 20 years, the term of the

corresponding loan may and .should be extended accordingly.

Among lending German banks there exists a borrGW1ng principle
whlch in this connection may be discribeld as the "CGolden Rule of

Flnanc;ng_Local Authorities”.

‘According to this principle 1éng~term projécf: should be
financed by means of long-term borrowings and iﬂ;gg;ggggﬁ by means of
medium-tern or even - which is of course the worst of all - by means of
Short—term'borrowings° A brief look on the history and experience
exercised in 1931 shows, that many a local aﬁfhority”iv Cermany entered
into more or less severe difficulties when at that tinme dlsregardlng

thls general and important principle.

..9.--MethOdS'of“rebavments

The method by which a 1oan granted 1s to De rapald or redeemed

depends in many cases on the period for whvle the - loan has been granted.
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(a)

| (b)'

- shor t-term borrowings are mainly granied on an overdraft

basis or at a fixed repayment date. In this case, as

revenue'flawv oT as repaym@nt dates are a reed upon,,the_

5,redemptlon will be effeéied znd the 1oan thus exﬁlngulshed.

As there are no specific problems, this n01nt needs no

further congideration.

medium—term and long-term borrowiﬁgs running up to or

exceeglng a ten yferd‘ period need ﬁpaQ1a1 agreement or.

"prov131on regardlnv redemptlon methods and perlodsu

(ba) Compulsary repa3ments are tnooe, where fixed. dates;;.

and fixed anounte of repayments have oxpresively been
égreed upen between borrower and lender. It is .
obvicus, that these agreements must prbpsrly.he:

fulfilled at maturity.

{(bb) Voluntary repsyrments may be agresd upon addltlonally
to compulsory payments in order 1o provide for -
additional redempiion fucilities in the interest of

the borrowsr.

(be) Block repayments mean that the total of a lcan granted
is to he repaid in ore single amount at maturity.
This method of repayment loocks very easy to-he .-
handled. However, it is being used very rarely and-
should be avoided whenever vossible, because lending
insiitutions do normally insist upon a gradual

redemption of loans, which is effected by means of . ..

(bd) the annuity method of repayments. Here, the amount

borrowed for, say ten years totalling for DM 1.000.000 .

will be divided into 10 equal 1nstalnenbs of
DM 100, 000 ;- each and are to bhe repald annually.‘_
This meuhod foers geod advantages for the borrower

as well as for the lender and is, therefore,; in common
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_ ﬁge,in‘Germanyﬂ " Personally, I would recommend: this
'méthod'as a good scheme how repaymenis should be

. arrangcda

If desxred, we can go threugh the methods of repayments"w

perhaps more . thoroughly during the discussions.

10, Taxation'versus borrowinp°

There is an old and even in our time now and then renew1ng

-dispute among some people concerning the question wheﬁher local

- authorities' projects or undertskings should be financed bg means of

taxation or by means of bo¢row1ng.

' Thée one. party malntalns that taxatlon may put the flnanclal
burden on the shoulders of the living generatlon which they regard as
Just or justified because 1n their opinion the 11v1ng generatlon will
be the beneflclarles of such a proJuct and thcrefore one should make

them pay for ‘this beneflto

The other party maintains that the future generatlon would
partlclpate to an ungustl 1ed extent if the expendlture for a certaln
project is belng met by uhe 11v1ng gene;atlon. Therefore, the gecond.
party regards borrow1ng - e.g. longhterm borrow1ng ~ a8 a specific
and welcome measure to snlft some of the present generation's financial
burdens to the shoulder of future generations, which pxocedure they
regard as Justlfled and adequate. Personally, I feel that this way
problems are being dealt with, seem ¢ be pu?ely deademic and which
apparently is not suited to produce a workable answer to the problem in

question. As experience shows, local zuthorities may and should avail

_themselves of both methods of f¢nanclng, always dependlng on -the nature

or volume of a certain Project.

Therefore, to my mind the question cannot be taxatlon only
versus "borrowing only” but a solid and sound combinstion of either .

methods. However, it should not be overloocked that borrowing - and in
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our‘cassgthis neans long-term borrowingff_may in-faot-shift_some of the'
financigl burdens into the‘future;'fﬁhjs7i39however, not a question of
moral or Justice but a guesiion of economy and caluulatlon. Borrowing:_
transactlons are ‘always o be paid for by means of 1nterestg« It ‘ls,
therefore the ques%lons what in the interest of a whole. communlty 1s..
going to be reasonably and economic. A general and allthme answpr o

can therefore, neither be given nor be e\tpect\,au

1l. Fingl' remarks qd uurmwrv ,

The German answcv G0 thn ouestlon how local” authorﬂties Ban ‘be
flnanced in an 1nduotr1allsed economy is: '"Oavings Bank Organlsatlon"
This powerful banking crganisation with its -outstanding hlstory and
tradltlon,'lts long expar¢ence and considerable f1nanclal strength isg
pleased to ghare its experlence with those natlons 1nterested in
partlclpatlng in our efforts and achlevements if the:e ig suchra
desire. Nobody is compelled or urged to accept this system or its

ideas which in the mair are:

(a) self dm¢n1utraclon for’ ?Dcal anthorltle regarding the.
fulfilment of their lo&al uasks combined with own and .
fall responglbﬁlwt?es in all flnancial affalrs on. local

level;

(v) ésSistance_and help for .Fho socially wesk part of our

o population by means of "self sid" or "development from
within“'dopénding on own initiative and mobilizing our
funds and means for the benefit of the whole'community“By .

premoting the ildea of saving.

This organiention has played an. importent role during the centuries
of our country's development from small beginviags and therefore its
experiences might be used to the benefit of those countriey which might

be intefeste¢ in doing S0.

i

v m-‘ﬁ



