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Borrowing, a common source of local revenue in developed and many transitional economies, has not yet occupied any significant role in local government finance of Ukraine. The pioneer issues of municipal bonds in the years 1995-1998 have stayed for years only experimental ones, with no further development. One reason for such a result was a very subjective, non-systematic regulation of the matter, negative macroeconomic performance of Ukrainian economy, low level of accountability of local governments, and their high dependency on the central government. 
In 2001, the Budget Code created a general legal framework for regulation a procedure of local governments’ borrowings on the financial markets defining the limits in which they can attract investors’ money. But only in 2003 the central government issued specific regulations concerning this matter that opened a new page in the history of Ukrainian municipal borrowings. Several big cities made borrowings both in the foreign and domestic markets; these new emissions differ from the previous ones both by amount, subscription rate, and institutional approach.
However, the prospects for Ukrainian municipal bond market are not very clear at the moment. The paper argues that are several reasons for it, like negative previous experience and low incentive for domestic investors, absence of both macroeconomic and politic stability etc. The paper contains the evaluation of the current borrowing practices and delivers an analysis of some characteristics of a current “bond boom” in Ukraine from its prospective to be a sustainable source of funding the local development needs.
To make fiscal markets to a sustainable source of budget proceeds, there should be some institutional reforms undertaken. The most important thing is to raise level of autonomy of local governments and provide them with affluent own tax revenues and, simultaneously, make them accountable in usage of locally collected moneys. 

1. Introduction

The democratic path of development of Ukraine involves giving a real meaning to the local self-governance. Till now the autonomy of local government units is quite limited; their activities concentrate mainly of fulfilling the centrally mandated tasks. The state revenues devoted to these tasks extend for about 90 per cent to total. It means that they are very limited in exerting responsiveness to local public service demands.
This kind of problem could be solved through expansion of independent local sources of revenue which could be created not only by introduction of new local taxes (like local property tax which has been debated for a decade, but still not introduced), but also through creation of objects of communal property that could generate a sustainable flow of revenues for the local governments.
Current legislation allows local governments to have so called “development budget” that could be formed through allotments from current budget and central transfers. As a source, a borrowing could be called for. 
Generally speaking, borrowing, this common source of local revenue in developed and many transitional economies, has not yet occupied any significant role in Ukraine: its percentage in local government revenues is very close to zero. But potentially, its role in local finance could grow rapidly.
The study below present an overview on recent development of local finance in Ukraine with a special emphasise to the prospective steps towards enhancing local fiscal autonomy and increasing local government ability to influence local economic development which are connected to transactions on the fiscal markets. 

The paper aims to cover the following questions: (i) how complete is the legal basis for local borrowings, whether it delivers a sufficient basis for pursuing sound borrowing policy; (ii) what are the lessons of experience of the mid 1990s; and (iii) what are the characteristics of current fiscal market borrowings of Ukrainian municipalities from its prospective to be a sustainable source of funding the local development needs. By answering these questions, we expect to show the prospects of this source of local revenues and possible governmental policies in this field.
Local borrowings are one of the vivid topics discussed by the experts in transition economy. One of the first inputs to the topic was a chapter in a book edited by T.Ter-Minassian (1997). The current developments were summarized in D.Wetzel (2001), P.Swianiewicz (2004). 

The topic of local borrowings has not been discussed extensively in domestic literature because of their minor role in local finance. But there exist some insights dedicated to local government fiscal market participation represented by papers of O.Baranovski (Барановський, 2000), V.Kravchenko (Кравченко, 1999), S.Varfolomejev (Варфоломєєв, 2003) which deal with the lessons of local municipal bond development in 1990s. It is still too early to estimate the last trends in this field initiated by newest municipal bond issues since 2005. Some international experts like Thirsk (2005) and others offer new approaches that could be useful to improve current borrowing practices of Ukrainian cities.
In order to address the issues stated as objectives, this paper is structured in the following way. The Section 1 gives an introduction to the paper stressing the scope of the problem and its importance for local finance. Section 2 concentrates on institutional background of the borrowing problem, presenting the last developments in the legislation which are relevant for the topic. Section 3 tries to summarize the development of legislation in the field stressing its deficiencies and possible cures. Section 4 deals with importance of local borrowings in Ukraine and lessons delivered by generally not very successful developments in the mid 1990s, trying also to state some peculiarities of the last activities of the municipal authorities in the bond market. Section 5 delivers conclusions and some policy recommendations for the central government.
2. Institutional Framework of the Local Government System

In 1991 Ukraine has started her existence as an independent state. The nation has begun to look for the way to build up self-relying economy and effective state. There were a lot done in the domain of national economy: privatising of productive assets, liberalising of entrepreneurial activity, introducing market institutions etc. But the nation state itself despite of progress in market reforming still was very slow in self-rebuilding on a new, modern way. It relates not only to the central government, but especially to local governments. 
The approval of the Constitution of the independent Ukraine in 1996 and of basic legislation on local government has created a legal framework for public administration at the regional and local levels. According to the Constitution, the central government bears most of responsibilities in delivery of public services. Some portion of them is vested onto locally elected bodies through mechanism of delegation. After Budget Code has been adopted (2001), new possibilities for fostering local autonomy have arisen. This potential path of development has became clearer after enacting of political reform since January 1, 2006 and declaring the beginning of the second stage in public sector reforming aimed on empowerment of the local self-government.
The functioning of local government in Ukraine is regulated by a set of national acts, comprising of Budget Code (2001), Law on Local Self-Government (1997), Law on Local State Administrations (1999). This legislation creates a basic legal framework for local government activity. As in many other transitional countries, some secondary legal acts provide a significant input into legal environment the local governments are doing with, especially annual budget laws and regulations of the Ukrainian Cabinet of Ministers.

Law on Local Self-Government provides a broad definition of responsibilities of the local governments of different state tiers, defines their budgetary rights and structure of budget sheet, declared independence of local budgets. Item 62 of this law fixed that the state is responsible for granting per capita minimal local budget to any local government according to national-wide standards with special allowance for specific conditions in which the respective government operates. Item 66 of this law claims for non-deficit local budgets which could be achieved with a state support. The local governments received a right to impose local taxes and fees, issue securities and make loans in commercial banks. 

Law on Local State Administrations sets the framework of local state administration activity and their interaction with local self-government. These bodies represent executive power on respective territorial (oblast and rayon) level and, being directly subordinated to the President Office, have a wide range of responsibilities, ranging from managing delivery of basic social service up to composing and executing of oblast and rayon budgets. The functional departments of local state administrations are territorial departments of the respective ministries.

Despite of these pieces of important progressive legislation, it should be mentioned that the soviet legacy in intergovernmental finance was not fully eliminated. The local government sector was in general treated like a supplement to the central government; so the common place was central administration of fiscal flows. A new era has begun with enactment of the Budget Code which substituted the old Law on Budget System (1995) and other linked acts. Budget Code introduced new approaches to budgetary process; it settled the budgetary issues on a more solid ground, diminishing to a certain degree subjectivity and arbitrariness in fiscal issues; at last, the local governments received clearly defined sources of revenue, along with definition of expenditures they are responsible for.
Currently, Ukraine has two types of local authorities. First ones are local state administrations on the region (oblast) and county (rayon) level. The heads of local state administration bodies are so far not elected, but appointed directly by the President of Ukraine. The second ones are bodies of self-government at the oblast, rayon, and municipal level. The elected councils on these levels have no executive bodies which had been incorporated into the structure local state administration in the mid of 1990s.

The elected councils in cities, settlements, and villages form their own executive bodies. The local authorities extend for jurisdictions which are based on the current administrative-territorial composition of Ukraine: 
1) regional level is represented by one autonomous republic (Crimea)
, 24 oblasts and two cities of national significance, Kyiv and Sevastopol, 
2) local level is represented by 490 rural rayons, 453 cities and towns (including 176 of oblast significance), 118 urban districts, 886 settlements and 28,597 villages (Держкомстат України, 2004). 
The number of local communities in general and especially in rural areas is quite large. But at the same time, till now most of them are not in position to execute a whole range of their own rights: only about one third to total of them have even formed councils. The obsolete territorial structure has a lot of inconsistencies. E.g. some territorial units like big cities of national or oblast significance administer not only urban districts, but also other units of the same territorial level – small cities, villages and settlements, which comprise, according to Law on Self-Government, the self-governing communities.

A big number of small jurisdictions create the situation of fragmented local government sector that formally have some scope of legally prescribed tasks, but cannot perform them because of lack of funding and administrative capacity. Here the situation is quite alike some Central-European countries (see Kimball, 1999). 
There exist motivated suggestions to lessen the number of oblasts and rayons and to make them more self-reliant. The most challenging issue is the amalgamating of rural communities (villages and settlements) with the urban ones and thus approaching to integrated type of local governments. 
What is very important, that is trends in local expenditure share: the Graph 1 below shows that up to 2001 there were no clear trend to decentralization of public expenditures in Ukraine. Only since 2001 when the first steps to budgetary reform were undertaken, this shaky up-and-down has turned to decentralisation. Through the 2000s, there is no stable growth in sub-national government share observed, in opposite to many other post-socialist countries.
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Graph 1. Trends in development of the total general government expenditure share in GDP and local government share in the total general government expenditures. A kinked line with rectangular bullets measures the total general government share in GDP and a kinked line with rhombic bullets measures the local government share in the total general government expenditures.
Since most public revenues of local units are being the national ones (ceded taxes and transfers, as presented in Table 1), the local governments are obliged to be accountable for their spending to the central government, not local voters. From the data below we can also conclude that property taxation in Ukraine is limited exclusively to motor vehicle tax; local taxes and duties deliver a very small fraction of total revenues with a clear trend to decline with the time. A tax on private housing and commercial property is still not introduced despite of several tries to approve the respective legislation.
Local budgets mainly rely on cash transfers from the central government; a portion of this type of revenue is growing significantly through the last years.
Table 1. Composition of sub-national government revenues in Ukraine.    

	Revenue type
	1999
	2004

	
	Per cent
	Per cent

	Tax revenues  
	55.3
	46.2

	Taxes on revenue, profit,  market value increase
	40.0
	32.1

	 Personal income tax
	15.7
	31.8

	Enterprise income tax 
	24.3
	0.3

	 Property taxes 
	1.5
	1.7

	Motor vehicle tax
	1.5
	1.7

	Fees for special usage of natural resources 
	5.9
	5.9

	Land tax
	5.5
	5.8

	Internal taxation of goods and services total  
	5.1
	2.2

	Licenses for entrepreneurial and professional activity total
	.7
	.8

	 Other taxes 
	2.7
	4.3

	Local taxes and duties
	2.2
	1.4

	Unified tax for small businesses
	.3
	2.6

	Non-tax revenues 
	2.8
	5.5

	Incomes from property and entrepreneurial activity
	1.1
	.4

	Administrative duties and payments,  incomes from non-commercial sales
	.7
	1.1

	 Fiscal penalties
	.5
	.0

	 Other non-tax revenues 
	.5
	-1.8

	Capital revenues
	.0
	4.3

	Earmarked funds 
	8.2
	1.5

	Regional and local earmarked funds
	.2
	1.0

	Revenues without transfers
	66.3
	57.5

	 Official transfers 
	33.7
	42.5

	General donations from the state budget
	10.2
	23.5

	Mutual settlements
	4.0
	.0

	Earmarked subventions from the state budget
	20.0
	18.5

	Total revenues
	100.0
	100.0


Source: Міністерство фінансів України (2000, 2005).

In addition to the very weak revenue autonomy, the local government spending is strictly controlled by the State Treasury which holds the accounts of the sub-national units.
Summing up, current institutional settings, sub-national revenue and spending patterns do not give much hope to have a strong and extensive market of local borrowings.

3. Local Debt Regulations
The right to have transactions on the fiscal markets the local governments formally received in 1990 according to the Law on Local Councils and Local Self-Government. According to this law, they could attract bank loans and invest their money into statutory capital of the banks. 

The Law on Securities and Stock Exchange (1991) granted to the local councils a right to issue local bonds for domestic financial market. The revenues from these bond issues could be used for any stated purpose. The registration of local bond issues was subject of registration by the Cabinet of Ministers or by the Ministry of Finance. (In 1996, however, the State Commission on Securities and Stock Markets was established which overtook the regulation function of all securities including municipal bonds.)

After independence, in 1992 the Law on Local Councils and Self-Government was amended. In course of amendments the right to issue bonds was confirmed; according the amended act, the proceeds from issuance of debt should be accounted to the off-budget funds. 

These basic rights also were confirmed later in the Law on Budget System (1995). That law gave more detailed description of the debt issuance regulation. It was stipulated that the amount of the internal debt issued should be defined by the decision of the respective local council – oblast or urban ones. The total amount of the local internal borrowing was subject of the total public debt approved by the Verkhovna Rada in the Annual Budget Law.
Despite of some legal provisions there was no one bond issue registered until 1995, but this fact did not mean that local borrowing was prohibited as some authors suggested (Ter-Minassian, 1997).

Summing up the legal development in the field during the first year of Ukrainian independence, one could conclude that in that time a clear-cut procedure of debt issuance and respective control mechanisms which could prevent the possible negative developments in the debt markets did not exist. As a result, in 1998 Odessa city council which issued a significant share of local bonds at that moment of time was declared default.
In 1997, the State Commission on Securities and Stock Market issued a Regulation on Issuance and Circulation of Local Bonds by which the state tried to limit the chaotic issues of bad debts of the local authorities. According to it, the amount of debt issued cannot exceed 30 per cent of the local budget revenue; in case the local government related mainly on central government donations, the Ministry of Finance must approve the issue. It also stipulated that the a further bond issue cannot be a source of debt repayment; the total face value of issue in amount of more than UAH 5 million would require public subscription through official security market structures registered by the State Commission on Securities and Stock Exchange. 

The next decisions of the central authorities practically stopped the local government activity on the fiscal markets for more than five years.
After 1998, the development of new legislation on local borrowing started. The new borrowing framework was approved by the Budget Code in 2001.
The above mentioned national act put clear defined limitations on the local government ability to issue debt. So article 16 of the Budget Code limited the right to issue internal debt only to Autonomous Republic of Crimea and urban councils; the external debt could be issued only by cities with at least 800,000 of population
. 

Article 17 grants local authorities a right to issue warranties towards debt made by non-public economic subjects that involve payment for issuance; these warranties should be backed by local property.
The maximum total amount of debt issued and warranties must be approved for each budgetary year by the decision of respective local council. 

Budget Code also allowed short-term (up to three months due) borrowings from financial institutes to bridge the temporarily cash deficits which should be repaid during the same budgetary year. The inter-budgetary loans, this important means of borrowings during 1990s, were in fact prohibited.
Budget Code sets institutional limits onto local borrowing power. First, borrowing could be made only with goal of development, i.e. not for short-period projects. Second, the state is not responsible for the local government fiscal obligations. Third, the debt servicing could extend for no more than 10 per cent of the annual general budget expenditures (paying-off of the principal is here not counted and relates to expenditures of the development budget). Forth, any kind of problems with payment schedule would result in borrowing prohibition for the period of five years.
Budget Code stipulated that regulation of local borrowing should be elaborated by the Ministry of Finance in accordance with above mentioned requirements.

This Cabinet’s of Ministers Regulation # 207 on Regulation of Borrowings to the Local Budgets was issued on February 24, 2003. In fact, this document currently serves as a basic sub-legal act in the field of municipal borrowing.
The Regulation # 207 states two types of local borrowing: (i) municipal bond issues and (ii) contracts on loans, credits and credit lines with financial institutions.

In order to get permission for internal borrowing, local council must deliver a lot of documentation stating the purpose of borrowing, statement on execution of city budget for year previous to year of borrowing, statement on borrowings for the last 5 years, information about sources of loan repayment along with assessment done by a distinguished rating agency
 etc.; each borrowing is to be empowered by the Cabinet’s of Minister separate decision. 
More precise technical prescriptions concerning issuance procedure contain the Regulation # 982/8303 of the State Commission on Securities and Stock Markets dated October 10, 2003.
The latest Ukrainian Law on Securities and Stock Market (2006) allowed to local councils and Verkhovna Rada of Autonomous Republic of Crimea to issue internal and external bonds in line with above mentioned regulations.
The most important demanders for the local bonds are the institutional investors. That is why the regulations concerning limits imposed on financial institutions are quite important for the demand on municipal bonds in the fiscal market. So, the legislation have put on the institutes of mutual investments a limit of 10 per cent on their portofolio to be invested in the municipal bonds; the non-public pension funds are allowed to invest no more than 20 per cent of their means into municipal bonds, and the State Pension Fund is being allowed to invest in these securities no more than 10 per cent of its pension assets.
There are no direct limitations on the investments of the commercial banks into municipal bonds, but the state regulations on banking activity do contain some implicit norms which stimulate the banking institutions to buy municipal securities instead of giving loans to local authorities. E.g. calculation of the normative of regulatory capital adequacy set by the National Bank of Ukraine, which aims to minimize a shifting the credit and insolvency risk onto bank debtors and creditors involves different weighting coefficients for different asset types; and for municipal bonds it is set at the level of 20 per cent, but for credits given to municipalities – at the level of 50 per cent. Of course such kind of weighting approach makes the banks to prefer buying municipal bonds instead of granting credits (Варфоломєєв, 2003). 
4. Local Public Debt Issuance: Experience of the 1990s and Recent Trends

The first issue of municipal bonds in Ukrainian history took place in 1876, when Kyiv municipality issued bonds in total amount of 500,000 Ruble. Until 1917, many municipal bond issues were undertaken. Municipalities issued mostly external debts with long maturity. E.g. bonds of Kyiv City issued in 1909 had maturity of 77 (!!!) years which had no precedents in the history of municipal borrowing in Russian Empire; this city experienced 22 municipal bond issues in the period of 1876-1914 which were mainly subscribed by foreign investors. After October Revolution in 1917, the cities lost their autonomy and the borrowings in financial markets became non-existent; a period of no municipal borrowings lasted since the end of 1920s up to the early 1990s, when Ukrainian independence was declared.
The very high interest rates in the credit markets in the 1990s pushed local governments to try attract off-budget means through debt issuance. The first municipal bond issues of the modern time were issued after some legislative basis was created, in 1995. It was characteristic for this period of time that not only municipalities (regardless of their size) issued bonds, but also regional  authorities issued them – the respective examples are two bond issues of Autonomous Republic of Crimea and one of Odessa oblast. 
In the period of 1995-1998, the State Commission on Securities and Stock Market registered 23 bond issues with a total face value of UAH 400 million; subscription value was UAH 222 million. Most of them were not successful because the rate of subscription was far below the appropriate level; some of them were cancelled (see Table 2 for some examples).
Table 2 gives also some insights on the subscription rate and status of some municipal debts. Table 3 delivers some generalization of the municipal bond borrowings 1995-1998.
Table 2. Selected bond issues of Ukrainian cities in 1995-1998.

	City, year
	Amount in face value, UAH million 
	Subscribed, UAH million 
	Status

	Dnipropetrovsk, 1995
	21.0
	0
	Cancelled

	Dnipropetrovsk, 1996
	35.0
	6.3
	Redeemed

	Donetsk, 1995
	1.952
	.554
	Cancelled

	Kyiv, 1995
	51.3
	1.8
	Redeemed

	Lviv, 1996
	2.0
	1.5
	Redeemed

	Odessa, 1997
	61.0
	61.0
	Restructured

	Kharkiv, 1997
	10.2
	2.1
	Redeemed

	Brovary, 1998
	1.0
	.5
	Redeemed

	Cherkassy, 1995
	4.0
	.5
	Not redeemed

	Komsomolsk, 1995
	1.5
	.05
	Redeemed


Source: Базилевич, Баластрик (2002).
There were three basic models of municipal bond issuance employed (Барановський, 2000):

· independent emission with creation of department for debt servicing (Lviv, Kyiv);

· shared emission with a general subscription agent (Kharkiv, Zaporizhzhja);

· delegated emission when a specific investment company took over all the functions associated with the borrowing (Donetsk, Maruipol).
Table 3. Aggregated data on subscribed bond issues of Ukrainian local governments, 1995-1998.

	
	1995
	1996
	1997
	1998

	UAH million
	4.5
	128.7
	80.2
	.5

	Subscription rate
	6.0
	57.0
	…
	…


Source: The World Bank (1999). 
The experience for local borrowings in 1995-1998 has shown the following negative facts:

· total subscription value in comparison to budget revenues of respective sub-national unit was extremely low – only fractions of one per cent;

· the borrowings were made for a very short period of time – so they had no sufficient temporal structure in order to fund important investment projects that could improve local economic performance;
· there existed no unique approach to the security of the bond issues – some bonds were backed by communal property and even used in the process of privatization, others by potential revenues from to-be-implemented projects; many issues were so called “barter bonds” emitted e.g. to finance housing construction in exchange for apartments, to support crop buying or acquisition of transportation means for communal needs.
· state regulation and audit on local borrowing activities seemed to be very weak because many issues ended up with no success and even with default.

The last point could be illustrated by a very negative case with the biggest in the new municipal history Odessa municipal loan (in face value of about UAH 61 million, or $33 million) issued in 1997. The total debt obligation including interest amounted for UAH 91.5 million. The rate of return was fixed on the level of 50 per cent and this fact attracted many foreign investors: 70 per cent of the bond issue was bought by foreign institutional investors. However, because of mistakes in usage of money attracted and partly because of the city mayor dismissal, only UAH 250,000 were paid off to investors; further default of the issuer has contributed to a long-term ban on sub-national governments’ operations in the financial markets. Until recently Odessa municipal debt is restructured and slowly paid off.
Another problematic bond issue was a second Crimean one emitted in 1996 in amount of UAH 120 million. Investors of the issue which were several off-shore companies received about UAH 500 million in interest; in fact, this bond issue was used to legalize the transfer of money abroad (Варфоломєєв, 2003).
These two examples above show that one of the main reasons for having such a negative result was very subjective, non-systematic regulation of the matter.

As some experts argued (Wetzel, 2001), the Ukrainian experience in local borrowings delivers a good illustration to what could happen under condition of absence of fiscal discipline and weak state regulation. Fortunately, the negative development was stopped timely; it prevented a possibly heavy fiscal disaster.
But this one was not the only reason for the bond market failure
. Among other important factors should be mentioned bad macroeconomic conditions of that time (the economic growth was registered only in 2000), low institutional and administrative capacity of local authorities along with non-transparent budgeting process on the local level and no clear assignment of responsibilities in fiscal matters between national government, regional and local authorities. It is also worth mentioning the high reliance of local authorities on the central government which made them not accountable for the local voters for the results of bad fiscal administration.
The lessons instructed from the previous development were taken into consideration when in 2003 a new period of municipal borrowing has begun. That year, the first new municipal bond issue was successfully subscribed; most of subscribers are in fact international investors.
So Kyiv City council issued in 2003 two issues of Eurobonds with total face value of Euro 350 million and one issue of internal bonds with total face value of UAH 100 million. In the same year, Illichivsk, a seaport city in Odessa region issued bonds in amount of UAH 10 million in face value.
In 2005, the city councils of Zaporizhzhja issued two emissions of bonds in amount of UAH million 25 and 75 in face value, Donetsk – in amount of UAH 20 million, Kharkiv in amount of UAH 100 million (for metro construction, street reconstruction and street lightening). The city council of Zaporizhzhja issued bonds in amount of UAH 75 million to realize several investment projects like bridge and road construction, school renovation. Odessa council issued in the same year UAH 150 million (UAH 125 million subscribed) in order to repay the restructured bond issue of 1997
. Ivano-Frankivsk city council issued bonds in amount of UAH 5.5 million to modernize street lighting. 
In 2006, Cherkassy city council (oblast capital) emitted bonds in amount of UAH 5 million to reconstruct the water management system.
In the nearest plans, the bond issues of Vinnytsja council in amount of UAH 20 million and Odessa council in amount of UAH 150 million and others are projected.

It looks like Ukraine is experiencing some kind of renaissance of municipal borrowing. The rapidly growing amount of municipal bonds could be seen and could really serve as an alternative to the central government domestic bonds. As a matter of fact, the total bond face value issued during last three years has exceeded the total amount issued by municipalities during 1995-1998 by more than 10 times (more than UAH 2.6 billion against 222 million).
Such development looks like very promising one. But many domestic experts remain still quite sceptical concerning prospects of Ukrainian municipal bond market. Their argumentation extends for low incentives for domestic subscribers to buy municipal bonds because of high taxation of interest incomes (Поддубный, 2004; Хохлова, 2004); it means that the most attractive market for Ukrainian municipalities will remain the external one however the access to it is limited only to six largest cities. But what is more important, these are dangers of the growing municipal bond market.
The problem is hidden in the fact that there are same factors still at play that could trigger the repetition of the negative events of late 1990s with high probability. 
First, many city councils still are not aware that the money lent should be repaid and they need have enough money to do so; the borrowing act must generate a sufficient income flow in order not to make suffer the local public service provision. Just as before, many bond borrowings have been intended to maintain or construct objects of social infrastructure which will not create a flow of payments; it means that loans will be redeemed from the current budget proceeds diminishing possibility to finance the current level of public service delivery. Because of obsolete annual budgeting approach, borrowers do not develop long-term programs of future borrowings.
From this point of view, the caution of some experts (Thirsk, 2005) concerning possible changes in legislation that could loosen the state control over local borrowings could be evaluated as well motivated. Before creating strong fiscal discipline and prudent budget policy on the local level, any loosening of the budgetary leash would be quite dangerous both for the local public finance and the whole public finance system as well.
Second, as before, there exists no tight connection between market of municipal borrowings and of corporate securities. The former is still far below the qualitative level of private borrowings. So the choice of debt instruments on municipal fiscal market is very narrow (no derivatives, no convertibles are practiced yet), the securities are issued without serious analysis of potential risks and future consequences for favorable and unfavorable scenarios of development in local fiscal situation.
Third, a low level of integrity of the market for local borrowings is still present. Most of them are subscribed at the local level, within local financial institutions; the creditors from other regions have a very limited access to local market and frankly speaking no big desire to get a tight grip to it.
Forth, the municipal bonds still are not designed to serve as an instrument of private domestic investments. The city authorities do not see much interest in attracting private savings relying on the institutional investors.
To make possible negative development path not possible, some institutional reforms should be undertaken. What is the most important – it is raising the institutional capacity of local authorities through granting them more autonomy in dealing with local budgetary policy. It involves first of all creating more independent revenue sources (we have mentioned before that in Ukraine there is no property tax introduced yet) and at the same time making municipalities more sensible to the needs of local voters. The on-going political reform and intended empowerment of local self-government deliver some promising sight of this development. However, it is a long way before these innovations will expose their potential and bring the social results.
6. Conclusions

Municipal bond market in transitional economies like Ukrainian one is hindered by a weak reforming of the municipal finance. Ukrainian local governments have too narrow own revenue base in order to create extensive system of local borrowings. The high rates of interest on bank credits made it profitable for them to issue bonds instead of receiving bank loans.
Some steps in creating solid ground for local government transactions in the fiscal markets are being done thank to approval of the Budget Code and some other supplementary legal acts.

The prospective for municipal bond market in Ukraine at the moment are not so clear. There are several reasons for it. First, the negative experience with first Ukrainian both central government and municipal bonds have disappointed the possible buyers in the domestic market for a long time. 
Second, the savings of population are not so high and it prefers to deposit money to the commercial banks instead of lending it to the public institutions; so only commercial banks or foreign investors could have some free money to buy local securities (but to do so they need to know that repayment of these loans will be guaranteed). 
Third, the taxation does not encourage domestic investors to buy bonds. That is why the recent bond issues are designated only for foreign (European) investors. 
Forth, the macroeconomic prospects of Ukraine are still not clear because of political turmoil of the last years.
The main problem still remaining is a level of municipality control over their revenues and their institutional capacity. The share of truly local revenues – like local taxes and fees – hardly exceed one per cent on the average with a trend to further diminishing. If some new affluent local tax were introduced – we have had long-lasting discussions with no success on introduction of the property tax and on making land tax a local one – than local governments would receive more or less sustainable revenue source that could secure the bond issues.
Another problem that does not give enough space for municipal bond market is slow development of the internal state security market that could deliver well-defined benchmarks for investors on the local bond market.
The market for local borrowing is now expanding rapidly. But there exist some dangers that require further limitations on the local borrowing policy. The existing limitations seem still quite weak and would not prevent the repetition of the events like previous ones with Odessa and Autonomous Republic of Crimea borrowings. So imposing these limitations on the supply side of the market tend to be a lasting central government policy.
One of the factors which hinder the demand for municipal bonds is uncertainty about fulfillment of obligations of the issuer in case of change in local authority administration. A precedent with Odessa bond issue when the redeeming of bonds was stopped immediately after dismissal of the city mayor by his successor would remain a bitter memory for a long time and hamper the development of the municipal bond market.
Current trends in local borrowing market show a clear bias of big cities to try access the external fiscal markets which are much bigger than Ukrainian one and propose cheaper and longer money than the internal one.
In order to overcome the problems listed above the public sector reforms (including re-shifting of revenue sources and expenditure responsibilities between state levels in favor on self-government units) should be accelerated. Only fiscally strong local governments can develop sound long-term borrowing policy that will contribute to local economic development.  
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� Unlike the other territorial units of regional level, the Autonomous Republic of Crimea has some attributes of independent governance: its own Parliament, Cabinet of Ministers, constitution and legislation (that should not contradict to the national one). But in terms of public finance, its status has no much difference from that one of the other units of the regional level. 


� There are only six cities in Ukraine which respond to this criterion: national capital Kyiv City, Kharkiv, Dnipropetrovsk, Odessa, Donetsk, Zaporizhzhja.


� At the moment there is only one such a rating agency in Ukraine (Credit-Rating Ltd) which is accredited by the World Bank.


� See also detailed comments on the matter by І.Burakovski (Бураковський, 2001).


� This of course is not in line with current legislation which stipulated that bonds should issued only with long-term investment goals backed by creation of physical objects that could generate sufficient income flow to repay a loan.
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