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ABSTRACT

In devel oped countries, urban growth has multiplied the demand for investment in basic infrastructure
services such as water supply, waste removal, roads and mass transportation. At the same time,
decentralization strategies have shifted the responsibility for much of these investments to the
local governments. This decentralized investment requires the development of decentralized capital
financing. No longer can a central government pay for local investment by raising national taxes or
borrowings on international markets and using the funds simply to construct projects at the local
level. The introduction of municipal bonds is one of the alternative source of funds to finance the
escalating costs of financing local governments. This paper discusses the conditions underlying
the development of municipal credit markets, which Malaysia can use to provide a vehicle to narrow
the local government’s resource gap through debt funding.

Keywords; Municipal bonds, bonds market, capital financing

ABSTRAK

Pertumbuhan perbandaran yang pesat telah meningkatkan permintaan ke atas pelaburan dalam
perkhidmatan infrastruktur asas seperti pembekalan air, pembentungan, jalan raya dan pengangkutan.
Pada masa yang sama, strategi desentralisasi telah memindahkan sebahagian besar tanggungjawab
pel aburan kepada ker ajaan tempatan. Desentralisas tanggungjawab pelaburanini perlu sealiran dengan
pembangunan dalamdesentralisasi pembiayaan modal supaya tiada lagi pergantungan kepada kerajaan
pusat bagi membiayai pelaburan tempatan dengan meningkatkan cukai negara atau mendapatkan
pinjaman di pasaran antarabangsa. Pengenal an bon perbandaran merupakan salah satu sumber dana
alternatif untuk membiayai kos yang semakin meningkat bagi kerajaan tempatan. Kertas ini
membincangkan keadaan pasaran yang diper|ukan bagi pembangunan pasaran kredit perbandaran di
mana ia dapat menawarkan satu alat yang berupaya untuk mengurangkan jurang sumber kerajaan
tempatan melalui pembiayaan hutang.

Kata kunci: Bon perbandaran, pasaran bon, pembiayaan modal.
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INTRODUCTION

Municipal credit systems can be an important
element of development strategy because they
stand at the crossroads of three of the most basic
trends affecting the developing world. Rapid
urbanization has magnified the need for infra-
structure investments. At the same time as ur-
ban investment needs are mounting, decentrali-
zation initiatives are transferring greater respon-
sibility for planning and financing investment
projects to local and state governments. Fiscal
adjustmentsareimpelling all levels of government
totry and reducetheir budget deficits. Onefavorite
deficit reduction instrument has been to cut
back government subsidies in the financing of
infrastructure projects. Studies in different parts
of the world have found that capital investment
support by the government was reduced tremen-
doudy compared to any other element of spending
during periods of tight budget constraints. To sus-
taininvestment levelsin theface of reductionsin
the central-government capital grants, local
authorities have had to make greater use of bor-
rowingsasaway to financetheir capital projects.
Developing countries have been explo-
ring many strategiesto help the financing burden
of thefederal and the state governments. One new
strategies explored and sometimes used is to let
the local governments seek their own sources of
financing. For Malaysia, the idea for the intro-
duction of a municipal credit system should ac-
tively be looked into. For this purpose the most
important element is to evaluate the underlying
conditions or characteristics of the present finan-
cial market where borrowers and lenders would
meet. To what extent does there exist a‘ market’
for sub-sovereign obligations and how should
potential borrowersaccessit? This paper attempts
to seethe present conditions of the Malaysian bond
market in order to see the possibility of introdu-
cing municipa bondsto finance urban infrastruc-
ture. The paper is presented within a framework
suggested by the key strengths of the U.S. mu-
nicipal bond market, often used as a model for
market development in devel oping economies.

LITERATURE REVIEW

The significance of municipal bonds as a source
of fund is undeniable. There are many developed
countries that have been using this instrument in
obtaining additional fundsfor the development of
the municipalities. It isused as a vehicle towards
sustaining the growing needs of the populationin
termsof infrastructure services. With rapid urbani-
zation the demand for the municipal bonds has
also intensified. This can be seen in the utiliza-
tion of the security and bond marketsin most de-
veloped countries.

In view of the growing needs and also the
advantages of using municipal bonds in a coun-
try, most governments have blended together the
private and public entitiesin searching for a new
agenda in providing and issuing bonds. As the
importance of debt management increases, the
dependence on debt intermediaries has grown to
a scandalous point and requires action (Miller,
1993). In connecting the investors with the bor-
rowers, financial intermediariesplay arolein find-
ing new investors as well getting the existing in-
vestors to provide more funds. According to
Hildreth (1993), securitiesissued by the state and
local governmentsareto obtain financing for pub-
lic projects or activities. Whereas the revenue
bonds may serve as a strategic tool for munici-
pals facing fiscal strains or limits (Sharp, 1986).
This blending between the private and public en-
tities would benefit both parties to some extent.

Most of the countries having a deficit fi-
nancing require away to source out their finance
investment. According to Miller (1993), large U.S.
budget deficits, compounding large amounts of
debts held by corporations, state and local gov-
ernments and households strain the financial
system'’s supply of capital. According to Hildreth
(1993), there are two distinctive qualities in mu-
nicipal bonds that are the tax exempt status and
the absence of restrictive federal regulations. A
study by Fortune (1992) calculated that the
magnitude of instability, equity and financial
efficiency in 1990 and concluded that tax
exemptions cost the U.S. treasury USD22
billion to USD24 billion in which each state
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and local governments reduced their interest
payments by USD16.9 billion to USD18.5 hillion.

While designing the bond structure, theis-
suer has an option in how and when it will sell
bonds (Hildreth, 1993). Hencethiswill enablethe
local governmentsto improvetheir debt structure
according to their own time and pace. There has
been an extensive study on the competitive bid-
ding or negotiated sale that leads to lower bor-
rowing costs for municipal debt issuers (Jun &
Brucato, 2003). There is aso the need for aclear
priority schedule on the part of the government
financial managers (Miller, 1993). Thusit will lead
to a win-win situation where the government
would be able to use the additional fundsin gen-
erating more projects for the development of the
nation whilethe private sector would gaininterms
of the values accrued upon maturity.

Furthermore, creative debt instrumentswill
also help the issuers take advantage of changing
the market demands (Hildreth, 1993). According
to Hildreth (1993), one of the borrower’sgoalsis
to be ableto obtain thelowest costsof capital over
the desired repayment schedule. Theintroduction
of the municipal bonds will enable this situation.
According to this researcher, the debt offerings
are timed to meet market opportunities and not
just the local financing agenda. Bland (1985)
shows that up to a certain point, the more experi-
enced a municipality is with the debt financing,
the more likely it is that it will generate interest
rates savings. Cook (1982) reaffirmsthat the state
and local governments benefit from more com-
petition for their bonds because when the demand
for anissuer’ssecuritiesincrease, theissuer’s cost
of borrowing declines.

Therefore the benefits of the issuance of
municipal bonds in a country and especialy to-
wards the sourcing of additional funds have been
known both to the public and the private entity.
According to Hildreth (1993), the incentives to-
wards debt issuance are based on the needs for
funds to secure physical assets that will enhance
public services as well as advancing the political
agendas and expl aiting capital market opportuni-
ties. According to Cuciti (1991), public invest-
ments have a positive influence on private pro-
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ductivity, hence leading to the growing body of
research in this area. Furthermore, a study by
Ziebell & Rivers (1992) on 411 cities found that
small municipalitiesarelesslikely than larger ones
to seek bond ratings. This further addsto the fer-
tile area of this research in developing countries
such as Malaysia.

METHODOLOGY

This study is exploratory and descriptive in ha
ture, to assess the feasibility and practicality of
introducing the municipal bonds into the
Malaysian market as a source of funds for the
municipalities. The assessment of the municipal
bond market will be done based on the framework
for ng municipal bond market development
asin Figure 1.

Overview of the U.S. Municipal Bond
Market as a Model for Development

TheU.S. municipal bond market isby far thelarg-
est and most active market in the world. Using
the U.S. market asamodel, there are anumber of
basic market strengths that have been identified
as necessary to attract issuers and investorsin a
sustainable fashion. Many researchers have stud-
ied these strengths, as well as the waysin which
they have been achieved in the U.S. market. The
summary of the strengths are shown in Figure 1.

APreview of Local Governmental Entitiesas
Borrowers

Local government debt isthe obligation of alocal
government or of the projects sponsored by the
local government, including projectsinvolving the
private sector through subsidies, partnerships and
concessions. An analysisof local government debt
reveals many elements in common with other
borrowing entities such as public utilitiesand pri-
vate firms. However, there are some specia fea
tures that are distinctive as aresult of the power,
structure and operations of thelocal governments.
Local governmentstypically have certain powers
over the local market for services that approach
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Supply/Demand

Essential Market Strengths

U.S. Market Characteristics

Demand for

Investor familiarity and

200-years of legal / procedural

municipal bonds: confidence

Investor attraction

Freedom to invest

Strong credit quality

information

Supply of
Municipal bonds:
| ssuer attraction

Ability to trade securities

Acceptable investment returns

Information regarding risks

Assistancein interpreting

Tolerable borrowing costs
Long-term debt amortization
Assistance for small borrowers

Facilitative formal oversight

development

Active secondary market
Absence of government controls
Tax-exemption for interest income
- Tax—supported debt

- Revenue-backed debt

- Separate corporate issuers
Standardized legal/financial data
Financia Intermediaries (rating
agencies, bond insurance, mutual)
Low interest rates/issuance costs
Extended maturities

Bond banks, pooled borrowing

Responsible self-regulation

Figurel
Framework for Assessing Municipal Bond Market Devel opment

monopoly status and that may be enforced by
regulation (Petersen & Crihfield, 2000).

In most countries, local governments
already have access to credit facilities which are
available through government sponsored lending
programsand bank lending. These funds however
may be restricted to the development of local
amenities and the provision of welfare to the
public. The challenge is to expand the ‘ market-
based’ funding pool for local governments by tap-
ping private individual and institutional savings.

Malaysia’'s Local Government

Thereareatotal of ninety-ninelocal governments
in Peninsular Malaysia comprising four city
councils, nineteen municipal councils and
seventy-six district councils. All of the local
governments are subordinatesto the respective
state governments and formed as well as
regulated by the respective state legislations.
According totheLocal Government Act of 1976,
the mgjor function of thelocal governmentsisto
provide public goods and services to cater for
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the specific needs of the localities. The manda
tory functions include all critical functions such
as refuse collection, maintenance of minor
drai nage, sewerage treatment, road maintenance,
street lighting and public health. Meanwhile
discretionary functionsinclude all development
functionssuch as providing amenities, recreational
parks, housing and commercial activities, markets,
sportsfacilities and community centers (Fatimah
Wati Ibrahim & Mohd Faisol Md. Salleh, 2002) .

Table 1 shows that for most of the years
under study, total revenue of local authoritieswas
mainly contributed by their own sources particu-
larly from assessment rates. The contribution of
federal and state grants to total revenue of the
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local authorities is declining, but the amount is
gtill significant (at over RM 1.6 billion in 2002).
The overall balance shows an improvement from
negative values for three consecutive years from
1998 to 2000 to apositive value, which amounted
to RM575 millionin 2001 and RM1.45 billionin
2002. Though operating and development costs
have escalated, the increase in revenue has been
in tandem with theincrease in expenditure. How-
ever, the overall surplus could not have been
achieved without federal and state grants. The
deficit overall balance provides the necessary
foundation for the introduction of a municipal
bond market to help finance the deficits.

Table 1
Loca Governments Consolidated Finance (RM million)

1998 1999 2000 2001 | 20022

Revenue 3,343 3,535 3,410 5,528 5,277
Own sources 2,586 2,769 2,815 2,318 3,638
State and federal grants 721 721 529 3,210 1,639
Federal reimbursements 45 45 66 0 0
Current expenditure 2,256 2,573 2,415 2,777 3,151
Current surplus/deficit 1,807 962 995 2,751 2,126
Net development expenditure 1,428 1,262 1,098 2,176 3,576
Overall balance -341 -300 -103 575 1,450

1Bank Negara Malaysia (2002). Annual Report
, Estimated actual
Revised estimated
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Meanwhile, Table 2 shows the consolidated
account for three selected|ocal governments; Kuala
Lumpur City Hall (KLCH), Municipal Council
of Penang Island (MCPI) and Municipal Council

of Petaling Jaya (MCPJ). The table indicates that
these local governments generated sufficient
revenue to finance their needs so that the issuance
of municipal bonds was not relevant here.

Table 2
Management Accounts for Selected Local Governments (RM million)

Income | Expenditure Surplug/ Development | Surplus
Deficit from | Expenditure | /Deficit
operation
KuaaLumpur
City Hall (KLCH)* RM913.3 RM562.3 RM351 RM332.6 RM18.4
Municipa Council
of Penang Island
(MCPI)? RM139.8 RM88.1 RM51.8 RM30.2 RM21.5
Municipa Council
of Petaling Jaya
(MCPJ)? RM142.3 RM118.2 RM24.2 RM24.2 RMO

Source: Annua Reports for the respective municipals

! Figuresin 1998; Kuala Lumpur City Hall (1998). Annual Report. KLCH
2 Figuresin 1995; Municipa Council of Penang Island (1995). Annual Report. MCPI
8 Figuresin 2000; Municipa Council of Petaling Jaya (2000). Annual Report. MCPJ

The Malaysian Bond Market

Looking at the early progress of the security mar-
ket in Malaysia, the foundation of the market has
been the equity market, with the private debt mar-
ket emerging much later. Most national debt mar-
ketsaredominated by the central government debt.
The banking system, either government owned or
privately owned, also has tended to dominate in-
vestments in the government bond market along
with government-controlled agencies. Corporate
debt has traditionally been financed through the
banking system and there are relatively few cor-
porate bond issuersin the debt market. Recently,
however, corporate bonds have gained significant
attention and progressin Malaysia.

The figuresin Table 3 give a general idea
of therelative role of the financial market in Ma-
laysia. In particular, we can gauge the relative
contribution of the debt market and bank borrow-
ing as asource of funding for both the public and
private sectors, in relation to the Gross Domestic
Product (GDP).

As Table 3 shows, the GDP grew rapidly
in the 1990s, from RM79.6 hillion in 1990 to
RM209.3 billion in 2000. Over the same period,
the bond market grew more rapidly, from
RM69.27 billion in 1990 to RM240.62 billion in
2000, an average growth of 24.74 percent per an-
num. Total bonds outstanding as a percentage of
GDP increased from 87.06 percent in 1990 to
114.95 percent in the year 2000.
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Table 3
Funds Outstanding in the Capital Market

Year Public Sector| Private Sector, Market Resal
Debt Debt Total Debt Capitalization |Bank Borrowing GDP
RM hil.[% of [ RM hil.[% of |RM bil] % of |RM bil.[ % of | RM hil.|%of | RM bil.

GDP GDP GDP GDP GDP

1990 | 63.0 [79.1 63 [ 79| 693 | 870 | 1317 | 1655 | 1155 | 1451 79.6
1991 | 66.2 |76.7 81 (94| 743 | 861 | 1614 | 187.0 | 140.1 | 1624 86.3
1992 | 67.6 |72.7| 115 |123| 791 | 85.0 | 2458 | 264.0 | 1554 | 166.9 93.1
1993 | 689 |68.2| 151 |150| 84.0| 83.1 | 619.6 | 6135 | 1735 | 171.8| 1010
1994 | 70.6 |64.2| 241 |21.9| 946 | 86.1 | 508.9 | 463.1 | 201.7 | 183.5| 109.9
1995 | 70.9 |58.9 | 320 |26.6 | 1029 | 855 | 565.6 | 470.2 | 259.0 | 215.3| 120.3
1996 | 722 |55.3| 46.8 |358 | 1189 | 91.1 | 806.8 | 617.8 | 329.6 | 252.4| 130.6
1997 | 70.9 |50.4 | 634 |45.0 | 1343 | 954 | 375.8 | 267.1 | 421.2 | 299.4| 140.7
1998 | 819|624 | 754 |57.4 | 157.3 |119.8 | 3745 | 285.2 | 4135 | 3149 | 1313
1999 | 83.2 |62.7| 89.2 |67.3 | 1724 |130.0 | 380.6 | 287.0 | 427.7 | 3225| 132.6
2000 | 130.8 | 62.5 [ 109.9 [52.5 | 240.6 |115.0 | 386.6 | 184.7 | 416.3 | 198.9| 209.3

Source: Bank NegaraMalaysia, (1991), (1995), (2001). Annual Report

To compare funds raised in the debt market
asagainst fundsraised in the equity market, Table
3 also provides data on the equity market (market
capitalization). Thisequity market hasgrown sig-
nificantly from RM131.7 billionin 1990 or 165.45
percent of the GDPto RM386.6 hillion or 184.71
percent of the GDP in the year 2000. Bank bor-
rowing hasalso grown significantly fromRM115.5

billion in 1990 or 145.1 percent of GDP to
RM416.3 billion or 198.9 percent of GDPin 2000.

Table 3 shows the dominance of govern-
ment borrowing in the debt market in the early
1990s and their decline towards the end of the
decade. Government bonds outstanding as a
percentage of total bonds declined from 90.96
percent in 1990 to 54.35 percent in the year 2000
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whilein contrast, corporate bonds as a percen-
tage of total bonds increased substantially from
only 9.04 percent in 1990 to 45.65 percent in the
year 2000. However, corporate bondsarestill low
relative to corporate equities, which account for
52.46 percent and 184.71 percent of the GDP re-
spectively.

The Government and other national level
government-owned corporations as well as pri-
vate companiesarethe principal bondissuers. No
local governments or local government-own en-
terprises however haveissued bondsin Malaysia.

General Requirements of a Municipal Bond
Mar ket

The discussion below outlines some general re-
quirements that need to be met for the establish-
ment and effective functioning of a municipal
bond market in Malaysia.

Attracting a Demand for Municipal Bonds

Investor Familiarity and Confidence

InMalaysia, investors have been familiar with the
government bond market and in recent years, in-
creasingly in the corporate bond market. |ssuers
have increasingly used the debt market to raise
cheaper funds in addition to the traditional bor-
rowings from banks. The issuers, however, are
mainly the federal government and private cor-
porations. No state or local governmentshave ever

made any bond issue. But, as shown earlier both
the state and local governments have a basis for
accessing the debt market to finance their deficits
and other spending.

In order to increase investors, confidence,
the government’s strategy for local government
bonds should beintroduced and special assistance
provided for the development of the municipal
bond market. Special assistance should include
government guarantee against default or a spe-
cia credit guarantee scheme similar to the sys-
tem available in the US for municipal bonds.

Ability to Trade Securities

A viable municipal bond market should also pro-
vide for the liquidity of the bonds. This would
mean an active secondary market where inves-
tors can disposetheir holdings easily and cheaply.
The infrastructure for trading in Malaysian
Government Securities (MGS) already existsand
it isonly a matter of extending the market to in-
clude municipal bondsfor trading purposes. Vari-
ous components of market infrastructure are al-
ready in place such as Fully Automated System
for Tendering (FAST), Bond Information and Dis-
semination System (BIDS), Electronic Transfer
System for Funds and Securities (SPEEDS)
(World Bank, 1995)

The secondary market for MGS is shown
in Table 4. In 1998, RM 42,506 million securities
of MGS and Cagamas were traded in the secon-
dary market. 3.7 timesmore of the RM 11,453 mil-
lion traded in 1989.

Table 4
Secondary Market Trading Volume, 1987-1998 (RM million)

Year Malaysian Government Cagamas Debt Total
Securities Securities
1989 5,750 5,703 11,453
1990 6,818 5,665 12,483
1991 7,699 66 7,765
1992 5,467 1,301 6,768
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(continued)
Year Malaysian Government Cagamas Debt Total
Securities Securities
1993 18,808 3,854 22,662
1994 10,887 8,604 19,491
1995 3,846 16,159 20,005
1996 25,374 4,177 29,551
1997 12,367 15,230 27,597
1998 27,326 15,180 42,506

Source: Bank Negara Malaysia (1989), (1995), (1998). Annual Report

Gover nment Assistance

To help develop the market, the government can
directly facilitate purchases of municipal bonds
by ingtitutional investorsasiscurrently being done
for MGS. Selected ingtitutional investors such as
the Employees Provident Fund (EPF), Tabung
Haji, Lembaga Tabung Angkatan Tentera (LTAT),
financial institutions aswell asinsurance compa
nies can be regulated to buy municipal bonds (Ng
Beoy Kui, 1989). In order to make the municipal
bonds attractive, the holdings of these bonds
should be counted as satisfying the minimum li-
quidity or investment requirement. A window for
selling alimited amount of municipal bonds can
be opened at the central bank to encourage insti-
tutional holdings of municipal bonds.

Other government assistance can include
tax exemption, i.e. interest on municipal bondsis
not subject to income tax. Through thisaswell as
other measures, a viable market for municipal
bonds can be devel oped.

Acceptable Return on Investment

Givingincentivestoincreasethereturn oninvest-
ment would go along way towards the devel op-
ment of amunicipal bond market. Exemption from
taxation of the municipal bond interest income
may be the principal reason why a large, active
municipal market existsin the U.S., as suggested
by the World Bank. In addition, Malaysia has
also given exemption on stamp duty for all non-

government bondsissued since 1989. With effect
from 1993, the exemption on interest income
earned by individual sfrom non-convertible bonds
issued by listed companies was also extended to
include those issued by unlisted companies but
rated by Rating Agency Malaysia (RAM) (Bank
Negara Malaysia, 1994).

The rate of return on government securi-
ties until 1987 was administered by the govern-
ment and thus, hasbeen relatively lower than other
comparable investments. This is understandable
since there is no credit risk attached to holding
government bonds. The rates while infrequently
adjusted, have, over the years, indicated a slowly
increasing trend (Thillainathan, 1996). Coupon
rates paid on corporate bonds have generally been
higher than theratesfor government bonds, which
reflect the higher risks associated. Hence, any
opportunity that would increase the return on in-
vestment would encourage investors to purchase
municipa bonds (Affifudin Omar, 2001).

Credit Quality: Tax Qupported Debt or Revenue-
Backed Debt

InMalaysiagenera obligationson borrowingsare
seen to be problematic because many local gov-
ernmentstypically do not have sufficient tax rev-
enuesto pay back significant levelsof debt. Taxa-
tionisafederal government function. Federa and
state grants typically account for most of the
local government revenues. Nevertheless, for big
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muni cipals such astheMCPJ, KLCH, MCPI there
might be apossibility to borrow private capital as
they appear to be able to generate their own
revenue (MCPJ, 2000; KLCH,1998; MCPI,
1995).

In order to sell revenue bonds, local
governments would therefore be facing the chal-
lenge of revenue deficiency. Investors who are
familiar with municipal utility servicesare aware
that such services are almost never profitable.
Therefore if abond isto finance such services, it
would need more security than projected revenues
in order to attract investors at affordable interest
rates. Thisis where incentives like an insurance-
linked credit guarantee scheme would be helpful
to municipal bond issues.

Information Regarding Risks

Malaysia is in the midst of improving the
standardsfor disclosure, auditing, accounting, or
financial reporting. Full transparency isimportant
for bonds, because investors need information to
confirm the willingness and ability of issuers to
generate future project revenues necessary to pay
off the debts.

Two rating agencies, the Rating Agency
Malaysia Berhad (RAM) and Malaysia Rating
Corporation Berhad (MARC) were established to
provide professional assistanceto investorsin pro-
cessing complex information for their investment
decisions. RAM was established in 1990 while
MARC, in 1995. Being local, RAM and MARC
have the advantage of being more familiar with
the Malaysian economy, local politicsand corpo-
rate cultures than foreign rating agencies. These
two rating agencies have atechnical relationship
with international rating agencies that is RAM
with Duff and Phelps Credit Rating Co. (DCR),
and MARC with Thomson Bank Watch. As of the
end of August 1998, RAM had rated 428 private
debt securities issues valued at RM68.27 hillion
(Rajandran, 2001).

With regard to the rating agencies, ques-
tions sometimes linger about their independence
from government influence. Hence, in order to
ensureitsindependence and objectivity, RAM was
established as a private limited company with no
ownership by the government. It has ownership
participation from 51 financial institutions with

no single shareholder holding of more than 4.9
percent equity interest. Meanwhile, MARC is
owned by the stock-brokerage companies,
insurance companies and discount houses
(Rajandran, 2001).

Asof 1994, RAM went astep further by
encouraging all banks, merchant banks and fi-
nance companies to be rated as well. If a non-
rated financial institution provides a bank guar-
anteefor aproposed bond issue, the bond will have
to rely on theissuer’s stand-alone rating.

Attracting a Supply of Municipal Bond

Borrowing Costs

Although a low interest rates environment pro-
vides cheaper cost for financing by issuing bonds
for companies, the cost of issuing bonds remains
relatively high. This cost includes a long list of
fees to be paid: financia and legal fees, under-
writing fees, rating fees, trusteefeesand other fees.
All these fees add up to making the primary is-
suesrather unattractive. Besides, trading costsare
also high. Corporate bond trading on the Kuala
Lumpur Stock Exchange (KL SE) attracts a com-
mission of 1 percent of the transacted price, pay-
able by both buyer and seller (transaction cost in-
volved intrading of government bond attractsonly
a brokerage fee of 0.015 percent). The high cost
of trading in bonds affects its liquidity and mar-
ketability. The high transaction cost of issuing and
trading has contributed to the slow devel opment
of corporate bonds until recent years. In addition,
the entire issuance process is rather lengthy; the
actual experience reflected periods averaging be-
tween 8-9 months.

A variety of methods have been explored
and used in Malaysiato reduce theissuance costs.
Oneof themisdirect placements of the debtswith
investors, rather than the competitive public of-
fering. This method can eliminate underwriting
costs and reduce costs associated with informa-
tion disclosure, particularly if the bonds are not
listed on the security exchange. Direct placement
can promote market development by building suc-
cessful borrowing track records for new kinds of
securities, such as municipal bonds. But, it
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Table5
Cost Structure of aRinggit Corporate Bond Issue

Rating fees
Surveillance fee (annually)

Management, underwriting and placement fees

0.1%
0.03%
1% - 2%

Source: Bank Negara Malaysia (1989). Annual Report

involves developmental costs. Direct placements
are likely to be less transparent, do much lessin
terms of promoting investor understanding of a
new type of security, and may diminish the abil-
ity of investors to trade the bonds.

Long Term Debt

Bonds that have long maturities are very rare in
Malaysiaparticularly thoseissued by corporations.
Thisisbecauseinvestorsare uncertain of thewill-
ingness and ability of the issuers to make timely
debt service payment over along period. Inves-
tors generaly prefer maturities of a shorter pe-
riod that is five to ten years as opposed to ten to
twenty years. For example, the longest maturities
for Cagamas bonds are seven years. Most
Cagamas bonds have a term of only three years
(Bank NegaraMalaysia, 1989 & 1998). The con-
centration of liquidity in short-term bondsis det-
rimental to thelong-term bond markets. Anilliquid
long-term bond market leads to the distortion in
the government yield curve as the government
yields cannot act as a good benchmark.

Malaysia has adopted severa programs
for deepening itslong-term financial marketsand
extracting the benchmark for the long-term bond
yields. However, the programs were derailed by
theAsian crisisof 1997, which increased demand
for short-term rather than long-term securities.
Therefore, Malaysia has till to be content with
illiquid long-term bond markets.

One of the significant programs to es-
tablish a good benchmark yield curve in Malay-
siais the introduction of the Khazanah bonds in
theyear 1997. However, theissuance of Khazanah
bonds also concentrated over short maturities
(Bank Negara Malaysia, 1994).

Formal Oversight

An active role by the government and monetary
authority is required if amunicipal bond market
isto develop. The supply functionisalready there
—the number of local government authorities and
public utilities that need funds to finance capital
and other expenditure. Bringing the issuersto the
market isthe big issue and it is here that govern-
mental stanceiscrucial.

CONCLUSION

It isapparent that the basic market strength needed
to introduce municipal bonds is more or less in
place. However, as municipal bonds are still un-
tested, there are many precautions and processes
that need to betaken to further verify theviability
of such a bond market in Malaysia. Among
others, improving local government revenue base
as well as the institutional framework within
which municipal services are delivered requires
attention. In other words, to establish the munici-
pal bond market, the government will haveto help
stabilize local government revenues, so that mu-
nicipal officials and potential lenders alike can
make realistic assessments about the future ca-
pacity of thelocal government to repay debts. The
municipal financial statements need to be
standardized. Local authorities need to acquire
the capacity to prepare capital budgetsand evalu-
ate long-term financing plans. Practical arrange-
ments for strengthening the security behind mu-
nicipal borrowings need to be put in place. Once
all the conditions are met, the private sector
lending to the local governments can grow.
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All sectors must be aware that there are
advantages to the emergence of amunicipal bond
market that could lead to higher funds available
for carrying out municipality work. In Malaysia,
there are a few municipals with a proven track
record and ready to issue bonds, thus providing a
strong base for thefaith of aMalaysian municipal
bond market.
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