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Why a Debt Office?

A Debt Office canbe described as an agency with a least some autonomy from
the politica sphere, which isresponsible for the management of the State debt.
When the Swedish National Debt Office ("SNDO”) was established in year 1789
it was quite a unique structure and remained so for dmost exactly 200 years. In
1988, however, New Zealand followed the Swedish route and set up the New
Zedand Debt Management Office, and in 1990 Irdland established the Nationa
Treasury Management Agency. Since then Audtria, Belgium, Finland, Portugd and
United Kingdom have done the same. Why has the debt office mode suddenly
become so popular?

In the short run everyone can borrow chegp. The easiest way isto borrow in a
currency with low coupon rate and with a short interest fixing period, ason
average yidd curves tend to have positive dopes. And if the fund raiser is il not
satisfied he can probably make the borrowing even chegper with the help of
derivatives like swaps and options. In apressing political Situation any head of
funding can be tempted to choose such aborrowing strategy in order to soften
internal budget congraints. But everyone with some experience in financing knows
that thiskind of borrowing is very risky, i.e. can be very costly for the tax payers -
at least inthelong run.

Over the last ten years the possibilities for borrowers have increased substantialy.
More markets have opened up and there has been a congtant flow of new



ingruments, especidly in thefied of derivatives. The other Sde of the coinisthat
the risks, and the temptation to regp the immediate cost benefits, have equally
increased. Within SNDO we are now, as compared to some years back, almost
daily speaking about interest rate risks, refinancing and other liquidity risks, credit
risks, currency risks, lega risks, administrative and other operationd risks and, as
we are a sovereign, reputationa risks. In such an environment it is essentid for the
Government to have a clearly defined objective and an effective organisation for its
debt management. If the loan portfolio contains high risksit will be highly
vulnerable to externa shocks. Sound management of sovereign liabilities,
especidly when the State debt is substantid, is therefore an important dement in
safeguarding a country’ s economic stability. In order to do that one needs both
knowledge and experience in risk-management techniques and sophigticated
support systems.

The management of the State debt should dso be clearly separate from the
implementation of the monetary policy, which is the responghility of the Centra
Bank. Otherwise debt management decisions could be perceived to be influenced

by indgde information on interest rate decisons.

To quote thefina remark by Marcel Cassard and David Folkerts-Landau, two
former IMF economidts, in their indructive article ” Sovereign Debt: Managing the
Risks’ (Finance & Development / December 1997):

" The most pressing issue confronting governments is the need to reform the
inditutiona arrangements governing debt policy, so that the technica expertise and
experience required to manage the risks of externa debt competently and
transparently can be gpplied. Professionaism and accountability can best be
achieved when debt management is assigned to an agency that is separate and
autonomous from the palitical process. Within this framework, the ministry of
finance formulates and makes public the strategy for debt management while the
debt office implements the strategy and manages the daily risk exposure of the
sovereign portfolio. Thistype of arrangement signdsto the financia markets and



the generd public a country’s commitment to a transparent and accountable debt-
management policy.”

Hence the drive in setting up specidised agencies, debt offices, for the daily
management of the State debt.

All borrowings through the same entity

All the State borrowings, domestic as well as externd, ought to be made through
the same governmental agency, preferably adebt office. It will then be essier to
co-ordinate the borrowings and risk management. Moreover, the knowledge
acquired of different borrowing techniques used abroad which will be achieved
through the externd borrowings can be applied in the State’' s own domestic
market. With the abolition of the exchange control systems and the steedy increase
of liquid swap- markets, the different markets have aso come nearer each other. A
foreign investor can as easily buy abond issued in the domestic market as a bond
issued abroad, and in the swap-market he can change the currency of his
investment to the currency he fedls comfortable with. Also the State can use the
swap- market to increase its exposure in aforeign currency in a more cost-
effective way than through direct currency borrowing. As the State has
comptitive advantages in its own domestic market it can, when the demand is
there, through a currency swap between its own currency and the foreign currency
receive chegper funding in the foreign currency than through a direct borrowing in

the foreign currency.

The conception of the State

The legd arrangements for sovereign borrowing is basicaly a delegation of power
garting from the body within the State who has the financid power, and ending up
in the body who will actualy manage the State debt, e.g. a debt office.



From the point of view of civil law the State isalegd person with assets and
ligbilities of its own. In the case of a State based on the rule of law it can dso be
brought to court, at least to the nationd courts.

As regards their organisation, modern States tend to be highly fragmented. The
supreme bodies consst of the Head of State, the People’'s Assembly, the
Government and the Judiciary. In addition to these there are various layers of
authority, both centrd and locd. The sum of dl these partsisa single lega person,
i. e the State. State-owned companies, however, are not part of the State. They
are independent legd entities and normally subject to the same corporate laws as
privately owned companies. The State' s interests in these companies do, however,
represent State assets. Nor do the different kinds of subnational governments, like
primary local authorities and county councils, form part of the State. Another thing
isthat the State might have a contingent implicit ligbility to financidly support these
entities. But that is beyond any legd obligation.

The gatus of the Central Bank varies from one country to another. Asarule, Snce
it traditionally has been the ”bank of the State”, the Central Bank is separate from
the State at least in terms of property rights. In some countries the Centrd Bank is
organised as alimited liability company, while in othersit hasits own assets and
ligilities but in some other respects functions as a governmenta agency. The
foreign exchange reserves are dways managed by the Central Bank. However,
this does not necessarily mean that the Centra Bank owns these reserves. In some
countries it does, while in others the foreign exchange reserves are regarded as the
property of the State and are only managed by the Central Bank on the
ingructions of the State.

To illugrate, the State may thus be described as follows.
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The State isinvested with supreme power within itsterritory. It haslegidative
power and the power to collect taxes, as well as being responsible for externa
security and internd order. If the State collgpses, the result is anarchy.

The Constitution

The garting point for any study on legd arrangements for a debt officeisto find
out the State body which has the financia power. The obvious source here isthe
Condtitution.

Historicaly the Head of State (the King, the Emperor, the Tsar etc.), his Minigters
(the "noble men™) and the " ordinary” people have struggled for the power over



the State. The find outcome of that tug of war is normdly shown in the
Condtitution of the country, which regulates the division of powers between the
Heed of State, the Government and the People’ s Assembly. In modern
democratic States most of the power is vested in the People' s Assembly, such as
the lawmeaking power and the financid power.

The most important element of the financia power isthe right to tax the income
and the property within the jurisdiction of the country. Asthe Stat€' s assets
predominantly consist of the discounted vaue of future taxes, interest payments on
the State loans will at the end of the day be covered by the tax payers. One could
thus say that the management of the State debt is the management of future tax
payments. Consequently, the body which has the right to levy taxes should dso
decide on State borrowing and other assumptions of financia obligations, like

financid guarantees.

In the Swedish Condtitution it is stated in Chapter 9, Section 10, that the
Government may not, without authorisation by the Riksdag (= the Swedish
People's Assembly), borrow funds or otherwise assume financid obligations on
behdf of the State.

In order for the State to enter into loan transactions, the People's Assembly must
thus delegate the right to manage the debt to the Government or to another body
within the State. In some countries, like Sweden, the People' s Assembly cannot
delegate its powers directly to an agency reporting to the Government. In the case
of adebt office, which normaly is reporting directly to the Government (the
Ministry of Finance), the Assembly must then delegate the borrowing power to the
Government and give its consent to the Government’ s on-delegation to the Debt
Office.



In theory the People' s Assembly could itself teke care of the debt management.
But in practice that would be avery inefficient system asthe Assembly isa
collective body which only meets during its sessons.

The next step istherefore to study the delegation from the People’s Assembly. But

first some genera comments on regulaions.

General about regulations

In today’ s dynamic world "flexibility” isakey word. It isimpossible to foresee dl
the problems, and opportunities, which might occur in the near (or distant) future.
Thisis particularly true in cross-border finance. The regulations should therefore
not be too detailed. A better gpproach isto clearly state the aim of the borrowing
activities, give some generd operationa guiddines, regulate the borrowing entity in
amore generd form and employ people with professona skill and sound
judgment. However, even if the above istheideal Stuation one aso hasto look at
the economic development of any country. In aless mature environment it might
be wise to gart with amore detailed regulation and gradudly lessen the retrictions

as the competence of the Debt Office grows.

There are two addressees of the regulations, namely the Debt Office and its
counterpartiesin the credit and derivative markets. Both the Debt Office and its
counterparties must know what the Debt Office legdly can and cannot do. If the
counterparties are hesitant whether the Debt Office has the mandate to legdly bind
the State or not, they will be very reluctant to enter into any transactions with the
Debt Office & dl and, if they eventudly do, they will ask for arisk premium to



cover their legd risk. On this point the delegation must be very clear. Prudent

counterparties will ask for their own copy of the regulations and make their own

interpretation of the delegation.

Thedelegation from the People’s Assembly

The delegation can be very wide like in the United Kingdom and Irdland. In the

United Kingdom the following is stated in the Nationa Loans Act 1968 under
Section 12, headed " Power of Treasury to borrow”:

")

@

©)

Any money which the Treasury consider it expedient to raise for the
purpose of promoting sound monetary conditionsin the
United Kingdom and any money required -

(&) for providing the sums required to meet any excess of payments
out of the Nationa Loans Fund over receiptsinto the Nationa
Loans Fund, and

(b) for providing any necessary working balance in the Nationa
Loans Fund,

may be raised in such manner and on such terms and conditions as
the Treasury think fit, and money so raised shdl be paid into the
National Loans Fund.

For the purpose of raising money under this section the Treasury

may create and issue such securities, at such rates of interest and
subject to such conditions as to repayment, redemption and other
matters (including provision for asinking fund) asthey think fit.

For the avoidance of doubt it is hereby declared that the power to
raise money under this section extends to raisng money either within
or outsde the United Kingdomand either in sterling or in any other
currency or medium of exchange, whether nationa or international.”

A more restricted gpproach isfor the People’ s Assembly to determine on ayearly

basi s the maximum amount which can be borrowed in the domestic currency

and/or in foreign currencies. In the Finnish Condtitution, for example, it isstated in
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Section 64: ” State borrowings must be founded on the consent of the People's
Assembly, from which may be concluded the maximum amount of the new
borrowings as wel as the maximum amount of the State debt.” The problem with
this regtriction isthat it is difficult one year in advance to forecast the tota
borrowing reguirement. Due to the economic development during the year both
the revenue side and the expenditure side of the budget might be adversdly
affected. Also - in the case the State is raising funds for the Central Bank - the
Centrd Bank might get a sudden need to replenish the foreign currency reserves,
which will again increase the borrowing requirement above the limits set by the
People’'s Assembly.

The Swedish model

The delegation of the borrowing power from the Riksdag to the Government is
stated in the Act (1988:1387) on State Borrowing and Debt Management. The
Act is attached asAnnex 1

Section 1 of the Act reads asfollows:

" Following specific authorisation by the Riksdag for each individua
fiscd year, the Government or, following resolution by the
Government, the Swedish Nationa Debt Office (the ” Debt
Office”), may borrow funds on behdf of the State in order to:

1. finance current deficitsin the National Budget together with other
expenditures incurred pursuant to Acts of the Riksdag;

2. provide such loans and fulfil such guarantees as resolved by the
Riksdag;

3. amortise, redeem and re purchase State debt; and

4. fulfil the Central Bank’ srequirements of currency reserves.

The Centra Bank shal make full compensation for the Stat€' s costs
in respect of borrowing in order to fulfil the Central Bank's
requirements of currency reserves. The Governmert may, however,
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in consultation with the Central Bank, resolve otherwise where
Specific cause exists”

As can be seen, the borrowing authorisation is not limited in amount but to
purposes. Still the Riksdag has control over the State debt sinceit isthe Riksdag
which, within its financia power, gpproves the budget, including expenditures and
tax rates, and consentsto any State lending and the issuing of guarantees. The only
exception is the borrowing for the purpose of increasing the foreign currency
reserves of the Swedish Centrd Bank. But dso here the Riksdag has, at least
indirectly, full control as the Central Bank is an agency reporting directly to the
Riksdag. The members of the Centrd Bank’ s governing council are as well
gppointed by the Riksdag.

The yearly authorisation is amere formdity. As part of its work with the Budget
Bill the Riksdag just refersto the Act and gives the Government the authority for
the coming fiscal year to borrow in accordance with the Act. The consent to the
Government’s on-delegation of the borrowing authority to the Swedish Nationa
Debt Office has dready been given in the Act itsdlf.

Section 3 of the Act makes it clear that the debt shall be managed by the
Government or, following resolution by the Government, the Debt Office. The

debt management includes the right to enter into derivetive transactions.

As mentioned above it is important to be aware of that the addressee of the
delegeation is dso the counterparties of the State. In Section 4 it is therefore
explicitly stated thet the State shall be lidble for any and dl loans entered into by
the Debt Office. Without this statement a prudent lender to the Kingdom of
Sweden would check if the Riksdag has given its yearly authorisation, if the
Government has on-delegated the authorisation to the Debt Office and whether
the borrowing is made for an approved purpose. With this Section 4 it is clear that
regardless whether the Debt Office had received the necessary authorisation to
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make a certain borrowing on behdf of the State or not, the loan will ill bea

legdly vaid and binding obligation of the State. If the Debt Office should have
overstepped what it is authorised to do, it will certainly be an interna problem
within the State but it will not affect any lenders.

Deegation should never be the same as abdication. Therefore the Riksdag in its
Act on State Borrowing and Debt Management also has determined the aim of the
debt management and given rules on guiddines and reporting requirements.

The am, as dated in Section 5, is that the State debt shall be managed so that the
cods of the debt from along-term perspective are minimised with due regard to
the risks associated with debt management. This means that the borrowing costs
shdl be caculated on arisk-adjusted basis. ”Long-term” has been eucidated by
the Government in its annud regulatory communiceation to the Debt Office to mean
ralling five-year periods.

Not later than 1% October each year the Debt Office shall submit to the
Government a proposal for guidelines for the management of the debt. After
receiving the proposa the Government sendsit to the Centra Bank for its opinion.
The Centrd Bank mainly checks that the proposed guidelines will not adversely
affect the implementation of the monetary policy, the object of which isto maintain
price stability. Thereafter the Government not later than 15" November decides
upon the guiddines for the Debt Office’ s management of the State debt.

Not later than 15" February each year the Debt Office is obliged to submit to the
Government data for the evauation of its debt management, which are normaly
given in the annud report to the Government. The evauation is then presented by
the Government to the Riksdag in areport not later than 25" April. After reading
the evaduation the Riksdag is able to give its view to the Government on the
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management in the last year (or years) and on the future guiddines to the Debt
Office.

Both the Debt Office' s proposd and the Government’ s guiddines are made
public. Hence a guarantee that both the proposa and the guidelines are based on
good andyses and well-founded arguments. Also the Government’s evauation is
made public.

The Swedish system can thus be described as transparent and having a strong

emphad's on accountability.

Instructionsfor the Debt Office

The Swedish Nationd Debt Office is a governmenta agency reporting directly to
the Government. The ondelegation of the borrowing authority, dutiesand ams,
management etc. of the Debt Office are prescribed by the Government in the
Ordinance (1996:311) Prescribing Instructions for the Swedish National Debt
Office. The Ordinance is attached as Annex 2

Section 1, subsection 1, reads as follows:

"The Debt Office shdl enter into and manage |oans on behdf of the
State pursuant to the Act (1988:1387) on State Borrowing and
Debt Management. The object of this activity shdl be to minimise,
on along-term basis, the cogts of the State debt with due regard to
the risks associated with debt management. The management shall
occur within the framework of the requirementsimposed by
monetary policy and the guiddines determined by the Government.”

Section 3 sates that the Debt Office shdl consult with the Swedish Centra Bank

with respect to issues concerning the genera focus of the borrowing activities and
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that these consultations shdl reate primarily to issues of sgnificance relating to

monetary policy.

These conaultations are usudly relatively informd. They are conducted on amid-
management level and normaly through telephone calls. Over the years acommon
understanding has been established on the topics which are of interest to the
Central Bank. In addition to telephone cals and ad hoc contacts there are four
mesetings a year between the Centra Bank, the Ministry of Finance and the Debt
Office where more genera questions are discussed. These meetings are dso held

onamid - management levd.

The Debt Office is managed by a Board of Commissioners which is chaired by the
Director Generd, who is aso the chief executive (Sections 6 and 7). They are dll
appointed by the Government.

In addition to the Director Generd, the Board consists of seven persons. Four of
the Commissioners are Members of the Riksdag. On the current Board are dso
three Professors of Economics, of which oneisahigh leve officer of the Ministry

of Finance.

The Board normaly meets six times ayear and decides, inter dia, on the proposal
to the Government for guiddines for the management of the debt, the principles as
to the manner in which the guiddines issued by the Government shdl be
implemented, the data to the Government for its evauation of the Debt Office's
management of the debt and the limits and guidelines for the management of the
risks associated with the Debt Office' s activities (Section 9). In addition the Board
takes decisons with respect to the Debt Office’ sinterim and annud reportsto the
Government, the budget data, the audit reports and the interna audit plans.

Organisational guidelinesfor the Debt Office
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We have now come down to the last regulation, namely the Debt Office s own
organisationa guidelines determined by the Director General. Extracts from the
organisational guiddines are attached as Annex 3.

The organisationa guiddines regulate the interna organisation of the Debt Office.
In principleit is up to the Debt Office to decide its own organisation. Thusthe
guidelines regulate such matters as the areas of responsibility and the objects of the
departments, the responsibility of certain senior officials and the generd principles
for the decision making.

The decisionmaking (Section 5.1) is delegated to the head of the respective
department, apart from matters of great importance or of significance as a matter
of principle. Those matters shall aways be referred for determination to the
Director Generd or, in certain cases, to the Deputy Director Generd. But to give
comfort to the Debt Office' s counterpartiesit is stated that any decision shall be
binding on the Debt Office notwithstanding the absence of such referral.

The heads of department, in turn, are entitled to delegate the decision making
power to subordinate officials. Such delegation must be in writing with a copy to
the Director Generd or the Deputy Director General. However, agreements
binding on the Debt Office (i.e. Kingdom of Sweden) must aways be approved
by the Law and Documentation Department and shal aso be countersigned by the
Generd Counsdl or alega counsdl gppointed by the General Counsdl.

Over the years the organisation has proved to be very flexible and has enabled
speedy decisionsin order to take advantage of market opportunities.

Tomas Magnusson
Director and Generd Counsd



