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EXECUTIVE SUMMARY

1 Recognizing the important role that public debt management can play in heping countries
cope with economic and financid shocks, the International Monetary and Financiad Committee
(IMFC) requested that staff from the IMF and World Bank work together in cooperation with
nationa debt management experts to develop a set of guiddines for public debt management to
asss countries in their efforts to reduce financia vulnerability. When the Executive Boards of the
IMF and the World Bank endorsed the Guidelinesin the Spring of 2001, they requested that the
daffs of the two indtitutions aso prepare an accompanying document to the Guideines containing
sample case studies to illugtrate how arange of countries from around the world and at different
stages of economic and financia development are developing their debt management capacity in a
manner congstent with the Guiddines. The experiences of these countries should offer some useful
practica suggestions of the kinds of steps that other countries could take as they drive to build their
cgpacity in public debt management.

2. The eighteen case sudies presented in this report clearly illustrate the rapid evolution thet is
taking place in the field of public debt management. In contrast to 15 or 20 years ago, countries are
much more focused on managing the financia and operationa risks inherent in the debt portfolio
than was the case in the past. And the way in which the stock of debt is managed is becoming
increasingly sophigticated, especidly in those countries that have had histories of excessve debt
levels or have experienced shocks associated with the reversa of capita flows. These points are
embodied in severa over-arching themes that emerge from the country case studies. These themes
are highlighted below.

3. The first key theme is that the objectives for managing debt and the indtitutiona framework
for meeting these objectives are becoming more formalized. All of the countries surveyed have
explicit objectives for managing their debt, which focus on managing the need to borrow at the
lowest possible cost over a medium- to long-term time frame. While most countries' statements of
objectives aso make explicit reference to the need to manage risks prudently, thisis not universa.
Even s0, the reference to managing costs over the medium- to long-term can be seen asan
awareness of the need to avoid taking on dangerous debt structures that might have lower costsin
the short-run but could trigger much higher debt service cogtsin the future. They dearly do not
grive to minimize cogts in the short-run without regard to risk. Avoiding dangerous debt structures
is, of course, easer said than done. In some countries, the costs of borrowing domesticaly by
issuing long-term fixed-rate ingruments may smply be too prohibitive in the short run due to week
macroeconomic conditions or because this segment of the market is not functioning well. As aresullt,
many countries are dedicating significant effort and resources towards developing the domestic
market for government debt so that down the road they can reduce rollover risk and other market
risks in the debt stock, even though the benefits of doing so may only emerge over time, and entail
higher debt service cogtsin the short run.



4. Ancther aspect of the more formal ingtitutional framework can be seen in the organizationa
structure underpinning debt management. Thereis aclear trend towards providing a proper legd
framework to support debt management, and centraizing delt management activities as much as
possible in one entity, even though the preferred entity varies depending on country circumstances.
As circumstances permitted, the countries surveyed took steps to separate the conduct of monetary
policy from debt management, while ensuring that there continues to be adequate coordination at the
operationa leve, S0 that there is gppropriate sharing of information on the government’ s liquidity
flows between debt managers, fiscd, and monetary policy authorities, and so the two activities do
not operate at cross-purposes in financia markets. They have aso taken a number of stepsto
clearly specify the roles and responsihilities of those involved in debt management, and subject the
conduct of debt management activities to gppropriate financia and management controls. This has
hel ped to ensure that appropriate safeguards are in place to manage the operationa risks associated
with debt management.

5. The more forma ingtitutional framework has aso been accompanied by transparency in
debt management activities and appropriate accountability mechanisms. Debt manegersin dl of the
case study countries emphasized the need to ensure that the public is fully informed on the
government’ s financia condition, the objectives governing debt management, and the strategies and
modalities employed by debt managers to pursue these objectives. They also make use of avariety
of communication vehicles, such as regular forma reports and media announcements, to report on
thelr performance in meeting the objectiveslaid out for them, and to outlinein generd termstheir
plans and priorities for the year ahead. In some countries, their performance in both afinancia and
broader sewardship senseis aso subject to regular externd review. This reflects a generd
consensus among the countries that markets work best, and debt service cods are minimized, when
uncertainty regarding the objectives and conduct of debt management and the state of government
finances is kept to aminimum.

6. A second key theme relates to the high level of awareness of the importance of risk
management of public debt and of a growing consensus for the gppropriate techniques for managing
risk. Many of the countries surveyed use cash flow modeing for andyzing the costs and risks of
different debt Strategies, where cost is measured as the expected, or most likely, cost of debt
service over the medium- to long-term, while risk isthe potentid increase or volaility in cost over
the same period. Onerationde for thisis that the cost of debt is best considered in terms of its
impact on the government’ s budget, and that cash flow measures are a naturd way of quantifying
thisimpact. A few countries are beginning to experiment with modeling debt service and macro-
variables jointly in order to more directly measure cost and risk of debt relative to the government’s
revenues and other expenditures—that isto modd the government’s assets and liabilitiesjointly. In a
number of other cases, this asset-liability management or ALM gpproach has been used in amore
limited way by analyzing the risk characteristics of government financid assats (such asforeign
exchange reserves) and debt jointly in order to determine the gppropriate structure of debt and
assets.



7. The management of operationd risk is aso receiving increased attention. In large part thisis
addressed by having inditutiona structures that permit clear assgnment of authority and
respongbility, operations manuals detailing al important procedures, conflict of interest rules, clear
reporting lines, and forma audits. But many debt offices now aso have separate middle offices with
respongibility for andyzing risk and designing and implementing risk control procedures (some of
these same offices dso have respongbility for andyzing strategies for managing the costs and risks
of debt, dthough in others, the respongbility for srategic andysisis separate from the risk control
unit).

8. Those debt offices, which trade their debt or take tactical risk positions, have particularly
strong middle office control structures. The focus on formal risk analysis and control structuresis not
universal, however, asit depends largely on country circumstances. In the pag, the industrid
countries seen as leadersin thisfield aso had large and risky debt structures, including a subgtantia
share of foreign currency debt. Consequently, the benefits of taking a more systematic approach to
the financid and risk management of the government’ s debt were subgtantid. While others, which
have deep and liquid domestic debt markets and consequently little or no foreign currency debt,
have amuch less risky debt structure and less of aneed for aforma strategy for managing debt
based on cost/risk tradeoffs. On the other hand, emerging market and developing countries, many
of which dso have had risky debt structures, had alater start in building the capacity for managing
thisrisk. While some of these countries are now usng models and sysems which are Smilar to the
indugtridized countries, others are il in the process of building this capacity, and while good
progress has been made, the experience of the leading practitioners demondtrate that this process
can take severa years. That said, some countries may not need to build models and systems as
sophisticated as those found in the industrial countries because their debt issuance options are
narrower and their markets less amenable to statistical andysis. Instead, they should dtrive to set
achievable godsfor their modds that are limited to the genuinely useful aspects.

0. It dsoisdear that alot of financia resources and management time is being devoted to
developing the technology and systems needed to perform these tasks. This speaks to the need to
ensure that the systems acquired are appropriate to the government’ s needs given a country’ s stage
of development. The systems acquired do not necessarily have to include dl of the latest and most
sophiticated features—many of the cash flow smulation modes used for cost/risk andyds are
Spreadsheet based. Countries aso have pursued the acquisition of technology in different ways,
depending on country-specific circumstances. Some have opted to acquire these systems by
purchasing commerciadly available syslems that were designed for private sector financid ingtitutions
and customizing them to suit their own needs, while others have opted instead to develop their own
gysemsin-house. Some systems are very basic, focusing on the primary needs of debt recording,
reporting and analys's, while others are integrated with other cash management, accounting, and
budget systems. This highlights the fact that the appropriate technology varies consderably
depending on country-specific circumstances, and that many countries are ill experimenting to find
out which systemswork best.



10. A third key theme that emerged from the case sudies is the siriking convergencein
approaches taken by countries to issue debt and promote awell-functioning domegtic financid
market. Auctions of standardized market instruments are commonly used to issue debt in domestic
markets, and debt managers are cognizant of the need to avoid excessive fragmentation of the debt
stock if they are to encourage deep and liquid markets for government securities. Where differences
exig, they tend to be at the leve of execution, such asin terms of the festures of instruments issued
and the extent to which debt managers are prepared to rely on primary dealers to market their debt
to end-investors. Nonethdless, it isimportant to note that al of the countries surveyed made
reference to the advantages of working with market participants in a collaborative fashion to
develop their domestic government securities markets and minimize the amount of uncertainty in the
market regarding government financing activities. Over time, this gppears to be paying off in the
form of more efficient domegtic financid markets, and ultimately lower borrowing costs for the
government, in that the presence of athriving domestic market makesit easier for debt managersto
achieve a debt stock structure that embodies the government’ s preferred risk-cost tradeoff.

11.  Fourth, it isimportant to highlight what sound debt management in and of itself cannot
deiver. It is no subgtitute for sound macroeconomic and fisca policies, and on its own will not be
enough to ensure that a country iswell insulated from economic and financia shocks. Developing
public debt management in amanner consstent with the Guideines clearly has an important role to
play in fostering prudent debt management practices and contributing to the development of awell-
functioning market for government securities. However, many countries also stressed the need for a
sound macroeconomic policy framework, characterized by an appropriate exchange rate regime, a
monetary policy framework that is credibly focused on the pursuit of price sability, susainable
levels of public debt, a sound externd position, and a well-supervised financid sysem. Such a
framework is an important underpinning to ingtilling confidence among financid market participants
thet they can invest in government securities with a minimum of uncertainty. It is thus an important
precondition if debt managers are to succeed in achieving a debt structure that reflects the
government’ s preferred risk-cost trade-off, and helping the country a large to minimize its
vulnerability to economic and financid shocks. Indeed, through their links to financia markets and
thelr risk management activities, government debt managers are well-positioned to gauge the effects
of government financing requirements and debt levels on borrowing cogts, and to communicate this
information to fiscd policy advisors.

12. Fndly, while the examples of debt management practices presented in the case sudies and
the lessons drawn here offer some practica guidance for policymakersin al countries that are
griving to strengthen the qudity of their public debt management and reduce their country’s
vulnerability to economic and financid shocks, they are especidly relevant for the HIPCs and less
developed trangition economies. These are a an earlier stage of developing their capacity in public
debt management. For them, in addition to continuing to strengthen their budget and cash
management functions, an important priority will be to draw from the experiences outlined in the
case studies to build a proper foundation for conducting debt management. In this regard, some



important first steps for many of these countries are the need to introduce appropriate governance
and indtitutional structures so that the operationa and financiad risks associated with debt
management are properly managed, to develop information systems thet fully capture the financia
characteridics of dl of the government’ s financia obligations and contingent lighilities, and the need
to develop a debt strategy that encompasses both domestic and externa debt. The latter is
especidly important, and the experiences of the countries covered by the case studies suggests that
the development of a domestic debt market can play an important role over timein helping to
broaden the range of borrowing opportunities for a country, and making it easier for it to achieve its
desired cost-risk trade-off.
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PART | —IMPLEMENTING THE GUIDELINESIN PRACTICE
|. INTRODUCTION

13. A government’sdebt portfolio is usudly the largest financid portfolio in the country. It often
contains complex financia structures and can create substantial balance sheet risk for the
government. Large and poorly structured debt portfolios also make governments more vulnerable to
economic and financia shocks and have often been amgjor factor in economic crises. Recognizing
the important role that public debt management can play in helping countries cope with economic
and financia shocks, the International Monetary and Financia Committee (IMFC)* requested that
gaff from the IMF and World Bank work together in cooperation with nationa debt management
expertsto develop a set of guidelines on public debt management to assist countriesin their efforts
to reduce financid vulnerability. The IMFC' s request, which was endorsed by the Financid Stability
Forum, was made as part of a search for broad principles that could help governments improve the
quality of their policy frameworks for managing the effects of volatility in the international monetary
and financid system.

14. By involving nationa debt management authoritiesin the preparation of the Guiddines, the
process was one that sought to strengthen countries’ sense of ownership of them and helped to
ensure that they are in line with sound practice. Government debt managers from around 30
countries provided input into an initid draft that was discussed by the Executive Boards of the IMF
and World Bank in July 2000. Following these discussions, more than 300 representatives from
122 countries attended five outreach conferences on the Guidelinesin Abu Dhabi, United Arab
Emirates, Hong Kong Specid Adminidtrative Region; Johannesburg, South Africa; London, United
Kingdom; and Santiago, Chile.? The feedback provided was taken into account in the final version
that was approved by the Executive Boards of the two ingtitutions in March 2001, and endorsed by
the IMFC and the Development Committee® at their Spring meetings in April 2001. Since then, the
Guiddines have been available on the IMF and World Bank web Stesin five languages (English,

! The IMFC is an advisory body that reports to the IMF s Board of Governors on issues regarding
the management of the internationd monetary and financid system.

2 In addition, staff from the IMF and the World Bank participated in a seminar on Debt and Fiscal
Management in Whistler, Canada, attended by representatives from Western Hemisphere countries,
which included a discusson of the Draft Guiddines.

% The Development Committee of the Boards of Governors of the IMF and the World Bank
advises the two Boards on critical development issues and on the financid resources required to
promote economic development in developing countries.
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French, Spanish, Russian, and Arabic), and ahard copy verson was published by the two
ingtitutions in September 2001.* The Guidelines are summarized in Appendix I.

15. In the course of the Board discussions, Executive Directors of the IMF and the World Bank
asked the staffs to prepare an accompanying document to the Guideines that would contain sample
case studies of countries that are developing strong systems of public debt management. At the
same time, the Boards requested that this report should not expand or add to the Guiddines, but
instead delineste the experiences of various countriesin the form of case studies. In response, staff
from the IMF and World Bank have prepared this document, which contains 18 country case
gudiesto illustrate how arange of countries from around the world and &t different stages of
economic and financid development are developing their capacity in debt management in a manner
consstent with the Guidelines. The diverse nature of the countries represented in the case studiesis
illugtrated by the economic and financia indicators presented in Table 1. The experience of these
countries should offer some useful practica suggestions of the kinds of steps that other countries
could take as they gtrive to build their capacity in government debt management.

16.  Inlinewith the process adopted for the Guiddlines, the preparation of the Accompanying
Document has been one that has sought to foster countries’ sense of ownership of the product, and
ensure that the descriptions of individua country practice and the lessons learned are well grounded.
The 18 country case studies were prepared by government debt managers coordinated by IMF and
World Bank staffs. They cover both their domestic deot management and foreign financing
activities. After collecting the information and preparing initial drafts of the case sudies, the officias
involved in preparing the case studies were invited to an Outreach conference in Washingtonin
September 2002 to discuss the conclusions drawn from the cases by IMF and World Bank staff,
and the documert as awhole.

A. What IsPublic Debt Management and Why IsIt Important?

17. Public debt management is the process of establishing and executing a strategy for managing
the government’ s debt in order to raise the required amount of funding, pursue its cost and risk
objectives, and to meet any other public debt management goa's the government may have s&t, such
as developing and maintaining an efficient and liquid market for government securities.

* International Monetary Fund and The World Bank, 2001, Guidelines for Public Debt
Management, (Washington, D.C).
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Table 1. Sdected Macroeconomic and Financia Indicators for Case Study Countriesin 2001

Generd Stock Market Stanptiirr(,jsand
Nominal GDPper Government  Broad Money (M2)  Capitalization L ong-term Debt Moody’s
Capita Net Debt (1999 data) Ratings Long-term
(U.S. dallars) Fordgn  Loca Debt Ratings
(In Percent of GDP)
Currency Currency

Brezil 2,986 56 25 30 BB- BB+ B1
Colombia 2,021 a7y 3 13 BB BBB Ba2
Denmark 30,160 39 39 60 AAA AAA Aaa
India 466 0 65 41 BB BBB- Ba2
Ireland 26,596 25 na 2/ 45 AAA AAA Aaa
Italy 18,904 104 na 2/ 62 AA AA Aaa
Jamaica 3,758 1303/ 44 33 B+ BB- Ba3
Japan 32,637 66 131 105 AA AA Aal
Mexico 6,031 42 29 2 BBB- A- Baa2
Morocco 1,147 76 75 39 BB BBB Bal
New Zealand 12,687 18 89 52 AA+ AAA Aa2
Poland 4,562 36 46 19 BBB+ A+ Baal
Portugal 10,587 50U na 2/ 58 AA AA Aa2
Slovenia 10,605 1 52 11 A AA A2
South Africa 2490 BV 60 BBB- A- Baa2
Sweden 23547 -3 46 156 AA+  AAA Aal
United Kingdom 23,765 31 9%5 203 AAA AAA Aaa
United States 36,716 42 53 182 AAA AAA Aaa

Source: IMF World Economic Outlook, Bankscope databases, and IMF staff estimates.

1/ Gross debt as a percent of GDP.

2/ M2 data are not available at the national level for members of the European Monetary Union.

3/ End of fiscal year 2001/2002.

18. In a broader macroeconomic context for public policy, governments should seek to ensure

that both the level and rate of growth in their public debt is fundamentdly sustainable over time, and
can be serviced under awide range of circumstances while meeting cost and risk objectives.
Government debt managers share fisca and monetary policy advisors concerns that public sector
indebtedness remains on a sustainable path and that a credible strategy isin place to reduce
excessve levels of debt. Debt managers should ensure that the fiscd authorities are aware of the
impact of government financing requirements and debt levels on borrowing costs.> Examples of

® Excessive levels of debt that result in higher interest rates can have adverse effects on redl output.
Seefor example: A. Alesina, M. de Broeck, A. Prati, and G. Tabdlini, “Default Risk on
(continued...)
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indicators that address the issue of debt sustainability include the public sector debt serviceratio,
and ratios of public debt to GDP and to tax revenue.®

19.  Every government faces policy choices concerning debt management objectives, its
preferred risk tolerance, which part of the government balance sheet those managing debt should be
responsible for, how to manage contingent liabilities, and how to establish sound governance for
public debt management. On many of these issues, thereis increasing convergence in the global debt
management community on what are consgdered prudent sovereign debt management practices that
can aso reduce vulnerability to contagion and financia shocks. These include: (i) recognition of the
benefits of clear objectivesfor debt managemert; (ii) weighing risks againgt cost consderations; (iii)
the separation and coordination of debt and monetary management objectives and accountabilities;
(iv) alimit on debt expangion; (v) the need to carefully manage refinancing and market risks and the
interest cogts of debt burdens; (vi) the necessity of developing a sound ingtitutiona structure and
policies for reducing operationa risk, including clear delegation of responsbilities and associated
accountabilities among government agencies involved in debt management; and (vii) the need to
carefully identify and manage the risks associated with contingent ligbilities.

20. Public debt management problems often find their originsin the lack of attention paid by
policymakers to the benefits of having a prudent debt management strategy and the costs of weak
macroeconomic management and excessive debt levels. In the firgt case, authorities should pay
greater atention to the benefits of having a prudent debt management strategy, framework, and
policies that are coordinated with a sound macro policy framework. In the second, ingppropriate
fiscal, monetary, or exchange rate policies generate uncertainty in financid markets regarding the
future returns available on loca currency-denominated investments, thereby inducing investors to
demand higher risk premiums. Particularly in developing and emerging markets, borrowers and
lenders dike may refrain from entering into longer-term commitments, which can difle the
development of domestic financid markets, and severdly hinder debt managers efforts to protect
the government from excessive rollover and foreign exchangerisk. A good track record of
implementing sound macropolicies can help to dleviate this uncertainty. This should be
supplemented with appropriate technicd infrastructure—such as a centra registry and payments and
Seitlement systems—to facilitate the development of domestic financial markets.

Government Debt in OECD Countries,” in Economic Policy: A European Forum
(October 1992), pp. 428-463.

® See page 1 of Guidelines for Public Debt Management. For a discussion of indicators of
externa vulnerability for a country, see: Internationa Monetary Fund, 2000, Debt- and Reserve-
Related Indicators of External Vulnerability, (SM/00/65).
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21.  Inaddition, poorly structured debt in terms of maturity, currency, or interest rate
compoasition and large and unfunded contingent ligbilities have been important factorsin inducing or
propageating economic crises in many countries throughout history. For example, irrespective of the
exchange rate regime, or whether domestic or foreign currency debt isinvolved, crises have often
arisen because of an excessive focus by governments on possible cost savings associated with large
volumes of short-term or floating rate debt. This has |eft government budgets serioudy exposed to
changing financia market conditions, including changes in the country’ s creditworthiness, when this
debt hasto be rolled over. Foreign currency debt also poses particular risks, and excessive reliance
on foreign currency debt can lead to exchange rate and/or monetary pressures if investors become
reluctant to refinance the government’ s foreign-currency debt. By reducing the risk that the
government’s own portfolio management will become a source of ingability for the private sector,
prudent government debt management, dong with sound policies for managing contingent ligbilities,
can make countries less susceptible to contagion and financid risk.

22.  Thesdzeand complexity of agovernment’s debt portfolio often can generate substantia risk
to the government’ s balance sheet and to the country’ sfinancid stability. As noted by the Financid
Stability Forum’s Working Group on Capita Flows, “recent experience has highlighted the need for
governments to limit the build-up of liquidity exposures and other risks that make their economies
especialy vulnerable to external shocks.”” Therefore, sound risk management by the public sector is
aso essentid for risk management by other sectors of the economy “because individud entities
within the private sector typicaly are faced with enormous problems when inadequate sovereign risk
management generates vulnerability to aliquidity criss” Sound debt structures help governments
reduce their exposure to interest rate, currency and other risks. Sometimes these risks can be
readily addressed by relatively straightforward mesasures, such as lengthening the maturities of
borrowings and paying the associated higher debt servicing costs (assuming an upward doping yied
curve), adjusting the amount, maturity, and compaosition of foreign exchange reserves, and reviewing
criteria and governance arrangements for contingent liabilities.

23.  Thereare, however, limits to what sound debt management policies can ddliver in and of
themsdlves. Sound debt management policies are no panacea or subgtitute for sound fisca and
monetary management. If macroeconomic policy settings are poor, sound sovereign debt
management may not by itself prevent any crisis. Even so, sound debt management policies can
reduce susceptibility to contagion and financia risk by playing acataytic role for broader financid
market development and financia deegpening.

B. Purposeof the Guiddines

" Financid Stability Forum, Report of the Working Group on Capital Flows April 5, 2000, p. 2.
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24.  The Guiddines are designed to asss policymakersin consdering reforms to strengthen the
quality of their public debt management and reduce their country’ s vulnerability to domestic and
internationd financid shocks. Vulnerahility is often greeter for smaler and emerging market
countries because their economies may be less diverdfied, have smaler bases of domestic financid
savings (rdative to GDP), and less developed financia systems. They could also be more
susceptible to financid contagion, if foreign investor exposures are significant, through the reative
meagnitudes of capital flows. As aresult, the Guiddines should be consdered within a broader
context of the factors and forces affecting a government’ s liquidity more generdly, and the
management of its balance sheet. Governments often manage large foreign exchange reserves
portfolios, their fiscal positions are frequently subject to real and monetary shocks, and they can
have large exposures to contingent liabilities and to the consequences of poor balance sheet
management in the private sector. However, irrepective of whether financid shocks originate within
the domestic banking sector or from globa financia contagion, prudent government debt
management policies, dong with sound macroeconomic and regulatory policies, are essentid for
containing the human and output costs associated with such shocks.

25.  The Guiddines cover both domestic and external public debt and encompass a broad range
of financid claims on the government. They seek to identify areas in which there is broad agreement
on what generaly congtitutes sound practices in public debt management. The Guideines endeavor
to focus on principles gpplicable to abroad range of countries at different stages of development
and with various ingtitutional structures of nationa debt management. They should not be viewed as
aset of binding practices or mandatory standards or codes. Nor should they suggest that a unique
set of sound practices or prescriptions exigts, which would apply to dl countriesin al Stuations. The
Guiddines are mainly intended to assist policymakers by disseminating sound practices adopted by
member countriesin debt management strategy and operations. Their implementation will vary from
country to country, depending on each country’ s circumstances, such as its state of financia
development. Heavily Indebted Poor Countries (HIPCs) face specia chalengesin this regard.? The
terms and conditions surrounding debt relief provided to them typicaly include provisons that focus
on the need to improve debt management practices in ways that are condgstent with the Guiddines
(Box 1).

Box 1. Applying the Guiddinesto HIPCs

The Heavily Indebted Poor Countries (HIPC) Initiative was launched by the World Bank and IMF in 1996 (and
later enhanced in 1999) as a comprehensive effort to eliminate unsustainable debt in the world’ s poorest, most

8 Forty-one countries countries are considered to be HIPCs. A listing of HIPCs and an overview of
the HIPC initiative can be found in International Monetary Fund and The World Bank, Debt Relief
for Poverty Reduction: The Role of the Enhanced HIPC Initiative (Washington, 2001).
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heavily indebted countries. Through the provision of debt relief to eligible HIPCs that show a strong track record
of economic adjustment and reform, the I nitiative was designed to help these countries achieve a sustainable
debt position over the medium term. Insufficient attention paid to public debt management is widely thought to
have been one of the most important factors that contributed to the accumulation of unsustainable levels of debt
in these countries. Together with sound overall macroeconomic policy settings, prudent debt management in the
HIPCsremains central to ensuring a durable exit from the unsustainable debt burden.

A recent survey by staffs of the World Bank and the IMF revealed that several very important weaknesses
continueto exist in key aspects of debt management in the HIPCs, notably in the design of their legal and
institutional frameworks, coordination of debt management with macroeconomic policies, new borrowing policy,
and in the human and technical requirementsfor performing basic debt management functions.” In the area of the
legal framework, while most HIPCs have an explicit legal instrument governing the debt office and its functions,
the legal framework is not always clearly defined and adequately implemented. In addition, transparency and
accountability in debt management, including public access to debt information, requires strengthening.
Institutional responsibilities for debt management in many HIPCs are also not clearly defined and coordinated.
Moreover, their debt management activities are undermined by a number of institutional weaknesses and low
implementation capacity due to insufficient human, technical, and financial resources. To overcome these
difficulties, afirst step could be to implement clear and transparent legal and institutional frameworks. The
Guidelines and the governance lessons drawn from the case studies can help HIPCs strengthen their legal and
institutional frameworks for debt management. For example, they highlight some waysin which borrowing
authority can be delegated from the Parliament and the Council of Ministers to debt managers with appropriate
accountability mechanisms, the merits of centralizing debt management activitiesin asingle unit, and some ways
in which appropriate controls can be introduced to manage the operational risks associated with debt
management activities. And, they illustrate how some countries have taken steps to obtain more control over
contingent liabilities issued in the name of the government.

Regarding policy coordination, the survey showed that less than half of HIPCs have in place a comprehensive
forward-looking strategy focused on mediumterm debt sustainability. Many do not conduct a debt
sustainability analysis on aregular basis, and very little coordination of information between debt offices and
other agencies involved in macroeconomic management takes place. Clearly, coordination of debt management
with macroeconomic policies, aswell as regular conduct of debt sustainability analysis are critical, not only as
part of the requirements for the HIPC process, but also if these countries are not to relapse into an unsustainable
debt position. In particular, close coordination between the budget, cash management, planning functions, and
the debt management office is essential. Again, the Guidelines and the lessons drawn from the case studies
provide some insightsinto how they can develop debt management strategies that pay attention to the medium
to-long term implications of economic policies, and the resulting implications for debt sustainability. For example,
they show how various countries have built linkages between debt managers, cash managers, and monetary and
fiscal policymakersto ensure that relevant information is shared on aregular basis, and that their respective
policies and operational activities are appropriately coordinated.

Unsustainable debt burdensin HIPCs have, in the past, also resulted from unsound policies regarding new
borrowing even after benefiting from concessions, including rescheduling. To date, up to two-thirds of these
countries still do not have in place a sound policy framework for new borrowing, a direct consequence of the fact
that they have yet to devel op a comprehensive debt strategy, and many lack complete information on the total
debt they have incurred or guaranteed. Moreover, even though domestic debt is becoming an important aspect
of fiscal sustainability in some low-income countries, including HIPCs, underdevel oped domestic financial
markets seriously limit the role of domestic debt in most HIPCs. If they are to ensure long-term

Box 1. Applying the Guidelines to HIPCs (Continued)

sustainability beyond the HIPC compl etion point, however, they need to develop borrowing strategies that are
clear, transparent and enforceabl e and begin to devel op a domestic debt market so that they can broaden the
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range of borrowing options available to them. The Guidelines and the case studies offer some lessons on how
they could implement aframework that could not only be used by them to develop an overall debt management
strategy—including sound new borrowing policies—and develop their domestic debt markets, but would also
allow debt managersin these countries to identify and manage the trade-offs between the expected costs and
risksin the government debt portfolio. For example, they highlight the benefits of using an asset-liability
management (ALM) approach to assessing the debt service costs of different borrowing strategiesin tandem
with the financial characteristics of government revenues, expenditures, and financial assets. They encourage
debt managersto stress test the results obtained so that debt strategy decision-makers have an understanding
of how the chosen strategy will perform in avariety of economic and financial settings. And, they note how
increased transparency in debt management activities and the choice of borrowing instruments can be used to
promote the development of aliquid market for domestic government securities.

To be able to develop strong systems for debt management in a manner consistent with the Guidelines, HIPCs
will continue to need technical assistance to build their debt management capacity. Long-term debt sustainability
should be viewed not only in relation to the debt burden but also in terms of the structures, processes and
management information services required to manage the debt burden effectively. The HIPC processitself
recognizes this by focusing on, among other things, the technical assistance requirements of HIPCs reaching the
decision point. At the same time, the countries themsel ves must supplement the assistance efforts by ensuring
that there are adequate numbers of motivated staff in debt offices that could benefit from technical assistance. In
addition, full political support iscritical to the success of any efforts to strengthen debt management capacity.

In general, while the Guidelines and the lessons drawn from the case studies should be useful for all countries
striving to develop their policy frameworks and capacity for debt management, they are particularly relevant for
HIPCs. For them, the Guidelines and |essons drawn can not only facilitate achievement of the decision and
compl etion points of the HIPC process, mo re importantly they can help ensure that debt sustainability is
maintained for many yearsto come.

Y See External Debt Management in Heavily Indebted Poor Countries, Board Discussion Paper, IDA/
SecM2002-0148, Washington D.C., 2002.

26. Building capacity in sovereign debt management can take severa years and country
gtuations and needs vary widdly. Their needs are shaped by: the capital market congtraints they
face; the exchange rate regime; the qudity of their macroeconomic, fiscal, and regulatory policies;
the effectiveness of the budget management system; the ingtitutiona capacity to design and
implement reforms; and the country’s credit standing. Capacity building and technical assistance
therefore must be carefully tailored to meet stated policy gods, while recognizing the policy settings,
inditutiona framework, technology, and human and financia resources that are avallable. The
Guiddines should assist palicy advisors and decison makers involved in designing debt management
reforms as they raise public policy issuesthat are rlevant for dl countries. Thisisthe case whether
the public debt comprises marketable debt or debt from bilateral or multilateral officid sources,
athough the specific measures to be taken will differ, to take into account a country’s
circumstances.
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[l. LESSONSFROM THE COUNTRY CASE STUDIES

27.  Thischapter pullstogether the main lessons from the 18 country case studies contained in
Part |1 of the document plus the results of a survey of debt management practices, summarizedin
Table 2, to show how many countries at different stages of economic and financia developments
are developing their public debt management practices in amanner condstent with the Guiddines.
Theama isto highlight the different ways in which countries can improve their debt management
activities by illugrating the variety of ways that the key principles contained in the Guiddines have
been implemented in practice. References to specific practices contained in the case sudies
demongtrate how the Guidelines are applied; further details on individua country practices can be
found in the country casesin Part |1 of the document. Implications of these practices for countries
seeking to improve their own debt management capabilities are dso discussed. The conclusions are
grouped in accordance with the Six sections of the Guidelines: objectives for debt management and
coordination with fisca and monetary policies; transparency and accountability for debt
management activities, inditutiona framework governing debt management activities, debt
management drategy; the framework used for managing risks, and developing and maintaining an
efficient market for government securities.

Table 2. Survey of Debt Management Practices

Yes No

Institutional Framework

Annual borrowing authority 14 8% 4 22%
Debt ceiling limit 10 56% 8 44%
Domestic and foreign currency debt programs managed together 13 76% 4 24%
Separate debt agency 4 22% 14 78%
Separate front and back offices 15 83% 3 17%
Separate Risk Management Unit (middle office) 12 67% 6 3%
Formal guidelines for managing market and credit risk 10 56% 8 A40%
Annual debt management reports 15 83% 3 17%
Regular external peer reviews of debt management activities 10 63% 6 3%
Annual audits of debt management transactions 16 8% 2 11%
Code-of-Conduct and conflict of interest guidelines for debt management staff 12 67% 6 3%
Business recovery proceduresin place 11 6% 4 25%
Portfolio M anagement

Stress test of market risk exposures 10 59% 7 41%
Trading conducted to profit from expected movements in interest or exchange rates 5 2% 12 71%
Government cash balances managed separately from debt 1 65% 6 35%
Foreign currency borrowing integrated with foreign exchange reserves management 5 31% 11 69%

Specialized management information technology in place for risk management 9 56% 7 440%
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Table 2. Survey of Debt Management Practices (Continued)

Primary Market Structure for Government Debt

Auctions used to issue domestic debt 18 100% 0
UP = Uniform price 10 56% 8
MP = Multiple price 15 83% 3
Fixed-price syndicates used to issue domestic debt 5 28% 13
Benchmark issues for domestic market 16 8% 2
Pre-announced auction schedule 17 A% 1
Central bank participatesin the primary market 6 33% 12
- only on a non-competitive basis 6 43% 8
Primary dealer system 13 2% 5
Universal accessto auctions 10 56% 8
Limits on foreign participation 1 6% 17
Collective Action Clause, domestic issues 0 0% 18
Collective Action Clause, external issues 6 33% 12
Secondary Market for Government Debt
Over-the-counter (OTC) market 15 83% 2
Exchange-traded market mechanism 14 82% 3
Clearing and settlement systems reflect sound practices 17 A% 1
Limits on foreign participation 1 6% 17
Portfolio Management Statistics: Strategic Benchmarks
Duration 1 65% 6
Termto-Maturity 12 71% 5
Fixed-Floating Ratio 12 71% 5
Currency Composition 14 83% 2
Are benchmarks publicly disclosed? 8 50% 8
Use of Derivatives 9 56% 7

Note: Percentages are computed on the basis of the numb er of responses to each question, since some countries did
not answer all of the questions.

A. Debt Management Objectives and Coordination

28.  Theguiddinesin this section address the main objectives for public debt management, the
scope of debt management, and the need for coordination between debt management and monetary
and fisca policies. They encourage authorities to consder the risks associated with dangerous debt
strategies and structures when they set the objectives for debt managers, and suggest that debt
management should encompass the main financid obligations over which the central government
exercises control. Given the importance of ensuring appropriate coordination between debt
management, fiscal, and monetary policies, they recommend that authorities share an understanding
of the public policy objectives in these domains. They dso promote the sharing of information on the
government’s current
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and future liquidity needs, but argue that where the level of financia development alows, there
should be a separation of debt management and monetary policy objectives and accountabilities.

Application
Objectives

29.  The objectives governing debt management in dl 18 countries emphasize the need to ensure
that the government’ s financing needs and its payment obligations are met & the lowest possible
cost over the medium to long run. However, while most countries statement of objectives makes
explicit references to the need to manage risks in a prudent fashion, thisis not universal. For
example, the gods governing debt management in the U.S. emphasize the need to “mest the
financing needs of the government at the lowest cost over time.” Similarly, Jamaica s objectives are
defined as “to raise adequate leves of financing on behdf of the Government of Jamaicaa minimum
codis, while pursuing strategies to ensure that the national public debt progressesto and is
maintained at sustainable levels over the medium term.” Even though no explicit reference is made to
the need to manage risks in a prudent fashion, these countries do not Smply srive to minimize costs
in the short-run without regard to risk.

30. Many countries aso promote the development and maintenance of an efficient primary and
secondary market for domestic government securities as an important complementary objective for
debt management. In the short-run, governments may have to accept higher borrowing cogts as they
seek to develop a domestic market for their securities. However, most governments are willing to
incur these costs because they expect that over time they will be rewarded with lower borrowing
costs as the domestic market matures and becomes more liquid across the yield curve. In turn, this
also should help them achieve aless-risky debt stock, since awdl-functioning domestic market
would enable them to issue alarger share of their debt in longer-term, fixed-rate domestic currency-
denominated securities, and thus, reduce interest rate, exchange rate, and rollover risks in the debt
stock.? For example, countries such as Brazil, Jamaica, Morocco, and South Africa have focused
on the need to develop the domestic debt market as a means of |essening dependence on externd
sources of financing. And even when this objective is not explicitly indluded in the list of objectives
governing debt management, in practice debt managers play an active role in developing the
domestic government securities market. An example in thisregard is the active role played by debt
managers in many countries in working with market participants to introduce eectronic trading in
their domestic government debt markets.

° Developing awel| functioning domestic financiad market aso helps to improve the conduct of
monetary policy. Seel A. Carare, A. Schaechter, M. Stone, and M. Zelmer, 2002, Establishing
Initial Conditionsin Support of Inflation Targeting, IMF Working Paper WP/02/102.
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31 Deveoping the market for government securities can aso help to simulate the devel opment
of domestic markets for private securities. For example, in Japan the development of the secondary
market for government securitiesis consdered to be an important objective for debt management
because this market, by virtue of being low credit risk, serves as the foundation for domestic
financia markets, and is by far the mogt actively traded segment of the domestic bond and
debenture market.

Scope

32. Debt management activities in most countries surveyed encompass the main financid
obligations over which the central government exercises control. Where differences arise, they tend
to be over the extent to which debt managers play arole in managing: retail debt issued directly to
households (e.g., non-marketable savings ingruments); contingent liabilities; debt issued by sub-
nationa governments, and aso on the extent to which foreign currency debt management is
integrated with domestic debt management. For example, in the U K., the wholesdle and retail debt
programs are managed by separate agencies, while in the U.S,, both debt programs are managed
by asingle group. In Irdand, the management of explicit contingent ligbilities is handled by the
Ministry of Finance (Exchequer), while wholesde debt funding is managed by the debt management
agency, whereas in Colombia and Sweden, debt managers play an active role in the management of
explicit contingent ligbilities. The Colombian approach reflects, in part, a regponse to past
experience where these obligations had grown rapidly due to weak oversight and inappropriate
pricing. In the latter two countries, involving debt managers in the valuation of explicit contingent
liabilities enabled governments to tap the expertise needed to price them in amore rigorous fashion.

33. Most nationa debt managers do not play arole in the management of debt issued by other
levels of government, since the nationd governmentstypicaly are not lidble for debts incurred by
those governments. The U.S. isagood example in this regard. However, in Colombia and India,
debt managers are actively involved in the management of debt a both nationd and sub-nationd
levels of government. In the case of Colombia, difficulties encountered by some other Latin
American countries due to excessive borrowing by sub-national governments led federa debt
managers to set limits on sub-nationa government borrowing in order to ensure that the financia
condition of these governments do not undermine the hedlth of federd finances. In India, the
involvement of the central bank in the management of the debits of the states is a voluntary
contractua arrangement that enables the states to access the debt management expertise and
resources that exist within the central bank.

34. Even if nationd debt managers are not directly involved in the management of debt issued
by other levels of government, recent financia crises have shown that these debts can contribute to
financid ingability. Thus, the nationa government in some countries, such as Italy, require other
levels of government to provide it with information on their borrowing activities. And, Situations can
arise where the nationa government may need to play arole in managing these debts even if it does
not directly involve the nationd debt managers. For example, when the Brazilian central government
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refinanced debts issued by Brazilian sates in 1997 and municipditiesin 1999, as a condition of
these refinancing programs, the Brazilian Treasury established contracts with these sub- nationa
borrowers. These contracts have strict rules on sub-nationa spending and new borrowings.
Adherence to these rules and those governments' fiscal Situations are regularly monitored by the
Treasury.

Coordination with monetary and fiscal policies

35.  Theindustrid countries have advanced the furthest in separating the objectives and
accountabilities of debt management from those of monetary policy and introducing appropriate
mechanisms for sharing information between debt managers and the central bank on government
cash flows. Thisismost evident for those countries surveyed that are members of the European
Monetary Union (EMU), since monetary policy is conducted by the European System of Central
Banks (ESCB), while debt management is conducted by the nationa authorities, thereby minimizing
the risk of possible conflicts of interest between debt management and monetary policy. Reinforcing
the separation of debt management from monetary policy in the EMU are provisonsin the
Maadtricht Treaty, which prevent governments from borrowing from their nationd central banks,
and debt limits, which foster debt sustainability. And, there are gppropriate information-sharing
mechanismsin place to ensure that the nationd centra banks have the information they need on their
governments liquidity flows so that they and the European Centra Bank can work together to
manage the amount of liquidity circulating in the eurosystem. For example, in Italy debt managers
from the Italian Treasury continuoudy monitor and formulate projections of expected government
cash flows, taking into account the usua annua cyclica and extraordinary patterns of revenues and
expenditures. In addition, debt managers and the Bank of Italy regularly exchange information on
the movements of cash in and out of the cash account that the Treasury holds with the Bank,
through which most government cash flows are channded. Only the Treasury is authorized to
transact through this account in order to ensure proper financia control over the government’s
finances,

36.  Theindustridized countries surveyed have dso taken steps to ensure that debt managers
and centra banks coordinate their activitiesin financia markets so that they are not operating a
cross-purposes. Inthe UK., for example, the Debt Management Office avoids holding auctions a
times when the Bank of England is conducting money market operations, and does not hold reverse
repo tenders at the 14-day maturity range. It also does not conduct ad hoc tenders on days when
the Bank’s Monetary Policy Committee is announcing its interest rate settings. However, these
restrictions do not gpply to bilatera operations conducted by the DMO owing to their reatively low
market profile compared to auctions. An example of what can happen when there is insufficient
coordination at an operating level was cited by one country at the Outreach conference. It admitted
that a past failure to coordinate activities between the central bank and debt managersin financia
markets led to an awkward Situation where the Ministry of Finance was repaying foreign currency
debt at the same time as the centra bank was in need of foreign exchange reserves.
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37. Industria countries have aso found ways to deal with the potentia conflicts that can arise
between central banks and debt managers when central banks seek to use government securitiesin
their open market operations. Thisissueis especialy acute when government borrowing
requirements are modest or non-existent, but the central bank needs a large volume of low-risk
assts for use in implementing monetary policy. In the EMU, for example, the ESCB has devel oped
abroad list of public and private securities that it iswilling to use in its open market operations so as
to avoid the need to rdly drictly on government securities. Smilar steps have aso been taken by
central banks in the other industrial countries surveyed.™

38.  The coordination chalenges are more acute for emerging market and developing countries
that do not have well-developed financia markets. The lack of central bank independence and the
absence of well-developed domestic markets makes it difficult for them to wean governments off of
central bank credit. It also makesit difficult to separate debt management and monetary policy
objectives because both activities often need to rely on the same market instruments and are forced
to operate at the short end of the yield curve.

39.  Many countries, such as Poland, have aso experienced difficulties in projecting government
revenues and expenditures,™ and in establishing appropriate coordination mechanisms and
information sharing arrangements between the Ministry of Finance and the central bank.*?
Nonethel ess, some have taken important steps towards ensuring proper coordination between debt
management and monetary policy activities. For example, in Brazil and Colombia, debt managers
and central bankers regularly meet to share information and congtruct projections of the
government’s current and future liquidity needs™ In Mexico, debt management, fiscd policy, and
monetary policy are formulated using a common set of economic and fiscal assumptions. Moreover,

19| ssues surrounding the securities used by industrial country central banks in their open market
operations and held on their balance sheets are discussed in M. Zelmer, 2001, Monetary
Operations and Central Bank Balance Sheetsin a World of Limited Government Securities,
IMF Policy Discussion Paper PDP/01/7.

11 At the Outreach conference, one country noted that a past failure to take account of the
uncertainty in fiscal projectionsled it to issue too much short-term debt. This debt ultimately had to
be rolled-over into longer-term debt in the middle of afinancid crisis when interest rates were high.

12 Information on the Polish experience can be found in: P. Ugolini, 1996, National Bank of
Poland: The Road to Indirect Instruments IMF Occasional Paper 144.

3 1n Braxil, the central bank also has an opportunity to comment ahead of time on the annua
financing program, and the government is legally prevented from borrowing directly from the centrd
bank.
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the Mexican central bank acts as the financid agent of the government in many transactions. This
helps to cement a continuous working relationship in Mexico between fiscd, debt management, and
monetary policy authorities, and to foster the gppropriate sharing of information. In Sovenia, the
centra bank is given an opportunity to comment ahead of time on the annua financing program
contained within the fiscal documents, and the government is legally prohibited from borrowing
directly from the centra bank. In addition, under aforma agreement the Sovenian Ministry of
Finance supplies the central bank with regularly updated forecasts of projected day-to-day cash
flows of dl government revenues and expenditures over a one and three month horizon. Officids
from both ingtitutions aso meet regularly to share information on the technica details regarding the
implementation of their respective policies.

40.  Among other emerging market countries, in Jamaica, for example, the transfer of debt
management activities from the centra bank to the Ministry of Finance and Planning has resulted in
grester coordination of fiscal policy and debt management activities, and, asin many countries, has
aso dlowed for amore clearly defined set of debt management objectives that are determined
independently of monetary policy consderations. At the policy leve, there are regular meetings
between senior officids of the planning authorities—the Ministry of Finance and Planning, the Bank
of Jamaica, the Planning Ingtitute of Jamaica, and the Statisticdl Indtitute of Jamaica—to ensure
conggtency in government’s economic and financid program. At the technica leve there are regular
weekly meetings where information is shared on the government’ s liquidity requirements and
borrowing programs, aswell as on current monetary conditions and developmentsin financia
markets. In India, the requisite coordination among debt management, fisca, and monetary policies
is achieved through various regular meetings within the centra bank, as well as through regular
discussions between central bank and Ministry of Finance staff on the government’ sfiscal Stuation
and the implications for borrowing requirements. In addition, debt management officids attend the
monthly monetary policy strategy meeting, and there is an annud pre-budget exercise that seeks to
ensure consistency between the monetary and fiscal programs (at both the central and state
government levels). However, the Indian authorities believe that aformal separation of debt
management from monetary policy in the future would depend on: (i) the development of domestic
financid markets;, (ii) the achievement of reasonable control over the fisca deficit; and (iii) legidaive
changes. In Morocco, the Treasury and Externa Finance Department, which is responsible for debt
management, participates actively in defining the orientations of the budget law, particularly the level
of the budget deficit and the resources to cover it.

I mplementation consider ations

41.  Theintroduction of gppropriate well-articulated objectives for debt management isan
important step that can be introduced by any country regardless of its state of economic and
financia development. Indeed, in recent years many countries have introduced objectives that
explicitly mention the need to manage risks as well as achieve low funding cogts for the government,
or at least make clear that the focus on costsis over amedium to long-run horizon so that debt
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managers are not tempted to pursue short-term debt service cost savings a the expense of taking
on dangerous debt structures that expose them to a higher risk of sovereign default. Highlighting the
cost-risk trade-off in the objectives can be a ussful way of anchoring ensuing discussions on debt
management strategy and the execution of borrowing decisions.

42.  Country circumstances, such as the state of domestic financial markets and the degree of
central bank independence, play an important role in determining the range of activitiesthat are
handled by debt management, and the extent to which debt management and monetary policy
objectives and ingruments can be separated. Coordination between the budget management and
debt management functionsis crucid. Thisis particularly the casein trangition and developing
economies, where the lack of cgpacity in accurately forecasting government revenues and
expenditure flows means that coordination on government liquidity requirements and day-to-day
cash flows needs to be frequent and well-structured. Nonethel ess, as shown above, there are many
steps that countries can take to build appropriate coordination mechanisms over time regardless of
their state of economic and financia devel opment.

43. Particularly for developing and emerging market countries, it is important to have good
coordination between the fisca policy advisors and the debt management function. The debt
managers role hereisto convey ther views not only on the costs and risks associated with
government financing requirements, but aso the financia market’ s views on the sustainability of the
government’ s debit levels.

B. Trangparency and Accountability

44.  Theguiddinesin this section arguein favor of disclosing the dlocation of responghilities
among those responsible for executing different ements of debt management, the objectives for
debt management, and the measures of cost and risk that are used. They aso encourage countries
to disclose materidly important aspects of debt management operations and information on the
government’s financid condition and its financia assets and lighilities, and highlight the need to
ensure that debt management activities are audited in order to foster proper accountability.

Application

Clarity of roles, responsibilities, and objectives of financial agencies responsible for debt
management

45, In many industria countries the objectives for debt management and the roles and
regpongbilities of the inditutions involved are explicitly stated in the laws governing debt
management activities. Thisinformation often aso is published in annua reports prepared by debt
management authorities and on officiad web Stes. Indeed, asindicated in Table 2, fifteen countries
reported that they produce annua debt management reports. Among emerging market and
developing countries one finds less forma ways to disclose these items. In Morocco, for example,
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the Minister of Economy and Finance announces the objectives for debt management each year at
an annua press conference, while Sovenia announces the goas and instruments for debt
management in the annua Financing Program and other policy documents, which are available on
government web Sites.

46. Not al countriesin the survey set specific targets for risk (such as targets for duration and
currency composition)—the results in Table 2 suggest that about one-third, including Japan and the
U.S. do not—but most of those that do disclose them. For example, Brazil’ s benchmark targets are
publicly disclosed in the government’ s annud borrowing program, which aso provides a
comprehensive overview of debt management activities and the government’ sfinancia Situation.
Denmark publishesitstargets in a specid announcement to the stock exchange and as part of its
annua report, while Sweden’ s targets are published in the annud debt management guidelines given
to the Swedish Nationa Debt Office (SNDO) by the Government (Cabinet) before the sart of the
fiscd year. In the case of Itay, public disclosure of strategic cost/risk analysisis at an early stage of
development; however, current versions are available on the Itdian Treasury’ sweb site.

Public availability of information on debt management policies

47.  All countries disclose materidly important aspects of their debt management operations and
information on the government’ s financiad condition and itsfinancid assats and liahilities. The Itdian
Treasury, for example, maintains an extensve web Ste that includes information on the
government’s annua auction calendar; the quarterly issuing program; tender announcements; auction
results; and information on government securities and the primary dedersin Itdian government
securities markets.

48.  Among emerging market countries, the Jamaican government’s debt strategy is presented to
Parliament at the gart of the fiscal year in the form of a Ministry Paper that has widespread public
digribution and is available on the Ministry’ s web site. Comprehensve information on Jamaica' s
debt is dso available on the web ste. In addition, the rules for participating in primary debt auctions
are widely disclosed, and notices for future domestic debt issues and auction results are reported
through print and dectronic media and on the Ministry’ sweb ste. In India, an auction caendar was
introduced in April 2002, which has improved the trangparency of the borrowing program. In
addition, the Reserve Bank of Indiaregularly disseminates gatistica information on the primary and
secondary markets for government securities, and began disseminating data on trades in government
securities on area-time basis through its web site in October 2002. In Morocco, the Minister of
Economy and Finance' s annud press conference mentioned previoudy aso includes a presentation
on the key results and statistics on government debt for the previous year plus an overview of the
measures and actions to be implemented in the coming year. Moroccan authorities also issue
monthly announcements on the results from the previous month’ s auctions and details of upcoming
auctions, and hold regular meetings with market participants to enhance their understanding of debt

management activities.
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Accountability and assurances of integrity by agencies responsible for debt management

49.  Almog dl countries debt management activities are audited annualy by a separate
government-auditing agency that reportsits findings to parliament. The datain Table 2 indicated that
Sxteen countries have annua debt management audits, and ten have regular externd peer reviews.
For example, in Irdland, the annua accounts are audited by the state auditor (Comptroller and
Auditor Generd) even though the Irish debt management agency engages amgjor internationd
accounting firm to undertake an internd audit of dl data, systems, and controls. In Denmark, the
date auditor (Auditor Generd) audits government debt management with the help of the centra
bank’ sinterna audit department. On the other hand, in India separate financia accounts for the debt
management operations at the central bank are not prepared, and thus cannot be subjected to a
forma audit. While accounting for government debt is done by the government’ s Controller Genera
of Accounts, the accounts are subject to the audit by the Comptroller and Auditor Genera of
Accounts, a consitutiona body. The rdlevant central bank departments are also subjected to an
internal management audit and concurrent audit.

I mplementation consider ations

50.  All countries surveyed disseminate a wide range of information on their debt management
objectives, issuance procedures, and financia requirements to market participants and the genera
public, and the level of disclosure does not appear to be overly dependent on a country’ s state of
economic and financid development. This process has been helped immeasurably by the
introduction of the Internet, which provides avehide for disseminating thisinformation in a cost-
effective manner to aworldwide audience. However, as noted in Box 1 for HIPCs, for many
developing countries, an important step towards improving transparency in their debt management
activitiesis obtaining complete and reliable data on their debt obligations. Such astep is a necessary
precondition to operating in amanner condstent with the disclosure requirements of the Guiddines.



-28-

C. Ingitutional Framework

51.  Theguiddinesin this section address the importance of sound governance and good
management of operationd risk. They recommend that the authority to borrow and undertake other
transactions related to debt management as well as the organizationa framework be clear and well
specified. In order to reduce operationd risk, they highlight the need for well-articulated
responghilities for staff, and a system of clear monitoring and control policies and reporting
arrangements. They aso stress the importance of separating the execution of market transactions
(front office) from the entering of transactions into the accounting systems (back office). The
development of an accurate and comprehensve management information system, a code- of-
conduct, conflict-of-interest guidelines, and sound business recovery procedures are so
encouraged.

Application
Governance

52. Indl of the countries surveyed, the legd authority to borrow in the name of the centra
government rests with the parliament or congressiona legidative body. However, practices differ
with respect to the delegation of borrowing power from the parliament to debt managers. In most of
the countries, legidation has been enacted authorizing the Minigtry (or Minigter) of Finance (or its
equivalent) to borrow on behalf of the government. In some others, that power has been delegated
to the Council of Minigters (the Cabinet), and in one case (India) directly to the centra bank.
Whether the delegeation is to the Council of Minigters, the Ministry, or Minister of Finance seemsto
be more of aformality that recognizes country conventions regarding the decison making within the
Government than a practica matter.

53.  Themandate to borrow isusudly restricted, either by a borrowing limit expressed in net or
grossterms, or by a clause regarding the purpose of the borrowing. Maost countries surveyed rely
on borrowing limits (Table 2), defined in terms of adebt celling or an annud borrowing limit. The
most common sructure is that the parliament sets an annud limit in connection with the approva of
the fiscd budget, which then functions as a means for it to control the budget. With the “ purpose’
clause, the mandate is restricted to certain borrowing purposes, the main ones being to finance the
budget deficit and refinance exigting obligations. In practice, the parliament has significant control
over the debt even when the borrowing is restricted to certain purposes. The main purposeis
awaysto cover any budget deficit, which the parliament influences when it gpproves the
expenditures and tax measures contained in the budget. If the deficit deviates sgnificantly from the
path projected in the budget, it is possible for the parliament to intervene, either during the fiscal
year or by modifying the budget for subsequent fisca years.

54.  Another example of alegidative debt ceiling is the one used by Poland, a prospective
EMU-member. Poland has inserted into its Congtitution a requirement that total government dekbt,
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augmented by the amount of anticipated disbursements on guarantees, is not alowed to exceed 60
percent of GDP, the debt limit stipulated by the Maagtricht treaty. Denmark and the U.S. are
examples of other countries that aso have legidative limits on the stock of debt outstanding.

55.  The country with the most open mandate isthe U.K., where the Nationa Loans Act of
1968 permits the Treasury to raise any money that it considers expedient for the purpose of
promoting sound monetary conditions, and in such manner and on such terms and conditions as the
Treasury seesfit. However, the U.K. Parliament has an indirect influence on the Sze of the deficit,
and hence the debt leve, in that it gpproves tax rates and the Government’ s spending plans.
Moreover, in the current fiscal policy framework the Government has the stated objective to limit
net debt to a maximum of 40 percent of GDP.

56. Delegation of debt management authority from the Council of Ministers or the Minigiry of
Finance to the unit responsible for the debt management is usudly tipulated in the form of ether a
governmenta ordinance or a power of atorney. However, most countries surveyed ensure that the
Government or the Minigtry retains the power to decide on the debt management Strategy, normally
after considering a proposal from the debt managers. Most countries, especidly those with a
separate debt agency, have adopted forma guiddines for that purpose. At the Outreach
conference, it was noted that it isimportant to ensure that decision-makers are fully informed about
the consequences of their chosen debt management strategy. In one country the failure to do so left
its debt managers exposed to criticism when the debt strategy did not achieve the expected results.
In addition, some other countries admitted that in the pagt, the lack of clear objectives and weak
governance arrangements led to political pressure on them to focus on achieving short-term debt
service cost savings, at the expense of leaving the debt portfolio exposed to the risk of higher debt
service cogts in the future. In one country thisaso led to an awkward situation where political
interference in the timing of debt issues forced the debt managers to have to raise asignificant
amount of the annual borrowing requirement towards the end of the fisca year after it became
apparent that interest rates were not going to evolve as expected.

57.  Thedetails contained in these guiddines differ acrass countries. In Sweden, for example, the
guidelines are set each year by the Council of Minigters, and specify targets for the amount of
foreign currency debt, inflation-linked debt, and nominal domestic currency debt. They dso indicate
the government’ s preferred average duration for total nomind debt, the maturity profile of the total
debt, and rules for the evauation of the debt management. On the other hand, in Portugd, which
aso has a separate debt agency, the guideines are determined by three different decisons. Firg, the
Minister of Finance sets long-term benchmarks for the composition of the debt portfolio. These
reflect selected targets concerning the duration, currency risk and refinancing risk, and are used to
evauate the cost and performance of the debt portfolio. Secondly, the Government (Council of
Minigters) pecifies annudly which debt insgruments are to be used and their respective gross
borrowing limits. Findly, the Minister of Finance annudly approves guiddines for specific
operations, such as: buybacks; repos; the issuing srategy in terms of ingruments, maturities, timing
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and placement procedures, measures regarding the marketing of the debt; and the relationship with
the primary dedlers and other financid intermediaries.

58.  Thecase dudiesreved aclear trend towards centralizing public debt management functions.
Most countries have placed themin the Ministry of Finance. For example, as mentioned previoudy,
Jamaica centralized the core debt management functions in the Debt Management Unit of the
Ministry of Finance and Planning in 1998. Prior to then, they had been divided between the Ministry
and the central bank. In the same year, Poland also centraized its domestic and foreign debt
management in the Public Debt Department of the Ministry of Finance. Brazil plansto centrdize dl
aspects of debt management within the Treasury in September 2003; the central bank currently
handles the front office activities associated with internationa capita market borrowings, while
domestic debt management is handled by the Treasury. Four countries (Ireland, Portugal, Swveden
and the U.K.) have located their debt agencies outsde the Ministry of Finance in that these agencies
are from an organizationd point of view not directly part of the Ministry (Table 2). These agencies
aso have some independence regarding saffing policies, and are physicaly located in offices
outside the Ministry. However, they report to and their activities are evaluated by the Council of
Minigters or the Ministry of Finance. For example, Portuga consolidated its debt management
functions into a separate debt agency in 1997. Prior to then, this activity had been split between the
Treasury Department (externa debt and treasury bills) and the Public Credit Department (the
domestic debt, excluding the treasury bills). In two countries (Denmark and India) the debt
management unit islocated in the central bank. In Denmark’ s case this reflects a consolidation of
activitiesthat had previoudy been split between the Ministry and the centrd bank. In India, the
central bank manages domegtic debt while the Ministry of Finance has responsibility for externa
debt.

59.  All countries with adebt management unit in the Ministry of Finance, except Sovenia, use
the central bank to conduct auctions in the domestic debt market. This stands in contrast to those
with separate debt agencies, where dl market contacts, including the conduct of auctions, are
handled by the agency. In Sweden, even the acquisition of foreign currenciesin the market needed
to service the externd debt has been shifted to the debt agency from the centra bank, starting from
July 2002.

60.  The raionde behind the different organizationa structures differs across countries. For
example, while the U.K. and Denmark delegate the management of foreign currency debt and
foreign exchange reserves to the centra bank, they have taken different approachesin the
management of domestic debt. The U.K., which shifted domestic debt management from the centra
bank to a debt agency in 1998, believesit isimportant to have separate objectives for monetary
policy and domestic debt management to mitigate any perception that the debt management might
benefit from insde knowledge over the future path of interest rates. Denmark, which moved debt
management functions from the Ministry of Finance to the centrd bank in 1991, hasin place dtrict
funding rules between debt management and monetary policy, and found that the move to the

central bank has helped to centralize the retention of knowledge of most aspects of financia markets
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within asingle authority. Moreover, snce Danish interest rates are largely determined by interest
rate developmentsin the euro area, the involvement of the Danish centra bank in domestic debt
management is unlikely to generate a perception that domestic debt management benefits from
indde information on the future peth of interest rates.

61. Ireland and Portugal, which both created separate debt agencies (in 1990 and 1996,
respectively), highlighted the need to attract and retain gaff with the rlevant skills, and to centrdize
al debt management functions in one unit. Sweden, whose separate debt agency was founded in
1789, notes the historica reason and that the system provides a clear digtribution of respongbilities
between the parties concerned. However, it aso reflects along-standing tradition in Sweden of
working with smal minigtries, responsible for policy decisions, and delegating operationd functions
to agencies that have separate management teams and are at arm’ s length from the minigtries.

62. Poland placed debt management activitiesin the public debt department of the Minigtry of
Finance on the grounds that at the very early stage of development of its domestic financia market,
when the trangition to the free market economy had just begun, that department had more
insruments to support development of the market, to cooperate with other regulatory ingtitutions,
and to prepare an efficient legd and infrastructure environment. New Zedand, which aso choseto
set up aunit within the Ministry of Finance (the New Zedand Debt Management Office or
NZDMO) instead of a separate debt agency, suggested that important linkages would otherwise be
lost. In addition to debt-servicing forecasts for the budget and other fiscal releases, the NZDMO
provides arange of capital markets advice to other sections of Treasury.

63.  Therole of the parliament or congress in the management of the debt, gpart from delegating
its borrowing power, differs between the countries. In Sweden, for example, the parliament has
dtated the objective of the central government debt management in an Act, and the Council of
Minigersis obliged to send an annud report to the parliament eva uating the management of the
debt. In Mexico, the Congress gpproves the annud limit for net external and domestic borrowing as
well asthe debt strategy; the latter is scrutinized closely, since debot management issues have been a
contributing factor to past financid crisesin Mexico. At the end of the year, the Mexican Congress
aso (through its auditing organization) reviews the accounts and other specific topics that are of
interest to its members. In Irdland and U.K., the Chief Executive of the debt agency reports directly
to the parliament in the presentation of the accounts.

Management of internal operations

64.  Fifteen countries have separate front and back offices for the management of the debt
(Table 2). Twedve countries, including al of the countries which actively trade to profit from
expected movements in interest rates or exchange rates, have a separate middle office too (Table
2). From an operationa risk point of view it is useful to have a separate middle office in a debt unit
where many transactions are being conducted on aregular basis. Its main functions are to: ensure
that dl transactions done by the front office are within predetermined risk limits, assess the
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performance (where relevant) of the front office' s trading againgt a strategic benchmark portfolio;
set proper operational procedures and ensure that they are followed; and, in some countries, play a
leading role in the development of the delt management Strategy.

65. Most of the surveyed countries have code- of-conduct and conflict of interest guiddines for
the debt management staff, and business recovery procedures in place (Table 2). Brazil hasdso
created an Ethics and Professona Conduct Committee.

66.  Some countries, such as Irdand, New Zealand, Portugal, Sweden, and the U.K., have
boards, which provide externa input on specific areas of expertise. In Irdland’ s case, the board
assists and advises the Nationd Treasury Management Agency (NTMA) (the Irish debt agency) on
matters referred to it by NTMA. In New Zedand, the board has a quality assurancerole. It
overseesthe NZDMO' s activities, the risk management framework, and the business plan, and
reports directly to the Secretary to the Treasury. In Portugd, it plays an advisory role on Strategic
matters. Sweden has a decision-making board, chaired by the Director Genera of the SNDO. Of
the externd members, four are members of parliament and the other three have professiona
experience as economigs. In the U.K., the board advises the DM O’ s senior management on
drategic, operationa, and management issues, but only in an advisory capacity asit has no forma
decison-making role.

67. Many debt managers noted that they are confronted with significant chalengesin atracting
and retaining staff due to intense competition for such staff from the private sector. As described
above, in some cases this has been one of the driving forces behind the transfer of the debt
management function from the Minigtry of Finance to either the central bank or to a separate debt
agency. In order to dleviate this problem, many countries have sought to offer their staff chalenging
and interesting tasks, good training, and further education. Brazil, for ingtance, offers a graduate
course in debt management. Soveniaand it also support post- graduate education through time- off
alowances and payment of tuition fees.

68. Indl of the cases where management information systems were discussed (Colombia,
Denmark, Ireland, Morocco, New Zedand and Portugal), countries have experimented with
different approaches. Some have developed their own systems, while others purchased off- the- shelf
systems and customized them to meet their particular needs. For example, New Zedland relied on
its own internaly developed system until the mid-1990s, when it acquired acommercia system.
However, significant customization was required, and work on it has continued over the yearsto
meet the NZDMO' s evolving requirements.

69. Portugd provides an example of a strategy to reduce operationa risk. When the Portuguese
debt agency was created, an analysis of operationd risk led to the adoption of an organizationd
gructure based on the financid industry standard of front, middle and back office areas with clearly
segregated functions and respongilities. It has sSince been afocus of attention by means of three
main initigives, namey: aggnificant invesment in IT (incdluding the purchase of a management
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information system), followed by the development of amanua of internal operating procedures, and
finaly attracting and retaining pecidized expertise. In the future these measures will be
complemented with an interna auditing function, to complement the externd auditing thet is dready
done by the Audit Court.

I mplementation consider ations

70.  The case studies show that only four countries (Ireland, Portugal, Sweden, and the U.K.),
al highly developed and with well functioning domestic capita markets, have created separate debt
agencies for the management of the central government debt. However, in other countries there are
ongoing discussions about the merits of such an agency. One argument, which is often mentioned in
favor of a separate agency isthat it provides for more focused debt management policy, in part
because there is a top management whose main responsibility is debt management, not fiscal or
monetary policy, and thus have the time to focus on debt management issues. When debt
management is part of the Minigtry of Finance or centra bank, thereis arisk that debt management
policy could be a secondary congderation. This focus fosters professionalism and gives debt
management staff attention from top management, which together with competitive sdaries, makes it
easer to hire and retain killed aff. However, as noted by some countries at the Outreach
conference, if one goes down this path, the introduction of a separate debt agency should be
accompanied by strong internal governance, accountability, and trangparency mechanisms to ensure
that the agency performs as expected, and is held accountable for decisons within its remit.

71.  Thisisnot to say that every country should have a separate debt agency. A common
argument for placing the debt office in the Minidtry of Finance is the importance of maintaining key
linkages to other parts of the government, such as budget and fiscal policy. Especidly in countries
with less developed financiad markets, coordination of debot management policy with that of fisca
and monetary policy is of such importance that centralization of reponsibilities either in the Minisiry
of Finance or the centra bank often makes sense. Moreover, even when separate, the debt agency
aways reports to the Council of Minigters (Cabinet) or Ministry of Finance, which decides on the
debt management strategy and evauates the work of the debt agency. In order to fulfill these duties,
the Minigtry of Finance may dso find it advantageous to have some staff skilled in debt
management.

72.  Therole of the parliament differs among the countries, partly because of historica reasons.
However, if the parliament is the political body that approves tax and spending measures, which is
normaly the case, one could argue that it should aso gpprove overdl borrowing by the government
aswdl as broad debt management policy issues, such as debt limits and the objectives for managing
debt, given that the management of debt ultimately has sgnificant repercussons for future tax and
gpending levels. Within these limits and policy objectives, the Council of Ministers and debt
managers should have sufficient authority to implement the approved policies as they deem
appropriate, subject to being held accountable for their actions by the parliament.



D. Debt Management Strategy

73.  Theguiddinesin this section siress the importance of monitoring and assessing the risksin
the debt structure, and recommend that the financia and other risk characteristics of the
government’ s cash flows be considered when setting the desired debt structure. In particular, the
debt manager should carefully assess and manage the risks associated with foreign currency and
short-term or floating-rate debt, and ensure there is sufficient access to cash to avoid the risk of not
being able to honor financid obligations when they fall due.

Application

74, Debt managers risk awvarenessis high, and most have forma guidelines for managing
market and credit risk (Table 2). However, the risks that countries focus on vary depending on
country-specific circumstances. For example, Colombiaamsto limit the exposure of itsforeign
currency debt portfolio to market shocks and internationd crises, while Italy concentrates its efforts
on reducing both interest rate risk and rollover risk after having experienced government
indebtedness levels that reached 124 percent of GDP in 1994. Recent financia crisesin Latin
America and Russa have shown that the management of rollover risk is an epecially important task
for many developing and emerging market countries. An inability to rollover debt when markets are
turbulent can severely compound the effects of economic and financia shocks.

75.  The cases dso show atrend towards using an asset-liability management (ALM)
framework, & least conceptudly, to assess the risks and cost of the debt portfolio by evauating the
extent to which debt service cogts are corrdlated with government revenues and non-interest
expenditures.™* One issue that arises is how to measure cost and risk. In Portugal, for example, one
of the objectives, stated in the Portuguese Public Debt Law, is to ensure a balanced distribution of
debt costs over severd years. Againg that background and with the focus on budget volatility, the
Portuguese debt agency has found it useful to measure market risk on a cash-flow basis. However,
it isgtill working on the development and implementation of an integrated budget- at-risk indicator
for the debt portfolio. In Sweden, the SNDO is using a cost-to-GDP ratio in its andyss of the costs
for different debt portfolios. Thisisastep in the direction of ALM as the assumption hereisthat the
budget balance co-varies with GDP via both tax and expenditure channdls. A debt portfolio with a
relatively stable cost-to-GDP ratio will thus contribute to deficit (tax) smoothing.

76.  Some countries aso explicitly incorporate specific government assets and liabilities (such as
foreign exchange reserves and contingent ligbilities) into an overal risk management framework.

4 Further information on ALM in the context of public debt management can be found in:
G. Wheder and F. Jensen, Forthcoming, Sound Practice in Sovereign Debt Management (The
World Bank: Washington D.C.).
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Countries usng this approach, or which have started to look at it, are: Brazil; Denmark; New
Zedand; and the U.K. They have found, for example, that usage of such aframework highlights the
benefits of coordinating the maturity and currency composition of foreign currency debt issued by
the government with that of the foreign exchange reserves held by either the government or the
central bank so as to hedge the government’ s exposure to interest rate and exchange rate risk.
Indeed, in the U.K., foreign exchange reserves and foreign currency borrowings are managed
together by the Bank of England usng an ALM framework.

77.  The debt management section of the Danish centra bank also manages the assets of the
Socid Penson Fund. In managing interest rate risk, it integrates assets and liabilities, and monitors
the duration of the net debt. Asaresult, areduction in the duration of net debt can be achieved by
raising the duration of the asset portfolio. New Zedland, which has been usng the ALM approach
for more than a decade, created an Asset and Liability Management Branch inthe Treasury in
1997, of which the NZDMO condtitutes one part. The ALM dirategy isimplicitly incorporated into
the NZDMO' s strategic objective to maximize the long-term economic return on the government’s
financia assets and debt in the context of the government’ sfiscd Strategy, particularly itsaverson to
risk. The objective has regard to both the balance sheet and fiscal implications of the debt strategy.
Going forward, debt strategy in New Zedland islikdly to be influenced by an andysis underway in
Treasury aimed at undergtanding the financia risks that exist throughout the government’s
operations, and how its*balance sheet” islikely to change through time.

78. Debt management strategies, such as the sdection of debt maturities and the choice
between raising funds in domestic or foreign currencies, depend to alarge degree on the specid
circumgtances in the countries, such as the characteristics of the debt portfolio, the vulnerability of
the economy to economic and financial shocks, and the stage of development of the domestic debt
market. Brazil, for example, which prior to the Adan financid crisis sought to lengthen the average
term-to-maturity of its debt by issuing longer fixed-rate securities, switched in October 1997 to
floating rate and inflation-indexed securities in order to achieve aquicker reduction in rollover risk.
At thet time, invegtors were more willing to invest longer-term if the securitiesin question carried
floating-rate or inflation-indexed coupons than if they were fixed for the tenor of the instrument.
However, the reduction in rollover risk came &t the expense of making its debt dynamics more
sengtive to changes in interest rates. Prior to the onset of financia market turbulence in 2002, it also
sought to reduce its vulnerability to interest rate fluctuations by extending the domestic yield curve
and by building up cash reserves.

79.  Mexico's experience underlines the need for sound macroeconomic policies, fiscd discipline
and a prudent and consistent debt management policy. In the wake of the 1994-95 financid criss
where its public finances were undermined by excessve reliance on short-term foreign currency-
linked debt, the government has been actively promoting the development of the domestic debt
markets by introducing new insruments and making the necessary regulatory adjustments in order

to reduce its dependence on short-term domestic debt and foreign currency (and foreign currency-
linked) debt. Today, Mexico' s debt management strategy aims to reduce rollover, interest rate, and
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exchange rate risks by issuing a combination of domestic currency medium-term floating rate notes
and medium- to long-term fixed-rate instruments. The issuance of the floating-rate debt helps to
reduce rollover risk. Over time, the issuance of domestic currency fixed-rate instruments at
increasingly longer tenors should reduce rollover risk further, and at the same time, lower interest
rate and exchange rate risk.

80. In Morocco, debt managers have sought to reduce debt service costs of the externa debt
by exercisng debt/equity swap options, triggering cancellation and prepayment rights to retire
onerous debt, and by refinancing or revising interest rates as permitted by the loan agreements. They
aso have apalicy of promoting the development of the domestic debt market so that more financing
needs can be met in domestic currency.

81.  Turning now to the most developed countries, the U.S,, for example, has sought to minimize
debt service costs over time by championing a deep and liquid market for U.S. Treasury securities.
This has involved taking steps to ensure that Treasury securities maintain their consistency and
predictability in the financing program, issuing across the yield curve in order to apped to the
broadest range of investors, and aggregating dl the financing needs of the central government into
one debt program. Portugal, a participant in the euro-area, has a srategy of building a government
yield curve of liquid bonds (at least euro five billion outstanding for each series) dong different
maturity points. Since 1999, the priority has been every year to launch a new tenyear issue, and
secondly to launch anew five-year issue. As part of this strategy, priority has been given to the
development of efficient primary and secondary treasury debt markets. At the highest level, New
Zedand s dtrategy regarding domestic debt management is to be transparent and predictable. The
NZDMO maintains amix of fixed and floating rate debt, and arelatively even maturity profile for
debt acrossthe yield curve. It has taken steps to develop the market for domestic government
securities, including a derivatives market, which the commitment to transparency, predictability, and
evenhandedness supports.

82. Participation in ERM |l for Denmark and prospective EMU membership for Soveniaare
important factors in managing the exchange rate risk of debt issued by these countries. Since 2001,
al of Denmark’ sforeign currency exposureisin euro. In Slovenia, over 90 percent of itsforeign
currency exposure isin euro. Sovenia aso issues bonds denominated in euro in its own domestic
market to support the pricing of long-term ingruments issued by other Sovenian borrowers.

83.  Although al countries pay close atention to the cost-risk trade-off, some countries with
stable macroeconomic conditions, strong fiscal positions, and well-devel oped domestic debt
markets are in a better position than others to pursue cost savings a the expense of someincrease
in the riskiness of the debt. Sweden, for instance, has decided to have a 2.7-year duration target for
itsnomina debt, while Denmark has shortened the duration of its debt from 4.4 years at the end of
1998 to 3.4 years at the end of 2001. In both countries, these actions reflect: first, a significant
decline in their debt loads in recent years, second, aview that debt service cost savings can be
redlized over time in an upward-doping yidd curve environment; and third, aview that these
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countries are generaly well-insulated from economic and financia shocks due to their strong
macroeconomic policy frameworks.

84.  Thebenefit of having well functioning domestic currency marketsis dso shown in cash
management. Mogt of the countries hold cash baances so that they can honor their financia
obligations on time even when their ability to raise fundsin the market is temporarily curtailed or
very cogly. On the other hand, Sweden is sufficiently secure in its ability to access markets at any
time that it has opted not to hold cash baances, but instead rely completely on its ability to raise
fundsin the market. However, in order to do that it is dso important to have complete control over
the government cash flows, so that the timing of these flows can be managed accordingly.

85.  Aswill bediscussed in more detail below, amogt al the surveyed countries are, or have
plansto, building up liquid benchmark securitiesin their domestic currency markets (Table 2). The
maost common methods used to reduce the rollover risk associated with large benchmark securities
are buyback or bond-switching operations near the maturity dates.

86.  Countriestypicdly adjust the financiad characteristics of the debt portfolios by adjusting the
mix of securitiesissued in their borrowing programs or by repurchasing securities before they mature
and replacing them with new onesthat better reflect its cost-risk preferences. In addition, as
indicated in Table 2, haf of the countries use financid derivatives, mainly interest rate swaps and
Cross-currency swaps, to separate funding decisions from portfolio management decisons, and
adjust the risk characterigtics of their debt portfolios. However, thisis not an option available to dl
countries. Those with underdevel oped domestic markets may not have access to domestic
derivatives markets, and those with weak credit ratings may not be able to access globa derivatives
markets at areasonable cost. Moreover, thereis aneed for careful management of the counterparty
risks associated with derivatives transactions. Denmark, New Zealand and Sweden, for example,
noted that they use credit exposure limits and collateral agreements to reduce the credit
(counterparty) risks associated with these transactions.

I mplementation consider ations

87.  The debt management strategies pursued by countries generdly reflect their particular
circumstances and their own analysis of the risks associated with their debt portfolios. Thus, it isnot
aurprising that the strategies pursued differ sgnificantly across countries. However, one ement that
seems to be common across dl countries, regardless of their stage of development, isthe focus on
deve oping/maintaining the efficiency of the domegtic debt market as a means of reducing excessive
reliance on short-term and foreign currency-linked debt. Another aspect worthy of noteis the move
towards using an ALM framework to assess the risks and costs of debt and determine an
appropriate debt structure.

88. Particularly for developing and emerging market countries, the level of the debt and the
soundness of the macroeconomic policies are important constraints on the amount of discretion that
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countries have in setting and pursuing their debt management drategies. Regarding the debt leve,
decisve factors are the central government’ s cagpacity to generate tax revenues and savings, and its
sengtivity to externa shocks.

E. Risk Management Framework

89.  Theguiddinesin this section recommend that aframework should be developed to enable
debt managers to identify and manage the trade-offs between expected costs and risks in the
government debt portfolio. They aso argue in favor of stress tests of the debt portfolio as part of the
risk assessment, and that the debt manager should consider the impact of contingent ligbilities They
aso discuss the importance of managing the risks of taking market pogtions.

Application

90. Theframework used to trade-off expected costs and risksin the debt portfolio differs
across countries. Most seem to use rather simple models, based on deterministic scenarios, and
judgment. However, new risk models are under development in many countries. Only afew (Braxzil,
Denmark, Colombia, New Zedland and Sweden) use stochastic smulations. For example, New
Zealand devel oped a stochastic smulation mode to improve its understanding of the trade- off
between the cost and risk associated with different domestic debt portfolio structures. Most
countries aso employ stress testing as a means to assess the market risks in the debt portfolio, and
the robustness of different issuance drategies. Stressteting is particularly important for the
assessment of debt sustainability.

91.  Conggent with the ALM framework discussed above, most countries measure cost on a
cash flow basis over the medium- to long-term. Thisfacilitates an andysis of debt in terms of its
budget impact. Risk istypicaly measured in terms of the potentid increase in costs resulting from
financia and other shocks. Some countries, such as Brazil, Portuga and Sweden, are experimenting
with measures such as cost-to- GDP or concepts such as “ budget-at-risk” to reflect the explicit
incorporation of ajoint anayss of debt and GDP or budget flows to shocks.

92. Four countries (Brazil, Colombia, Denmark and New Zedand) use “a-risk” models to
quantify the market risks. For example, Colombia uses a debt- service-at-risk (DsaR) modd to
quantify the maximum debt service cost of the debt portfolio with 95 percent likelihood. The
methodol ogy takesinto congderation the exposure to different market variables, such asinterest
rates, exchange rates and commodity prices (24.5 percent of the debt is price indexed). For
managing the cost and risk dimensions of the debt portfolio, the middle office presents a monthly
report of funding dternatives based on DsaR analysis. This report compares the cost of the
expected scenario versus the 95 percent risk scenario for each of the different funding dternatives.
Denmark uses a cogt-at-risk (CaR) modd to quantify the interest rate risk by smulation of multiple
interest scenarios. In the modd, different Strategies, such as the issuing strategy, the amount of
buybacks, and the duration target, are anayzed.
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Scope for active management

93.  Among the countriesin this survey, only Irdand, New Zedand, Portugd, and Sweden
actively manage their debt portfolios to profit from expected movementsin interest rates and
exchange rates. New Zedland and Sweden limit the positions taken to the foreign currency
portfolios, while Irdland and Portugd,, being rdaively small playersin the euro zone, are prepared
to trade the euro segment of their debt. The arguments for position taking vary, and it isworth
noting that these countries have centraized their debt management activities outsde of the centra
bank. It might be difficult for debt managers located in the central bank to take active positionsin
the market due to concerns that such actions may be seen to convey signas with respect to other
policiesthat affect financiad markets. New Zedand argues that temporary pricing imperfections
sometimes occur, making it possible to generate profit from tactica trading. In addition, it believes
that tactica trading helps to build understanding for debot managers of how various markets operate
under avariety of circumstances, which improves the NZDMO' s management of the overal
portfolio. For example, it suggested that tactica trading enables it to develop and maintain skillsin
andyss, decison making under uncertainty, deal negotiations, and ded closure. The immediate
benefit is areduced risk of mistakes when transacting, and the projection of amore professond
image to counterparties. However, it isimportant to make sure that tactica trading activities are
properly controlled. At the Outreach conference, it was noted that one country experienced had
used swaps to speculate on an expected convergence in European interest rates in the early 1990s.
This strategy led to losses when the European Exchange Rate Mechanism broke down in the
Autumn of 1992.

94.  Tomitigate the market risk associated with the tactical trading, New Zedland uses both
vaue-at-risk (VaR) and stop-loss limits, the determination of which are aided by stress tests of the
portfolio. The VaR ismeasured at a 95 percent confidence leve relative to notiona benchmark
portfolios or sub portfolios, which embody the approved strategy. Trading performance is measured
on arisk-adjusted basis, usng a notiond risk capita for market, credit and operationa risk
utilization. The risk-adjusted performance return is defined as the net value added divided by the
notiond risk capitdl.

95. Evenif only afew countries are actively taking postionsin the market, most of them do try
to take advantage of pricing anomdies in the market. The most common approach is to buyback
illiquid bond issues, financed through new issues in liquid benchmark securities. Another Smilar
method, noted by Morocco, is to refinance onerous bank loans by exercising prepayment rightsin
the loan agreements and refinancing the prepayments through new |oans with more favorable terms.
Other examples include using the swap market to achieve lower borrowing costs. Ireland, for
example, obtains cheaper short-term domestic currency funding by issuing commercid paper
denominated in U.S. dollars and swapping the proceeds into euro, compared to raising euro-
denominated funds.
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Contingent liabilities

96.  Most of the case studies did not comment on the management of contingent liabilities.™
Among the countries which did, only Colombia, Morocco, New Zedand, and Sweden seem to
have an organizationa Structure within the delot management unit/Ministry of Finance thet facilitates
the coordination of the management of explicit financid guarantees with the management of the debt.
Such coordination is essential, Snce government guarantees have been sgnificant contributors to the
public debt burdenin many developing and trangtion economies. At the Outreach conference, some
countries noted that the level of these guarantees are typicaly determined dsawherein the
government, and their contingent nature makes them very difficult to quantify. However, others
argued that while their valuation is difficult, they should not be ignored. Consequently, they
recommended that these guarantees be borne in mind when setting debt strategy, especialy when
conducting stress tests of prospective Strategies.

97. None of the countries surveyed appear to involve debt managers in the management of
implicit contingent liabilities. The latter finding is not too surprising, Snce these daims often arisein
response to weaknesses in prudential supervision and regulation—aress that are usudly outside the
scope of debt management. Nonethel ess, these claims can pose mgor risks for governments, as
evidenced by the costsimposed on severd countriesin Adaand Latin Americain the 1990s when
governments were forced to recapitalize failed banking systems. Thus, they need to be judged in
conjunction with other macroeconomic risk factors. Smilarly, nationa governmentsin Argentinaand
Brazil found themselves unexpectedly taking on significant ligbilities when they had to assume the
lidhilities of sub-national governments that had borrowed excessively. In Brazil’ s case controls have
since been placed on sub-nationa government borrowings, and these governments are repaying the
amounts refinanced by the national government. As noted previoudy, the latter issue hasled
countries like Brazil and Colombia to set limits on sub-national government borrowing, while others
regularly monitor these borrowings and ensure that the sub-nationa governments in question have
independent sources of revenue to service their obligations,

I mplementation consider ations

98. Most of the countries in the case sudies rely on fairly smple models to assess the trade-offs
between expected costs and risksin the debt portfolios. Some countries may lack enough data
needed to run more complicated modes. It is aso important to bear in mind that the usefulness of dll
models depends to a large degree on the qudity of the data used as inputs and the assumptions that
underpin the mode. The latter may behave differently in extreme Situations, can change over time,

> Further information on the management of contingent liabilities in a sovereign context can be found
in The World Bank, 2002, Government at Risk: Contingent Liabilities and Fiscal Risk, H.P.
Brixi and A. Schick (eds.) (Washington D.C.).
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and can be influenced by policy responses. Thus, the parameters and assumptions underpinning
these models should be regularly reviewed, and it is important to be aware of the limitations and
underlying assumptions of the modd. These should be carefully described and understood when
results are applied in the decision-making process.

F. Developing and Maintaining an Efficient Market for Government Securities

99. Mot of the guiddinesin this section focus on the benefits of governments raising funds usng
market- based mechaniams in atrangparent and predictable fashion, and the merits of a broad
investor base for their obligations. Others discuss the benefits of governments and centra banks
working with market participants to promote the development of resilient secondary markets and
the need for sound clearing and settlement systems to handle transactions involving government
securities. Further information on the steps that countries can take to develop a domestic
government debt market can be found in a handbook published by the World Bank and the IMF in
2001.*

Application
Primary market

100. Mo of the countries surveyed use Smilar techniques for issuing government securitiesin the
domestic market in that dl of them except Denmark use pre-announced auctions to issue debt.

Most aso use multiple-price auction formats for conventiona securities and in some cases uniform-
price formats to issue inflationindexed ingruments, dthough the U.S. Treasury now issues dl of its
securities usng uniform price auctions. It shifted away from multiple price auctions after evidence
showed that the range of successful bidders tended to be broader in uniform price auctions, and that
bidders tend to bid more aggressively due to areduction in the so-cdled “winner’s curse” (the risk
that a successful bidder will pay more than the common market vaue of the security in the post-
auction secondary market).

101. Theadvent of the euro hasled to significant changes in the debt management practices of
some smdler EMU members. For example, Portuga now uses syndications to launch the first
tranche of each new bond, since this tranche corresponds to around 40 percent of the targeted find
amount to be issued. It believesthat being asmadl player in the euro government bond market,
syndications help it to achieve more control over the issue price and help to foster a broader
diversfication of the investor base. Auctions are then used for future issues of the same security.

1® The World Bank and International Monetary Fund, 2001, Devel oping Gover nment Bond
Markets: A Handbook (Washington, D.C.).
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102.  When borrowing in foreign markets, most countries rely on underwriting syndicates to help
them price and place securities with foreign investors, since these borrowings are usudly not
undertaken in sufficient volume or on aregular enough basis to warrant the use of an auction
technigue. However, some countries like Sweden and the U.K. have found it more cogt-effective to
separate funding decisions from portfolio decisions by using financid derivatives, and rase foreign
currency funds by issuing more domestic currency debt and swapping it into foreign currency
obligations—atechnique that has the added benefit of helping to maintain large issuance volumesin
domestic markets when domestic borrowing requirements are modest. The largest industria
countries—the U.S. and Japan—have along standing policy of only issuing domestic currency-
denominated securitiesin their domestic markets, and avoid raising funds offshore. Potentiad EMU
members like Poland and Sovenia, and the ERM |1 participant, Denmark, prefer to issue euro-
denominated securities when raising externd financing, since these would ultimately become
domedtic currency indrumentsiif they join EMU.

103. Mos countries have taken steps to increase the transparency of the auction processin the
domestic market in order to reduce the amount of uncertainty in the primary market and achieve
lower borrowing costs. Almost al countries pre-announce their borrowing plans and auction
schedules (Table 2) so that prospective investors can adjust their portfolios ahead of time to make
room for new issues of government securities, and the rules and regulaions governing the auctions
and the roles and responsibilities of primary dealers are publicly disclosed so that market
participants fully understand the rules of the game. For example, in Brazil and Poland the basic rules
for Treasury hills and bond issuance are covered by ordinances issued by the Minister of Finance,
and the details of specific issues are described in Letters of 1ssue published on the Ministry’ sweb
gte. Dates of auctions are announced & the beginning of each year in Poland and monthly in Brazl,
and a cdendar is maintained on the Ministry’ s web site. Two days prior to the tender in Poland,
detailed information on the forthcoming auction is made available on the web ste and on Reuters.

104.  Auction processes are dso becoming more efficient as countries automate their auction
processes and explore the possibility of using the Internet to issue securities. For example, Ireland
and Portuga conduct their auctions using the eectronic Bloomberg auction system, which has
reduced the lag between the close of bidding to the release of auction results to less than 15
minutes. Among emerging market and developing countries, India and Jamaica have moved to
introduce dectronic bidding in its debt auctions, and Brazil, besdes usng eectronic bidding in its
debt auctions since September 1996, began issuing securities to smal investors over the Internet in
January 2002.

105. Countries are dso taking steps to remove regulations that have created captive investor
classes and distorted auction outcomes and only one country reported limits on foreign participation
in auctions (Table 2). Such regulations have been a particular problem in many emerging market and
developing countries, epecidly where prudentia regulations required some inditutions to hold a
prescribed portion of their assetsin government securities. As aresult, Morocco and South Africa,
for example, took stepsto gradualy remove these requirements and broaden the base of investors
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that hold government securities. While the remova of these requirements may result in interest rates
moving up in the short run to market-clearing levels, the ensuing broadening of the investor base
should bring about a degper and more liquid domestic market for government securities. This should
result in debt service cost savings over time as the government is better positioned to implement its
preferred debt structure.

106. Oneissue of debate is over the merits of using primary dealers to support the issuance of
securities in the domestic market.™” According to Table 2, thirteen countries surveyed have
introduced primary deder systems on the grounds that these indtitutions help to ensure that auctions
are wdl-hid, that thereis aregular source of liquidity for the secondary market, and have found that
primary dedlers can be a ussful source of information for debt managers on market developments
and debt management policy issues. Moreover, at the Outreach conference, some countries
suggested that a primary deder system offering specid privileges can help to encourage market
participants to play arolein the development of the market as awhole, especidly when the market
isat an early stage of development. However, there are severd industrial countries—Denmark,
Japan, and New Zealand—that have not found it necessary to introduce a primary dealer system.
Indeed, at the Outreach conference, one country noted that its borrowing costs declined significantly
after it abolished its primary dedler syslem. Similarly, some developing and emerging market
countries have questioned the benefits of introducing primary deder systems as their markets are
too smdl, and the number of market participants too few, to warrant such a system. Thus, they have
been prepared to |et the secondary market participants themsel ves determine which of them can
profit from playing the role of market maker in the secondary market. Moreover, some countries
that have primary dedler systems, such asthe U.S,, do not restrict access to the auctions to primary
dedlers, but aso alow other market participants to bid provided they have a payment mechanismin
place to facilitate settlement of their auction obligations. Consequently, each country needsto
evauate in their own Stuation whether the potentia benefits of a primary dedler system outweighs
the cogts. The tradeoff will likely depend on the gtate of financia market development, and some
countries may not need to offer specid privileges to encourage market participants to take the lead
in developing the market.

107.  Inorder to foster deegp and liquid markets for their securities, most governments have taken
steps to minimize the fragmentation of their debt stock. Sixteen countries reported that they dtriveto
build alimited number of benchmark securities at key points aong the yield curve (Table 2). They
generdly use amixture of conventiond treasury bills and couponbearing bonds that are devoid of

Y Primary dedlers are agroup of dedersin government securities designated by the authorities to
play arole as specialist intermediaries between the authorities and investors. They are usudly
granted specid bidding privilegesin primary auctions of government securities (and in some cases
access to centra bank credit), in exchange for agreeing to ensure that the auctions are fully
subscribed and to perform market-making functions in the secondary market.



embedded option festures. These benchmark securities are typicaly constructed by issuing the same
security over the course of severd auctions (“reopenings’) and, in some cases, by repurchasing
older issues prior to maturity that are no longer actively traded in the market. Extending the yield
curve for fixed-rate instruments beyond a limited number of short-term tenors has posed a major
chalenge for countries that have had a history of weak macroeconomic policy settings.
Consequently, Brazil, Colombia, Jamaica, and Mexico, for example, have sought to extend the
meaturity of their debt by initidly offering securities that are indexed to inflation or an exchange rate
until such time as they can develop investor interest in longer-term fixed-rate securities.

108. Despite the dedire to minimize the fragmentation of the debt stock, some indudtria countries
plus South Africa have been working hard to develop a market for government securities that are
indexed to inflation. In contrast to emerging market and developing countries where such
ingruments are thought to be a useful device for extending the yield curve, the attraction of these
ingruments for industria countries and South Africaisthat they have enabled some of them to
reduce borrowing costs by avoiding the need to compensate investors for the inflation uncertainty
premium thet is thought to exist in nomind bond yidds. Thiswas especidly true when these
programs were firgt launched, since in many cases the spread between nominad and inflation-indexed
yields at that time (an indicator of the market's expectations for future inflation) tended to be above
the centrd bank’ s stated inflation objective even though the inflation-indexed securities were less
liquid than their nominal counterparts. They aso help to reduce the total risk embedded in the debt
stock because the debt service costs of inflation-indexed securities are not highly corrdated with
those for conventiona securities.™® That said, most countries have found it difficult to develop a
liquid secondary market for inflation-indexed securities, implying thet the yidds paid by governments
may include a premium to compensate investors for their liquidity.

109. In Stuations where domestic borrowing requirements are modest or declining over timein
response to fiscal surpluses, debt managersin Brazil, Denmark, Ireland, New Zealand, South
Africa, Sweden, the U.K., and to alesser extent the U.S. have repurchased securities that are no
longer being actively traded in the market in order to maximize the Size of new debt issues, and will
often offer to exchange older securities for newly-issued benchmark securities of Smilar terms-to-
meaturity. This helps to minimize debt stock fragmentation and concentrate market liquidity in asmall

18 A useful Sde-benefit of issing inflation-indexed securities is that central banks in countries that
have such securities have found that the spread between yields on nomina and inflationindexed
debt can be auseful indicator of expected inflation for the conduct of monetary policy. However,
the reliability of thisindicator requires that the market for inflation-indexed securities be sufficiently
liquid so that prices are not distorted by technica factors associated with individual transactions, or
at least that the distortions be fairly stable over time. Further information on the benefits and design
of inflation-indexed securities can be found in: R.T. Price, 1997, The Rationale and Design of
Inflation-1ndexed Bonds, IMF Working Paper WP/97/12.
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number of securities, thereby helping to ensure that they can il be actively traded even though the
total debt outstanding may be on the decline. The U.K. has aso sought to maintain new issuance
volumes in the bond market in a period of fisca surpluses by dlowing its holdings of financia assets
to rise temporarily when it received an unexpectedly large injection of cash from the sale of mobile
phone licenses. In addition, Denmark, Sweden, and the U.K., offer market participants afacility to
borrow temporarily or obtain by repo specific securities that are in short supply in the market, abeit
at pendty interest rates, in order to ensure that the government securities market is not unduly
affected by pricing digtortionsin the market.

110. The countries surveyed also maintain an active investor reations program, whereby they
meet regularly with mgjor market participants to discuss government funding requirements and
market developments, and examine waysin which the primary market can be improved. Such a
program, with gppropriate Saff and a public presence, has proven to be very hepful in assisting
countries manage their debt in times of dress, and in conveying messages on the government’s
economic and financid policies to domestic and foreign creditors. For example, South African
authorities operate an investor relations program, whereby debt management officials conduct road
shows to meet investors, primary dedlers, and other financid indtitutions and explain developments
in the South African market and government finances. Smilarly, Japan and Denmark’ sinvestor
relations programs enable debt managers to maintain regular and close contact with the financia
community. Thisis considered to be an important channe in both countries for building investor
understanding of the government’ s financia Situation and debt management operations, and the
programs are given high priority in these countries debt management activities. Market participants
in both countries are given an opportunity through regular meetings with deot management officids
to discuss the management of the government debt, including the potentia need for changesto or
the introductions of new financial instruments.

111.  Inthewake of the debt default by Argentinain 2001, one issue that has emerged is whether
government debt instruments should also have renegotiation or collective action clauses covering the
coupon and repayment terms, such as mgority voting rules, attached to them. Indeed, as indicated
in its September 28, 2002 Communique, the IMFC encouraged the officid community, the private
sector, and sovereign debt issuers to continue work on developing collective action clauses, and to
promote thelr usein internationa sovereign bond issues. According to the data presented in Table 2,
gx countries (Brazil, Denmark, Slovenia, Sweden, Poland, and the U.K.) have introduced them for
some securitiesissued in internationa markets, while norne have attached them to their domestic
debt. The ability of a country to attach collective action clausesto itsinternationa debt issues
depends on the practice and laws in the market where the security isissued. For example, Sovenia
and Sweden have attached these clauses to debt issued in the eurobond market, which is governed
by Englishlaw. On the other hand, these clauses are not attached to securitiesissued in some other
markets, such as Germany and the State of New Y ork.

Secondary market
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112. Debt managersin many countries actively work with market participants and other
stakeholders to improve the functioning of the secondary market for government securities. For
example, authoritiesin Itay, Poland, Portuga, Sweden, and the U.K. have introduced primary
deder systems, and have worked closely with market participants to promote e ectronic trading of
government securities. In addition, debt managersin Indiaand Italy have worked with other
interested parties to dleviate distortions caused by the tax treatment of returns on government
securities. And those in Japan, New Zedand, South Africa, and the U.K. have worked with market
participants to develop ancillary markets, such as futures, repo, and strips markets that help to
deepen the government securities market.

113.  Given theimportance of sound clearing and settlement systems to the functioning of the
government securities market, it is not surprising to find that many debt managers have been
working with the rlevant stakeholders to improve the sysemsin their countries. For example, in
Brazil, Japan and Poland, debt managers helped champion the introduction of red-time gross
settlement for government securities transactions. In India, the central bank helped establish a
central counterparty for the settlement of outright and repo transactions in government securities,
which is expected to lead to significant growth in trading activity in these markets. The Jamaican
authorities are working with market participants to demateriaize government securities within the
central depository in order to increase the efficiency of secondary market trading.

I mplementation consider ations

114.  Although the preceding discussion suggests that there are anumber of steps that
governments can take to develop the primary and secondary markets for their securities, the
sequencing of reforms and speed of deregulation will depend on country-specific circumstances.
Nonetheless, the experience of developing these markets in many countries demondrates the
importance of having a sound macroeconomic and fisca policy framework in place so that investors
are willing to hold government securities without fear thet their investment returns will be
unexpectedly eroded by inflation or debt sustainability concerns.

115. Countries seeking to develop their domestic markets should also take heed that attemptsto
develop amarket for government securities across the yied curve may entail some short-term costs
for governments as debt managers strive to develop an investor base for their securities. For
example, the yield curve could be very steep due to weak macroeconomic conditions, and in some
Stuations the effect on debt sustainability of incurring extra debt service costs could be very severe
or investors may smply be unwilling to purchase this debt. Thus, debt managers need to decide on a
case-by-case basis whether the benefits outweigh the cogts. In addition, in order to ensure awell-
functioning market, debt should be issued in a predictable fashion using standardized instruments
and practices so that the issuer’ s behavior does not disrupt market activity and investors can
become accustomed to the instruments that are traded. Of course, Stuations may arise whereit is
cogly for the government to honor a commitment or where it might be tempting to seek out short-
term cost savings by manipulating the outcome of an auction. However, a demongrated
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commitment to the development of the market should, over time, contribute to increased market
liquidity and lower borrowing costs.
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PART |1 — CouNTRY CASE STUDIES

116. This part of the document contains the 18 country case studies prepared by government
debt managers. Each case study focuses on the steps taken by the country to improve public debt
management practices in recent years, and their connection with the Guiddines for Public Debt
Management.
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. BraziL®

117.  The Brazlian government has been implementing several measures to improve the conduct
of public debt management. This document provides an overview of the main guideines currently
followed by Brazilian public debt officias, drawing comparisons to those proposed by the IMF and
the World Bank in their joint report: “Guidelines for Public Debt Management.”

118. Section A coversabroad array of issues. It starts with a brief discussion on the objectives
and scope of public debt management in Brazil and its coordination with monetary and fisca
policies. Following is a description of the main measures to enhance transparency and
accountability, by mears of well-defined roles and attributions for debt management, comprehensive
information disclosure and frequent examination of debt management activities by externd auditors.
Concluding the section, the most relevant events regarding governance and the management of
internal operations, including recent inditutiona reforms, are presented.

119. Section B focuses on the guiddines that have been considered in determining optimal
drategies for keeping the cost and risk of the public debt under sustainable levels. Along with an
illugtration of the recent behavior of severa debt management indicators, this section describes the
implementation of an Asset and Liability Management (ALM) framework and of strategies
envisaging reductions in refinancing and market risks. The main features of the risk management
models currently in place and under development are also described.

120. Thethird and concluding section covers the actions that have been taken for developing the
markets for government securities. Emphasisis given to the description of some noteworthy
measures released by the Brazilian Treasury and Central Bank, in November 1999, and to the
continuous effort in simulating the demand for long-term securities.

A. Deveoping a Sound Governance and Institutional Framework
Debt management objectives and coor dination
Objectives
121. Inline with the guiddines suggested by the IMF and the World Bank, the basic directive

pursued by the Brazilian government for public delot management is the cost minimizetion over the
long term, taking into consideration the maintenance of judicious levels of risks. As a secondary and

¥ The case study was prepared by the Debt Management Unit/Secad 111 of the Brazilian National
Treasury.
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complementary objective, the Brazilian public debt office has been taking actions toward the
development of its domestic public securities market.

122.  Although debt management officers srive to implement strategies aming a cost minimizetion
of the Brazilian government debt, specid attention is given to the risks embodied in each strategy.
Also of sgnificant importance are the government efforts in the establishment of a solid reputation
with creditors, repecting contracts and avoiding an opportunistic gpproach in its relationship with
the market.

123. Astotherisksinvolved, emphass has been given to the monitoring of refinancing and
market risks, most specifically the former. In this respect, the Brazilian Treasury, asreported in
greater detail below, has successfully extended the average maturity of the debt and achieved a
smoother redemption profile. Close attention is paid to the amount of debt maturing in the short-
term (12 months), reducing the Treasury’ s exposure to undesirable events that may occur.

124. The gradua replacement of floating-rate securities for fixed-rate securities represents
another mgjor guidedine pursued by the Brazilian debt management office. Neverthel ess, while an
important measure to reduce market risk, changing the composition of debt toward greater
concentration of fixed-rate instruments has often diverged with the objective of maintaining
refinancing risk under comfortable levels. This dilemma occurs due to the il limited demand for
long-term, fixed-rate bonds. As the demand for these securities becomes more pronounced and
macroeconomic policies are kept sound and stable, a more aggressive strategy in favor of those
securities will follow.

125.  Findly, it isworth mentioning that the Brazilian Treasury seeks the development of the
secondary market as amain venue to achieve the previous objectives. Some measures are dready
in effect (see Section C), such as.

improvement of the term Structure of interest rates;
gandardization of financia instruments; and
fungibility for floating-rate securities.

Scope
126. The scope of Brazilian public debt management isdso in line with the IMF and World Bank

guiddines. It encompasses the main financial obligations over which the centra government
exercises control, which include both marketable and non-marketable debts, domestic and foreign
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currency debts, and contingent liabilities®® Given that the Brazilian Treasury has adopted an
integrated Assets and Liabilities Management framework, asset characterigtics are dso taken into
account in the conduct of public debt management.

Coordination with monetary and fiscal policies

127. Rdaive to the coordination with fisca policy, borrowing programs are based on fiscd
projections established by the federa budget and approved by Parliament. The Treasury adso
elaborates and publishes a detailed Annuad Borrowing Plan that is submitted to the revision and
approva of the Minigter of Finance.

128. Inreference to the monetary policy, thereis close interaction between Treasury and centra
bank officias. Regular meetings with members of both ingtitutions are held and information on the
government’s current and future liquidity needsis shared. Moreover, dthough the find decisons
regarding public debt financing strategies are under the responghility of the Nationa Tressury,
officids from the Centra Bank of Brazil (CBB) are aways consulted in advance in order to measure
the potential impact of such strategies on the conduct of monetary and exchange rate policies.

129. Animportant step taken in Brazil isthat as of May 2002, the centrd bank is no longer
alowed by the Fiscal Responsibility Law to issue its own securities™ Monetary policy is now
conducted through secondary market operations with Treasury securities, enhancing the
transparency between fisca and monetary policy.

Trangparency and accountability

130. Brazilian debt management authorities seek trangparency and accountability by publicly
disclosing the roles and respongbilities for debt management and by providing the public with
information regarding debt management policies and atigtics. In addition, externd auditors
frequently examine and evauate the activities related to public debt managemen.

% The National Treasury consders, for debt management purposes, the contingent liabilitieswhich
have not yet materidized and for which thereis alegd and/or contractud obligation, such as
government guarantees on foreign exchange borrowings, government programs, among others.

2 In anticipation of this measure, the central bank stopped issuing its own securities in October
2001.
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Roles and responsibilities for debt management

131. Therolesand responshilities for debt management are dearly and formally defined by legd
instruments. A summary of legidation is available a the Treasury’ s web site? Foreign and domestic
public debt management is handled by the Minigtry of Finance and in turn, within the Ministry of
Finance by the National Treasury Secretariat, (i.e—t he Public Debt Office). Similarly, all
regulations related to debt management are disclosed, including those on the activities of primary
and secondary markets, and on clearing and settlement arrangements for trade in government
Securities.

Public availability of information

132.  Information on debt management policies and operations are publicly disclosed by means of
regular caendar of auctions, and regular report publications, dl available on the Treasury’ sweb ste.
Besides publishing its Annua Borrowing Plan, which includes the main guidelines and Strategies to
be pursued over the year, the Nationa Treasury Secretariat provides detailed public debt statistics
through two monthly reports. the Federal Government Domestic Debt Report (in cooperation with
the CBB); and the National Treasury Fisca Results.

External auditing

133. Debt management activities are audited annually by externd auditors. Two entities are
commonly in charge of such aitribution: the Secretaria Federal de Controle — SFC (interna
auditing agency — executive branch); and the Tribunal de Contas da Unido — TCU (externd
auditing agency). These agencies are, respectively, afiliated with the Executive and Legiddive
branches of the federal government. Although SFC plays an important role by conducting a
preliminary audit of public debt management activities, TCU is held responsible for ultimately
gpproving them.

134. Inaddition, there are some reports required by the Parliament related to debt management
activities, among which the following are worth mentioning:

Report on Fiscal Management—follow up of debt limits® and
Account Baance of the Federd Government—a description of al federal expenses throughout
the year, forwarded annually to the Parliament and TCU.

2 www.tesouro.fazenda.gov.br

2% Debt limits were established by the Fiscal Responsibility Law and are currently being discussed
by Parliament and the Executive Branch. The Treasury Secretary will regularly report to Parliament
on thee limits.
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I ngtitutional framework
Governance

135. The Nationd Treasury Secretariat has implemented a new debt management organizationa
framework since November 1999, based on the internationa experience of Delt Management
Office (DMO). The Public Debt Office comprises three main branches:

The back office, which isin charge of the registry, control, payment and accounting of both
domestic and foreign debts.

The middle office, which is responsible for the development of medium- and long-term
srategies aming at reductions on debt cost and risk, macroeconomic follow-up and investor
relations.

The front office, that is responsgible for the design and implementation of short-term strategies,
related to bond issuances in domestic markets. Front office activities associated with
international capitd market borrowings are currently handled by the central bank, but will be
transferred to the Treasury in September 2003.

136. Thenew inditutiona arrangement resulted in a subgtantia improvement in debt management
alowing for the standardization of operationa controls, the monitoring of risks and the separation of
functions concerning long-term (strategic) and short-term (tactical) planning. Currently,
gpproximately 90 financid anaysts compose the Public Debt Office.

Management of internal operations

137. To drengthen interna operations and in response to an increasing number of non-integrated
data systems—making the process of gathering information cumbersome, time consuming and highly
exposed to operationd risk—the Treasury has engaged in a cooperative program with the World
Bank. The program contemplates three modules:

IT Sysem Development;

Control, Internal Auditing and Security Standards, Governance and Organizational Structure;
and

Risk Management.

138.  Although the modules mentioned above are interrdated, focus has been given to the
development of the IT System. The project is, therefore, mainly directed to the establishment of an
integrated platform that will enhance the efficiency and rdigbility of public debt accounting and
reporting, improving the Treasury’ s capacity and transparency in the conduct of public debt
management.



139. Thenew inditutiona framework, mentioned previoudy, aso represents an important step
toward the reduction of operationd risks. Front and back office functions have been clearly
separated, and the middle office has been established to respond to the setting and monitoring of
risk andyss, independently from the area responsgible for executing market transactions. It isworth
mentioning that registry and auction services are presently provided by the central bank, for which a
forma agreement has been recently formulated.

140. Theprocessof hiring personnd was subject to some improvements enacted in the face of
competition among different careers within the Executive branch. Although thereis till some degree
of competition with other ingtitutions, both from the private and public sectors, the Treasury has
managed to hire and keep qudified staff by restructuring the career of Treasury financia andyds,
and implementing a strict selection process mostly directed to professonas with strong
backgrounds in economics and finance. Considerable resources have aso been spent in specidized
training for the debt management staff, such as a graduate course in debt management.

141. Another step taken towards the improvement of debt management operation was the
establishment of a Code of Conduct for Public Debt Managers in February 2001, which
contemplates some directives related to their conduct—for example, the prohibition to buy public
bonds—and the crestion of an Ethics and Professional Conduct Committee of Public Debt
Managers.

Legal framework relating to borrowing

142. Themain legidation regarding to borrowing can be specified, bascdly, in four indruments:
(i) Brazilian Condtitution — limits for public debt; (ii) Fisca Responsbility Law (FRL) regulatory
framework for fisca policy; (iii) Budget Guiddines Law; and, (iv) Annua Budget Law — LOA (the
amount borrowed throughout the year cannot exceed the total established in the specific budgetary
sources included in the LOA). Furthermore, aceiling to new externd debt borrowingsis determined
by a Senate resolution.

143.  Among the legd insruments mentioned above, it is worth mentioning the Fisca
Responsihility Law, which condtitutes amilestone in public finance a dl levels of government. By
means of a set of rules, it imposes limits to the government’ s payroll spending and to the amount of
outstanding debt,* requiring higher transparency of public accounts, stricter rules for eected
officids of the executive branch at the end of their mandates, and adminigrative and pendty
sanctions to the adminigtrators who fail to comply with fisca legidation.

?* These limits are based on the relation between the debt outstanding and Net Current Revenue.
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144. The FRL reinforced the “golden rule’ established in Article 167-111 of the Brazilian Federd
Condtitution, which statesthat it is forbidden to carry out credit transactions that exceed the amount
of capital expenses. It dso imposes redtrictions to credit operations among government entities,
including the Nationd Treasury and the CBB and establishes that the CBB, as of May 2002, would
no longer be alowed to issueits own securities in the primary market.

B. Establishing a Capacity to Assess and Manage Cost and Risk
Debt management strategy

145. Brazilian debt management gsrategy follows guiddines that areinitidly prepared by the
Public Debt Office, and submitted for the approva of the Secretary of the Nationd Treasury and
the Minister of Finance.

146.  The Treasury has been gradualy moving towards an Asset and Liability Management
(ALM) framework. In this context, the risks inherent in the current debt structure are evaluated
taking into account the characteristics of assets, tax revenues and other cash flows available to
servicing the debt. Net exposuresin the balance sheet of the central government are identified by
sdecting financid assets and liabilities, including guarantees, counter-guarantees and contingent
lidbilities

147. Results of such anadysis under an ALM framework suggest that in the Brazilian case (as
usual in most countries) debt managers should seek a debt composition with heavier reliance on
fixed-rate and inflation-indexed insruments. The main mismatches between assets and ligbilities of
the Brazilian centrd government, as of December 2001, are presented in Figure 1.

148.  Note that the main mismatches concern those related to interest and exchange rate
exposures. Although there are severd difficulties to achieve in the short and medium term a debt
portfolio that matches the characteristics of assets, debt management officids find this type of ALM
andyss extremey vauable in setting long-term strategies for reaching optimal debt composition.

149.  Along with the objective of gradua minimization of the interest and exchange rate
exposures, the Brazilian government, in line with IMF and World Bank guiddlines, has established
among its priorities the reduction of refinancing risk. These objectives, however, are often
conflicting, given the il limited demand for long-term fixed-rate, and inflationindexed securities.
Meanwhile, the Nationa Treasury and the centra bank have concentrated effortsin developing
secondary markets and in stimulating operations with long-term fixed-rate, and inflation-indexed
ingruments. These measures have proved to be hepful in paving the way to a more appropriate
composition of the public debt in the future.

150. Cash management represents another important aspect of the debt management strategy
currently adopted by the Brazilian government. The Treasury has been kegping enough cash
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resarves to dlow greater flexibility in the pursuit of its financing strategies and, most important, to
reduce the risk of rolling over the debt under temporarily unfavorable conditions.

Figure 1. Assats and Liabilities Imbaances, December 2001
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151.  The debt management guidelines, which emphasize the reduction in refinancing risk and
follow an ALM framework, have aready reached good results. With the intent of illustrating the
main achievements of such srategy, and kegping in mind the till long way to ataining a more
appropriate debt structure, the recent behavior of severa debt management indicators and some of
the lessons learned by Brazilian debt management officias over the past years are presented below.

Lengthening of debt average maturity in order to reduce refinancing risk

152. The average term of the outstanding domestic securities debt reached 35 monthsin
December 2001, from 27 monthsin December 1999. Behind such achievement are the effortsto
extend the maturity of securitiesissued through auctions, which represent gpproximately 70 percent
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of the domestic debt.?> Figure 2 reports the outstanding increase in the average maturity of these
securities, growing from 4.6 months in July 1994 to approximately 29 months in December 2001.
Thisriseislinked to the objective of reducing refinancing risk and can be mainly explained by long-
term issues of floating-rate (LFT) and inflation-indexed bonds (NTN-C).

I mproving the redemption profile

153. A remarkable advance regarding Treasury’ s financing policy refers to the percentage of
public securities maturing in 12 months, which was reduced from 53 percent in December 1999 to
26 percent in December 2001, as reported in Figure 3.

Figure 2. Average Maturity—Auction Issued Debt

National Treasury
(In months)
40
30
20
10
3 388888 8885565888 88388888288338¢E 3
3882388 338823388 338k823388%5388%52%523385

* Beddes issuing securities through auctions, the Brazilian Treasury is sometimes required by Law
to issue debt directly to specific creditors, mainly as aresult of debt securitization.
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Figure 3. Percentage of Central Government Internal Debt Maturing in 12 Months
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Gradual replacement of floating-rate securities for fixed-rate securities

154.  Asfrom mid-1995, the National Treasury started a process aiming at redefining its debt
composition. One of the main measures contemplated was the public debt de-indexation by means
of agradud increase in the share of fixed-rate debt. The two graphs shown below illugtrate the
drategy of gradud replacement of floating-rate (LFT) for fixed-rate (LTN) securities. Note that
fixed-rate securities were issued with increesng maturities up to the wave of crises that hit emerging

markets sarting in October 1997. Until then the Treasury had been able to suspend new issues of
LFT.

155. Thefollowing figures (Figures 4 and 5) aso report the change in focus of debt management
drategy in Brazil toward the reduction of refinancing risk and the adoption of a sustainable strategy
of issuance of fixed-rate instruments. To reach these godls, starting in 1999 the Treasury has
implemented benchmark issues of long-term fixed-rate securities issued periodicaly and has
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decided to extend the maturity of the debt by issuing floaing-rate securities of much longer terms
than those observed higtorically.

Figure 4. Maximum Maturity at Figure 5. Maximum Maturity at
I ssuance—fixed rate securities (LTN), In I ssuance—floating rate securities (LFT),
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Debt composition

156. The composition of the domestic debt has changed dramaticaly over the past seven years
(see Figure 6). The sgnificant increase in the fixed-rate insdruments pursued in the first few years of
economic stabilization that followed the launch of the Real Plan in July of 1994, proved to be
unsustainable as emerging market economies faced a period of strong turbulence after October
1997. Under the new economic environment, the Brazilian government had to accept an increase in
the floating-rate share, and a consequent reduction in the fixed-rate portion, to avoid an increase in
rollover risk.

157.  Implicit in the discussion presented so far isavery important lesson drawn from the
Brazilian debt management experience. Allied to the need for sound and stable macroeconomic
policies, as a precondition for developing high quaity debt management, the development of (long-
term) debt marketsis adso of fundamenta importance. In this respect the measures recently taken to
enhance liquidity in the secondary markets and the dready mentioned implementation of benchmark
issues of long-term fixed-rate, and inflation-indexed securities represent important steps toward a
sugtainable improvement in the debt composition.
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Figure 6. Debt Composition per Index
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External debt

158. In 1995, after 15 years out of the market, the Brazilian Government restored its presencein
the internationd capita market, issuing sovereign bonds with great success. Since then, the main
measures underlying the Brazilian government strategies regarding the internationd capita markets
have been:

consolidation of Brazilian yield curvesin srateg c markets (U.S. dollar, euro, Japanese yen)
with liquid benchmarks;

paving the way for other borrowers to access long-term financing; and

broadening of the investor base in Brazilian public debt.

159. Asfrom 1996, the Brazilian government has also pursued a strategy of buying back
restructured debt (the so-cdled Brady Bonds), and replacing them for new bonds.

160. Thefollowing figuresillustirate new money and exchange operations held since 1995,
totaling US$25.5 hillion of sovereign debt issued in diversfied markets. Note that the Brazilian




-B1-

government has implemented seven exchange operations from May 1997 to March 2001 that
hel ped to reduce the participation of Brady Bonds in Externa Bonded Debt from 95.1 percent in
December 1996 to 36.5 percent in December 2001.

Figure 7. Foreign Bond Issuancein the Figure 8. External Bonded
International Capital Market Debt—Federal Government
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Risk management framework

161. Withinthe ALM framework, risk andysisis conducted in amodd that alows debt
managers to project expected and potential costs of the debt under severd different refinancing
drategiesin the medium and long-term. Key debt management indicators, such as average maturity,
duration, and debt composition are generated for each strategy alowing senior management to
decide the more adequate strategy to be pursued. The main risks monitored are refinancing risk,
market risk, and credit risk (most federal government assets are composed by credits from states
and municipdities).

162. A new risk management system customized according to the needs of the risk management
group was implemented in the first semester of 2002. Besides dlowing the same type of andyss
that has been currently conducted, this new system alows for amore integrated examination of
assets and liahilities characterigtics and the adoption of severa typesof “at risk” modds, such as
Cos at Risk; Cash How at Risk; and Budget at Risk. At the present time, the risk management
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group conducts risk analysis based on deterministic and stochastic scenarios. Stress scenarios
andysisis aso used as a complement.

163. Besdesimproving its risk management systems, the Brazilian debt management office has
been concentrating effortsin developing the skills of its personnd, by means of training, externa
contacts, and hiring of advisors. With this purpose, the aforementioned cooperation with the World
Bank contemplates arisk management module that will provide an extensive background on
internationa experience related to best practices of leading sovereign debt offices. The primary
objective isto build capacity in assessng and managing the financid risks for a sovereign debt
portfolio, and will beinitialy focused on an asset and ligbility management (ALM) framework. The
participantswill be trained in the various techniques used by the debt offices, and will get acquainted
with future path modding for market variables. To the extent that severa of these techniques are
dready being developed in parale by the Brazilian staff, a degper examination of the risk
management tools adopted in other countries will alow useful and valuable comparisons.

C. Deveopingthe Marketsfor Government Securities
I mprovement measuresfor the gover nment securities market

164. During the second semester of 1999, the Brazilian Treasury and the CBB designated a
working group with the objective of preparing a diagnos's covering the problems related to the
markets of public debt securities. Since then, some procedures have been reorganized and new
ingruments and norms were introduced aiming &t the recovery of securities market dynamism. The
working group also discussed strategies that could enhance the demand for long-term government
securities and released severd measures, products, and projects directed to the public debt in
primary and secondary markets. Among the actions sdected, the following are worth mentioning:

reduction in the number of outstanding series of domestic securities debt;

use of the re-offer and buyback mechaniams;

implementation of firm bid (price-discovery) auctions for issuing long-term fixed-rate securities,
release of amonthly schedule of auctions of Treasury securities,

regular and comprehensive information disclosure of public debt policies and Satistics,

regular meetings with deders, inditutiond investors, risk rating agencies, and others.

165. Thefirm bid auctions comprise two stages. In the first stage, only primary deders are
alowed to submit bids, committing themselves to buying the securities auctioned at the prices and
quartities specified in their bids. This does not guarantee, however, that these indtitutions have won
the auction. The Treasury determines the amount of securities to be auctioned at the find phase and
releases such information aong with the corresponding cutoff price observed in the first stage, acting
as aprice reference for the second stage. A discriminatory price auction with the participation of all
financid inditutionsis then conducted. This auction procedure plays an important role in reducing
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the uncertainty regarding the pricing of fixed-rate long-term bonds issued by the Treasury, given that
referencesin the Brazilian market for these bonds are ill incipient.

166. Mesasures undertaken for the development of the government securities market have been
favorable. The noticesble improvementsin the term structure of interest rates and the establishment
of fungibility for floating-rate and inflation-indexed securities have contributed to stimulating
negotiations in the secondary market. As a consequence of this latter measure, it was observed a
reduction in the number of outstanding series of floating-rate (LFT) and fixed-rate (LTN) securities,
illustrated as follows.

Table 1. Number of Series Outstanding

Floating-Rate Fixed-Rate Inflation-Linked

Securities Securities Securities Total
(LFT) 1/ (LTN) (NTN-C)
Oct. 1999 47 21 27 70
Dec. 2000 49 12 3 64
Dec. 2001 40 14 6 60

1/ Only for LFTsissued through auctions.
2/ As of December/1999.

| mprovement of term structure

167. Theinterest rate and inflation-indexed term structures have improved as a conseguence of
the Treasury’ s srategy of building benchmark issues of long-term insruments. At the present time,
there are parameters for price-index curves up to 30 years, wheress price references for fixed-rate
ingruments reach 18 months.

Salesthrough the I nternet

168. Aspart of the recent actions toward the development of the market of government
securities, garting in January 2002, the Treasury began conducting sales of public debt instruments
through the Internet. By setting low minimum and maximum buying limits (gpproximately US$80 per
transaction and US$80,000 per month, respectively) this measureis mainly directed to smdl
investors and endeavors to stimulate long-term domestic savings.

169. Asindicated in Table 2, the amount issued through the Internet as of July 2002 was around
US$11 million, of which 77 percent were fixed-rate securities. The number of investors totaled
more than four thousand from 24 of 27 Brazilian Sates.
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Table 2. Internet Sales
(Asof July 31, 2002)

R$ Uss
Total amount sold 32,502,739 10,834,246
Floating rate (in percent) 8
Fixed-rate (in percent) 7
Price-index (in percent) 15
Total number of investors 4,481
Average amount per investor 7,254 2,418

US$=R$ 3.00.
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II. CoLomBIA®®
A. Deveoping a Sound Gover nance and I nstitutional Framework
Objective

170. Themain objective of debt management is to assure that financing needs are met with alow
funding cogt in along-term perspective, within a sustainable path and with a prudent leve of risk.
Therisks consdered are refinancing, market, credit, operationa, and legdl.

Scope of debt management activities

171. Debt management covers both internal and externa debt. In addition to funding, debt
management aso includes management of outstanding debt and contingent liakilities, the latter
especidly rdated with infrastructure and public credit operations.

Coordination with monetary and fiscal policies

172. The 1991 Condtitution states that Banco de la Republica (BdR), the centra bank, will be
the independent agent responsible for monetary and foreign exchange policy, while the Ministry of
Finance will be respongible for fiscal policy. The Debt Management Office (DMO), Direccion
Generd de Crédito PUblico, is Stuated within the Ministry.

173. Issuesthat require coordination with the BAR regarding monetary policy, debt management
and the macroeconomic agenda are discussed in the regular bi-weekly meetings of the Board of the
Centrd Bank, where the Minigter of Finance is member. Banco de la RepUblicais dso in charge of
the settlement and clearing of the domestic debt market, which implies for strong coordination
between fiscd and monetary authorities in the management of the domestic public debt.

174.  Two officids from the BdR are dso members of the Debt Advisory Committee, which
determined the guiddines for debt management and debt issuing program.

L egal framework

175. Thelegd framework for debt management isincluded in the Decree 2681 of 1993, which
covers.

%8 The case study was prepared by Gustavo Navia, Jorge Cardona, and Carlos Eduardo Ledn,
from the Directorate Genera of Public Credit of the Ministry of Finance and Public Credit.
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Public Credit transactions that involve new funding, and therefore increasing the debt stock.
Debt management transactions that reduce portfolio risk and not increase debt stock. These
transactions include hedging operations such as cross currency swaps, interest rate swaps, debt
exchanges, refinancing, debt conversions, and the like.

I ngtitutional structure

176. Asmentioned, the Ministry of Finance is responsible for debt management, and the Debt
Management Office (Direccidn Generd de Crédito PUblico) isadivison of the Ministry. Altogether,
the Minigtry of Finance has Sx divisons:

Superior (Minister, Deputy Ministers, Generd Secretary);
Macroeconomic Policy Divison;

Treasury Divison (Tesoro Naciond);

Budget Divison;

Sub-national Governments Divison and;

Debt Management Office (Direccién Genera de Crédito Publico).

177. The Debt Management Office isin charge of debt management, while the Treasury Division
isin charge of cash and asset management. Coordination and communication with the Treasury is
essentia. Although the Debt Management Office works closdy with the Treasury to create
synergies between the two areas, communication could be vastly improved by merging these two
divisons. No doubt this merger would aso improve assat-liability management. However, a
present there are no plans for amerger.

Management of internal operations

178. The Debt Management Office adopted a new internd structure in May 2001, following
recommendations from the World Bank. The new structure, including responsibilities, isthe
fallowing:

Front Office —locd and externd funding;
Middle Office — andlyzing portfolio risks and Strategy and;
Back Office — operationa issues.

179. Besdesthesethree sections, the DMO adso includes the legd affairs officeand the IT
(information technology) office.

180. The new structure improves communication and coordination between front-, middle- and
back offices, thereby reducing the operationd risk. Completing a document describing the
procedures of the debt office has also reduced operational risk.
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181. Debt management decisions and actions must be based on accurate and updated
information on the debt portfolio. In order to improve databases and analysis tools, DMFAS
software from UNCTAD # s currently in the process of being implemented. This software is
especialy designed to strengthen the technica capacity to record, manage, and analyze externd and
interna debt. It aso provides facilities for the recording and monitoring of bond issues, on-lending,
aswel as private non-guaranteed debt. After the software is adjusted for the Colombian
requirements, it is expected to:

Reduce operational risks;

Smplify procedures,

Produce debt profiles and financid risk quantification in red time;

Improve capecity of evauate Satistica moddls;

Be compatible with other information systems;

Increase accuracy of exercises,

Allow internet operakility and;

Provide proactive Alarm System, which will dert management if the portfolio reaches any
debt management policy limits, such asthe stated currency or interest rate compodtion of
the debt.

Retain qualified staff with financial market skills

182. Staff members receive continud training, alowing them to acquire important market skills.
Thisis paticularly true in the middle office where gaff recaive ongoing training in portfolio andyss
and drategy. Individuds are often attracted to this benefit of acquiring knowledge in these aress,
thus making the DMO a good working environment. It is especidly so because sdaries in the public
sector are often not competitive with those in the private sector.

I ncentives and guidelines to ensure implementation of strategies

183. A benchmark for externa debt has been established since 1997. Although thereisno legd
obligation or economic incentive that will ensure that debt management is implemented prudently,
higtoricaly the benchmarks have been met. Interna debt benchmarks have not been formdly
adopted; however, according to present plans, the authorities will gpprove a benchmark for the
interna debt in June 2002

2 UNCTAD (United Nations Conference on Trade and Development) is the principa organ of the
United Nations Genera Assembly dedling with trade, investment, and development issues.
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Transparency

184. Trangparency of the debt figuresis achieved through the yearly report of the Ministry of
Finance. This report includes a summary of last year’ s agenda as well as the sate of the economy
and debt portfolio. Two web Stes are adso available for debt figures, www.minhacienda.gov.co and
WWw.coinvertir.org.co.

B. Debt Management Strategy and Risk Management Framework
Reducing the country’s vulner ability

185. During the mid- and late 1990s, the main concern was minimizing the exposure of the
externa debt portfolio to market shocks and international crisis. As a consequence of this concern,
the Public Debt Advisory Committee (Comité Asesor de Deuda PUblica) was crested on April 21,
1997, integrated by officids from the Ministry of Finance and the BdR. The main objectives of the
committee are to analyze and discuss guiddines of the internal and externd indebtedness and to
propose risk management guidelines.

186. In 1997 theratio of interna debt to externa debt was approximately the same astoday. In
contrast to the external debt, the internal debt was considered as carrying lessrisk, since it mainly
was made up by liabilities with the public sector. Therefore, the main concern was minimizing the
exposure of the externd debt portfolio to market shocks and international crisis. As a consequence,
benchmarks for the externa public debt were established as reference points for the central
government and for the eight public entities with the highest outstanding externd debt. The
benchmark covers refinance risk, interest rate risk, currency risk and duration and have been an
important tool to control and minimize the exposure to externa shocks. The amortization profile has
never exceeded the 15 percent limit per annum, reducing refinancing risk consderably, and the
portfolio has met the currency and interest rate composition in the benchmark, thereby minimizing
market risk.

187. Sincethe characterigtics of the domestic capital market are different from those of
international capita, it isnot possble to use the externad debt benchmark for the internal debt
portfolio. For management of the interna debt portfolio, risk management guideines have been
taken into consideration but no explicit benchmark has been adopted. However, the Debt
Committee will gpprove a benchmark for the interna debt in June 2002.

Main risksin the gover nment’s domestic and foreign debt portfolio

188. Inorder to reduce vulnerability, the DMO focuses on two main risks, namely the refinancing
and market risks. The benchmark for the share of interna debt is 67 percent and 33 percent for
external debt.
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189. Asmentioned previoudy, since 1997 the Debt Committee has established benchmarks for
externad debt. These benchmarks have been updated yearly and were reviewed in May 2002. The
benchmarks for the externa debt are the following:

Refinancing: No more than 15 percent of the tota externa debt can mature on any given year.
Theided is 10 percent. (Therationa behind these figuresis that market conditions may require
executing afunding strategy that exceeds the 10 percent limit, but never the 15 percent limit.);
Currency composition: U.S. dollar 83 percent, euro 13 percent and Japanese yen 4 percent;
Interest rate composition: Fixed and Semi-Fixed rate > = 70 percent, Floating rate < =

30 percent;

Modified duration: 3.5 years.

190. For theinternd debt, the following benchmarks are going to be approved at the meeting of
the Debt Committee in June 2002. The new benchmark will guarantee that future funding programs
will bein line with debt guiddines. The benchmarks for the domestic debt is suggested as following:

Refinancing: No more than 20 percent of the total interna debt can mature on any given yesr.
Theided is 15 percent;

Fixed and Price-Indexed: Colombian peso Fixed 92-96 percent, Price-Indexed

4-8 percent;

Interest rate composition: Sinceloca debt instruments are ether fixed, price-indexed or U.S.
dollar-indexed, there is no interest rate for benchmark the interna debt.

How different risks are quantified and balanced

191. Two methods are used to quantify the portfolio risk. The first method compares the actua
portfolio versus the benchmarks. The second method, caled Debt Service a Risk (DsaR), has
currently been implemented. DsaR dlows the Debt Management Office to quantify the maximum
debt service cost of the debt portfolio with 95 percent likelihood. The methodology takes into
consideration the exposure to different market variables, such as interest rates, exchange rates, and
commodity prices. For managing the cost and risk dimensions of the debt portfolio, the middle
office presents amonthly report of funding aternatives based on DsaR analyss. This report
compares the cost of the expected scenario versus the risk scenario of the different funding
dternatives.

192. Thefunding Strategy takes into consderation the benchmarks. The front office andlyzesthe
market stuation and different funding dternatives. If the funding strategy requires exceeding one or
more limits established in the benchmarks, the possibility of a hedging transaction is analyzed.
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Reducing therisk of losing access to domestic and international financial markets

193. Inorder to have accessto financial markets, control over both refinancing and market risk
are essentid. As previoudy mentioned, since 1997 the amortization profile of external debt has
never exceeded the 15 percent limit, reducing refinancing risk considerably. Recent crissin Russia,
Brazil, Turkey and Argentina have emphasized the importance of monitoring these two risks.

194. Refinancing in advance, when the conditions of the external capital markets are favorable,
has been a successful drategy. It dlows the Ministry of Finance to guarantee the funding needs at a
low cogt, while anticipating future market shocks. The view of the market is a combination of
judgment of parameters such as politica conditions, faling spreads, tighter yields, and investors
demand for bonds, in addition to various bank surveys.

195. For domestic debt, it isimportant to remember that the local market for public debt is only
five years old. Moreover, investors are only progressvely demanding longer-term insruments. The
fird issues were securitieswith 1-, 2- and 3-year maturities. Therefore, the amortization profile
higtorically showed concentrations in the first and second years. Now, when the daily volume traded
has increased consderably and inflation has reached one-digit levels, fixed-rate securities with
longer maturities (5, 7, and 10 years) have been successfully introduced. Securities with longer-term
maturities (10 and 15 years) are price-indexed.

196. Severd voluntary debt swaps have also been executed recently:

On June 2001 an interna voluntary debt swap was conducted. Short-term (2001—-2005)
amortizations were reduced by US$ 2.4 hillion, and the refinancing risk was reduced
considerably;

On January and March 2002 two interna voluntary debt swaps took place. US$ 512 million of
short and mid term amortizations of US$ denominated TES were exchanged for 10 year tenor
fixed rate peso denominated TES, reducing exchange rate and refinancing risk consderably;
On May 2002 ancther voluntary swap took place, exchanging US$ 589 miillion of externd
bonds (euro and US$ denominated) maturing between 2002—2005 for 10 years TES maturing
in 2012;

On June 2002 an externd voluntary debt swap was executed. External Bond short-term
(2002—2005) amortizetions were reduced by US$ 255 million, reducing refinancing risk
consderably;

Other small interna debt exchanges are held on aregular basis.

Management for risks associated with embedded options
197. Sofar, the Republic of Colombia hasissued eight bonds with options, two of which have

aready been exercised (a*knock-out” yen option and a put option). Managing the risks associated
with these options has been conservative. For budgetary purposes, al bonds with put options are
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adways registered asif dl the investors exercised the option. This dlows the Republic to have funds
on hand to cover the option.

Strategiesto generatereturns

198. The DMO does not engage in active debt management sirategies. Transactions such as
interest rate and currency swaps have a hedging purpose only. However, by following interest and
currency rates, transactions that could reduce debt service are considered if favorable market
opportunities occur.

Management of contingent liabilities

199. TheMiddle Office of the DMO isresponsble for explicit contingent ligbilities. The
responsibilities of the Debt Office are to verify the methodologies used by the public entities that
generate these lighilities. With these models, the DM O structures a contributed payment plan in
order to create afund, which will be managed by afiduciary. This fund alows having liquidity to pay
the liabilities when the contingency occurs.

200. Inaddition, the Debt Management operatesin the following areas by:

Implementing and developing methodologies for quantifying contingent liabilities on guarantees
offered by the government to private agentsin concession projects of state owned infrastructure
(highways, eectrica energy generation, water and communicatiors);

Devedoping methodologies for quantifying contingent ligbilitiesin public credit transactions
(guarantees of the central government on externd or interna debot of municipa governments and
public entities);

Cresting methodologies for credit risk anayss of municipd public entities.

201. The procedure of contingent liabilities management includes gppointments with investment
banks and public entities, developing smulation modes for risk assessment and developing a
schedule for the contingent ligbilities payouts (including the probability for payouts).

Management infor mation systems used to assess and monitor risk

202. ThelT office created a database system that has been in use since 1997. This software
dlowsinquiriesto the current debt portfolio; however it does not have a risk-monitoring module.
For risk quantification, the middle-office usesits own models based on Excel spreadshests.

203. Asprevioudy described, more sophisticated software caled DMFAS will be implemented
in 2003. Currently ateam is working on the trangition process. Besides dlowing for the possibility of
consulting debt information, the new software will provide andysis of the exposure of the debt
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portfolio to voldility in interest rates and exchange rates, while aso having the capacity to make
smulations of new funding srategies.

Development in marketsfor private sector debt

204.  The Debt Management Office has been one of the most important agentsinvolved in the
development of the locd capital markets. The treasury bond market has become a modd for private
debt issuers. This means that the private sector takes into account al developmentsin the public
debt market.

C. Developingthe Marketsfor Government Securities
Development of the primary market

205. The Debt Management Office is the only agency that issues central government debt. The
central bank no longer issues bonds for monetary policy purpose. The DMO is aso responsible for
updating the database of the public debt, which includes debt of the central government plus other
public indtitutions and sub-nationa governments.

206. Theprdfile of the internd debt portfolio has changed since 1997. Today 76 percent interna

portfolio congists of treasury bonds and notes (exposed to market risks) compared to more than 90
percent five years ago. In 1997, 34 percent of outstanding treasury bonds and notes were ligbilities

with private investors; today the ratio has increased to 40 percent.

207. The Debt Management Office issues 1-10-years fixed-rate insruments, and 5-, 7- and 10-
years are issued as price-indexed securities. U.S. dollar-indexed securitiesin 2-, 3-, 5- and 8-year
maturities are only issued when Colombian peso to the U.S. dollar exchange rate undergoes periods
of consderable voldtility, or those that are not part of the norma funding program. In order to
diversfy the debt stock across the yield curve, the Debt Management Office consdersthe
amortizetion profile, market conditions, funding cost, and bond liquidity when deciding on the issuing
plan.

208. Treasury securities in the domestic market are issued by two mechanisms. In 2002, weekly
primary Dutch auctions counted for 40 percent of interna funding. The remaining 60 percent of
interna funding in 2002 was covered by direct placement to public entities. Direct placements
(mandatory and agreed-upon) are with public entities that have cash surpluses. These public entities
are price takersin the market.

209. Intheinternational market, bonds areissued in the U.S. dallar, euro, and Japanese yen
markets. Borrowing is aso executed by |oans from mulltilateral credit agencies, syndicates, and
other commercia loans.
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210. TheMinidry of Financeissues officia press reeases with information on bond (local and
externd) placements as well as agreed loans. These releases are available on the web ste
www.minhacienda.gov.co.

Development of the secondary market

211. Since 1997, one of the objectives of the Debt Management Office has been the
development of theloca public debt market. For this purpose it has established the Programa de
Creadores de Deuda Publica (Public Debt Market Maker Program). In this program, 24 of the
most important financid ingtitutions, of which 22 are private and 2 are public, participate in weekly
primary auctions of treasury hills, notes and bonds.

Contactswith the financial community

212.  Communication between the Delst Management Office and the financid ingtitutionsis
regarded as very important. Meetings between representatives of the financid inditutions and
officdds from the DMO take place at least every quarter. In the loca market, there is constant
communication with financid inditutions members of the market maker program and important
investors such as pension funds, fiduciary funds and insurance companies. For the externd market, it
isimportant to keep close contact with various financia inditutions that provide market feedback,
promote trading of instruments, and have direct contact with key investors.

Clearing and settlement

213. Thefollowing systems are used to settle and clear local debt market transactions.

DCV (Depdsito Centrd de Vaores), the eectronic central depository that handles dl of the
public loca debt;

SEN (Sistema Electronico de Negociacion de Deuda Pablica), the system which handles the
eectronic loca public debt market;

SEBRA (Sistema Electrénico de Banco de la Republica), the eectronic settlement system used
for primary auctions for public loca debt.

Tax treatment of government securities

214.  Government securities are tax free only for the profits on the principa of stripped securities.
Non-stripped government securities have the same tax trestment as corporate securities.
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[1l. DENMARK %
A. Developing a Sound Gover nance and I ngtitutional Framework
Objectives

215. Theoverdl objective of Denmark’s government debt policy is to achieve the lowest
possible long-term borrowing costs, consstenty with a prudent degree of risk. The authorities
pursue this objective while taking various factors into account, including the objective of awell-
functioning domestic financia market. Recently, more emphasi's has been placed on the discipline of
risk management.

Scope of debt management

216. Thedebt of the centrd government is compiled as the nomina vaue of domestic and foreign
debt minus the central government’ s account within the central bank, Danmarks Nationa bank
(DNB), and the assats of the Socid Pension Fund (SPF). All adminigtrative functions related to the
government debt management are undertaken by the DNB.

217. Two conditions establish a dividing line between fiscd and monetary policy in Denmark.
Firgt, government borrowing is subject to a set of funding rules nased on an agreement between the
government and DNB  Second, the prohibition on monetary financing in the EU Treaty regulates the
central bank’srole asafiscal agent and bank to the government.

218. Sincethe early 1980s the centra government borrowing has been subject to funding rules
for both domestic and foreign borrowing. The present funding rules have been stipulated in an
agreement from 1993 between the government and the central bank, thus replacing the informal
agreement from the early 1980s, when the Danish fixed exchange rate regime was implemented.

219. Inoverdl terms, the domestic rule ensures that domestic borrowing in Danish kroner
matches the central government’ s gross domestic financing requirement for the year. Thus, the
domedtic rule erilizes the liquidity impact from government payments for the year as awhole. The
rule for foreign borrowing states that new foreign loans are normally raised to refinance the
redemptions on the foreign debt. If the leve of foreign exchange reservesis considered
inappropriate, a decison can be taken to reduce or increase the leve of foreign debt. Foreign

%8 The case study was prepared by the Government Debt Management Office of Danmarks
National bank.
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exchange reserves are owned by DNB and the central government’s account in DNB providesthe
link between government foreign debt and foreign exchange reserves.

220. Inaccordance with the EU Treety’ s prohibition of monetary financing, the centra
government’ s account with the DNB may not show a deficit. The government’ s borrowing is
therefore planned to ensure an appropriate baance on its account.

221. The centrd government receives interest on its account with the DNB. Thisinterest rateis
equal to the discount rate set by the centra bank. The discount rate is equivaent to the current-
account rate (folio rate), which isthe interest rate for the banks and mortgage- credit ingtitute' s
current-account deposits with the DNB. This arrangement implies, together with the fact that the
aurplus of the central bank after reserve dlocations is transferred to the government, that the
government receives an interest rate on the account, which is comparable to what would be
obtained if the account were placed in a commercid bank.

Legidative basisfor central -government borrowing

222. Thelegd authority for the central government to borrow is stipulated in legidation enacted in
1993. It dlows the Minigter of Finance to borrow in the name of the government. It o empowers
the Minister of Finance to raise loans on behaf of the central government up to a maximum of DKr
950 hillion, which isthe limit for the total domestic and foreign government debt. Moreover, it
empowers the Minister of Finance to transact swaps and other kinds of financia instruments.

223. Beforethe beginning of anew fiscd year, a Finance Bill is adopted by Parliament. It
authorizes the Minigter of Finance to raise loans to finance the projected centra government gross
financing requirement, which is the sum of the current centra government deficit plus redemptions on
domestic and foreign debt. The borrowing is obtained according to the domestic and foreign norm.
During afiscad year, changes may occur in the gross financing requirement. This happens primarily
because of changesin the centrad government deficit or because of buybacks that increase the
amount of redemptions. Changes in the gross financing requirement are smilarly financed by
government loans. These loans are authorized by an act of supplementary gppropriation of the
Finance Bill at the end of the year or by the Financid Committee of the Parliament during the yeer.

224. Beddesthe government debt the centra government guarantees the borrowing and the
financid transactions related to the borrowing of a number of public entities. The entities are mainly
related to infrastructure projects, for example the Great Belt Bridge and subway congtruction in
Copenhagen. The board of directors and the management of the individuad entity are responsible for
the financid transactions of the entity, but the central government establishes borrowing limits and
guidelines for the borrowing activities. The guiddines are determined in a st of agreements between
the DNB and the Ministry of Finance or the Minigiry of Trangport and between the rdlevant ministry
and theindividua entity. The agreement between the centra bank and the relevant ministry sets out
the main tasks and respongihilities of the parties involved. The set of agreements dso includes alist
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of acceptable types of loans. The list describes which kind of financia transactions and currency
exposure the entity is alowed to incur.

225. Theentities publish their own annua report and are embraced by the generd legidation
gpplied to private firms.

The Danish debt office is placed within the central bank

226. Theresponghility to Parliament for centra-government borrowing rests with the Ministry of
Finance. Since 1991 the central bank has undertaken al adminigrative functions related to
government debt management. The divison of responghbility is set forth in an agreement between the
Minigtry of Finance and the DNB. By power of atorney, officias from Danmarks Nationabank are
authorized to sign loan documents on behdf of the Minister of Finance.

227. Before 1991 the debt office was an integrated part of the Ministry of Finance. In 1991, the
debt office was moved to the central bank—the structural change occurring partly as a consequence
of areport prepared by the public auditors. The report indicated that most of the assgnments
related to the central government debt were aready carried out by the DNB, but it happened that
duplication of assgnments occurred between the central bank and the Ministry of Finance.
Furthermore, the report suggested that a stronger coordination between the management of the
foreign exchange reserve in the DNB and the central- government foreign debt would be beneficid.
Findly it was suggested, thet attracting and maintaining staff with the relevant skills to the debt office
would be easier if the debt office was placed in the centrd bank. It is believed that the move to the
central bank has helped to centralize the retention of knowledge of most aspects of financia markets
within asngle authority.

The relation between the debt office and the Ministry of Finance

228. TheMinistry of Finance and the DNB determine the overall strategy for government
borrowing at quarterly meetings on the basis of written proposals from the DNB. The adopted
drategy is authorized and sgned by the Minigtry of Finance by aset of written conclusions at the
meseting sSgned. In December each year, the overdl strategy for the following year is determined, as
well asthe detalled Strategy for the first quarter of the following year. At the following quarterly
mesetings, amendments to and specifications of the main strategy for the subsequent quarter are
decided.

229. The drategy specifies the expected domestic and foreign borrowing requirement and
includes a set of decisonsfor the following year. Among the decisons are:

Bands for duration of the central-government debt;
List of on-the-run issues for the domestic delt;
Borrowing strategy for foreign delt;
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List of government securities eligible for buybacks/'switch operations,
List of government securitiesin the securities lending facility; and
Maximum amounts of buybacks and use of interest rate swaps.

230. Thefirg four bullet points are published after the meeting in December. If changesin these
decisons occur during the year, these are published as well. Maximum amounts of buybacks and
use of interest rate swaps are not made public.

231. Onthebasis of these conclusions, the central bank handles the necessary borrowing
transactions and the ongoing management of the debt. Besides the forma meetings, the DNB isin
contact with the Ministry of Finance on aregular basis, and ad hoc adjustments in the strategy may
occur during the yeer.

Structure of the debt office within the central bank

232.  Withinthe DNB, basicaly four departments are involved in the management of the centrd-
government debt—The Government Debt Management unit of the Financial Markets Department,
the Market Operations Department, the Accounting Department, and the Internal Audit
Department. The divison of the management of government debt in afront-, middle- and back-
office structure was implemerted in 1996 in order to diminish operationa risk.

233. The Government Debt Management section is responsible for middle- office functions and
condtitutes the Danish debt office. It formulates the principa aspects of the debt management
drategy and carries out andyss and risk management. The section dso formulates guiddinesto
Market Operations regarding sale of domestic bonds, buybacks, swap transactions, and the amount
of foreign borrowing.

234. Market Operationsis respongble for front-office functions such as sde of securitiesand rise
of foreign loans. Responghility for back- office functions, such as settlement and bookkeeping, is
handled in Accounting and Government Debt Accounting.

235.  Thelnternd Audit department in the central bank asssts the Auditor Generd (the National
Audit Office) in the auditing of government debt management. In handling the government det, the
departmentsinvolved in the process aso draw on resources from other departments in the central
bank, for example, the lega experts.

I nformation policy

236. The Danish government debt strategy isaming a a high degree of trangparency towards the
generd public and the financid markets. Therefore, the DNB compiles and publishes awide and
frequent range of information on central government borrowing and debt.



-78-

237. Theinformation policy is based on severa announcements to the public. Some of them
follow afixed annua schedule. The most important announcements and publications are the
following:

Prior to the beginning of each hdf-year normaly in June and December—the central bank sends
an announcement to the Copenhagen Stock Exchange (CSE) and market participants with
details of centra-government benchmark issues concerning July and January respectively. The
announcement aso presents more generd information on the plans for the central government’s
domestic borrowing.

Prior to the opening of new government securities series an announcement is sent to the CSE
with detalls of the coupon, maturity and opening day of the new loan.

On the firgt banking day of each month, the DNB sends an announcement to the CSE and other
interested parties on the sdle and buyback of domestic government securities during the
preceding month. On the second banking day of each month, DNB issues a press release with
details on the government’ s actua borrowing requirement and other important financid details of
the preceding month.

On adaly basis details of the sale and buyback of domestic government securities are issued
viathe DNB’sweb site”® and an dectronic information system (DN News). Most of this
informetion is reproduced directly by Reuters, for example. Further information on prices and
circulating amounts of government bonds is available through the Copenhagen Stock Exchange.
Terms and conditions for treasury bill auctions and results are announced via the Copenhagen
Stock Exchange and the dectronic auction system.

The Minigtry of Finance publishes information on the development in the government budget on
aregular basis.

Other information on “ Danish Government Borrowing and Debt” gppears in the Annual Report.

238. The debt management office in the centrad bank publishes an annud report (“Danish
Government Borrowing and Debt”) usualy in February. The annud report is a cornerstone of the
implementation of the information policy. The public, market participants, the Parliament, and the
Minigtry of Finance are informed via the report about al activities related to Danish debt
management in the preceding year. From 1998, the report has been published dso in English. The
report describes considerations and factors concerning borrowing and debt management.
Furthermore it includes sections on specia topics of relevance to government debt management.
Findly, it includes a comprehensive gppendix of tables with detailed central government borrowing
and debt gatidtics, including alist of dl government loans.

29 The website address is; www.national banken.dk



-79-

Enhancing quality and reducing operational risk
Procedures manual

239. For therdevant unitsin the departments working with government debt a written
procedures manua ensures proper government debt administration. The written procedures manua
describes authorities and obligations of the unit. The central bank’ s Audit Department is responsible
for any changes to the written procedures, which are subsequently passed on to the Ministry of
Finance. Developing and maintaining the procedures manud is consdered akey eement in
enhancing quality and reducing operationd risk, and is thus an area of high priority in debt
managemen.

240. Asasupplement to the procedures manud, work descriptions are used in daily work. A
work description is a detailed description of a particular task, which is carried out on aregular
basis. As an example, there are work descriptions for such factors as the opening of anew
government bond, a buyback auction, calculations of duration and cost-at-risk, and monthly
releases on public information on the government debt. The use of work descriptions is contributing
to congstency and accuracy in the administration of the government debt.

241. Guiddines for acceptable loan categories are set out for the central government’ s foreign
borrowing. The guidelines stipul ate requirements of the overdl loan structure, including both the
underlying loan and any related derivatives. The purpose of these guiddinesisto minimize the
politica, legd, and operationa risks.

Codes of conduct

242. The DNB gaff must adhere to interna codes of conduct based on the guiddines toward
Speculation set by the Danish Financid Supervisory Authority and the legidation againgt insider
trading. In short, this means that the staff is only alowed to invest persond capitd and only in non
Speculative invesments.

Recruiting and maintaining highly skilled staff

243. The placement of the debt office within the centra bank has hel ped the office in recruiting
highly skilled staff. Contributing to thisis the fact thet the debt office isa part of alarger
environment, where finance, financid markets and policy are mgjor areas. Therefore the debt office
isadleto recruit internaly from other departments and externdly offering new employees to be part
of alarge and highly skilled organization, which iswell known to the public.

244.  The gaff in the Government Debt Management section (middle-office) conssts of amix of
senior gaff, who have worked with debt management for a number of years and/or have worked in
other areas of the bank, and young economists recently employed in the DNB.
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245.  Indusve people working in front- and back-office, around 20 persons, are working mainly
with tasks related to the centra government debt.

Management information system and use of IT

246. Strong and rdliable IT-sysems are crucid to limiting operationd risk. In the Danish debt
office the current I T-strategy is primarily built upon a specialy developed back- office system
(“System Statsgadd”) combined with the use of other software. All borrowing and swap
transactions for the centra-government debt enter “ System Statsgedd.” Transactions are controlled
by the back-office.

247.  The back-office system generates information on payments to be made or received, input to
the centra bookkeeping system, which covers al government entities and findly data for andytica
puUrposes.

248.  During 2002 it is the plan to implement a new middle-office system. The purpose of this
gystem is to automate important calculations used on aregular bas's, for example duration
caculations, market value and various risk factors on the debt. The new system will draw data
directly from the back- office sysem. The implementation of the new middle-office sysem is
considered to further reduce operational risks.

B. Debt Management Strategy and the Risk Management Framework
Limiting country vulner ability

249. The objective and strategy for government debt management focuses on reducing the risk of
negative spillover effects from the government debt to the surrounding economy. In that respect
interest rate risk and exchange rate risk are considered the most important risk factors.

250. To reduce country vulnerahility it is therefore important to limit interest and exchange rate
risk. In the Danish case thisis done primarily through steering the duration and redemption profile on
the debt and by borrowing only in euro or Danish kroner cf. the Danish fixed rate policy vis-a-vis
the euro.

Borrowing strategy
Domestic debt

251. Thedrategy for the domestic borrowing involves building up large government security
seriesin the internationdly important 2-, 5- and 10-year maturity segments. The liquidity premium
resulting from this strategy contributes to low borroning costs for the centrd government. A range
of government debt instrumentsis applied in order to ensure large liquid benchmark issues. This
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includes domestic interest rate swaps, buybacks and swaps from Danish kroner to euro. The
domestic borrowing strategy aso indudes a treasury bills program with monthly issues of bills with
maturity up to 12 months.

252.  Given that the centra government is a dominant issuer on the domestic bond market, the
measurement of performance does not encompass comparison of the cost relative to that of a
specific benchmark portfolio constructed on the basis of domestic bond issues.

253.  The Danish domestic government bonds are priced on a competitive financial market, which
congsts of both domegtic and international investors. Furthermore, the bonds are comparable to
other domegtic and foreign bonds and are issued in the internationaly most important maturity
segments. In that respect the pricing is based on market conditions.

254. Inthe case of buybacks, the government determines whether buybacks are advantageous as
seen from a broad government debt perspective. Buybacks are used to concentrate government
debt in liquid bonds, in casmanagement and to control the redemption profile. Buybacks take
place a market prices. Comparing prices with theoretica prices caculated on the basis of zero-
coupon yield curves drawn from the market ensures that buybacks will be purchased at the market
price.

255.  Over the years there has been a gradud change in the domestic borrowing strategy toward
a concentration of borrowing on areduced number of benchmark bonds and an increase in the use
of interest- and currency swaps. The changes have been carried out in order to ensure the
outstanding amount and the liquidity in the bondsin a time with reduced borrowing needs as a result
of budget surpluses since 1997.

256. Theissuance of bonds takes place only inthe 2-, 5- and 10-year maturity segments. The 5-
and 10-year bonds are on average open for issuance for 2 years, while the 2-year bonds are open
for about 1 year. The issuance in the 30-year segment was effectively stopped by end of 1997. By
end 2001, 99 percent of the total outstanding amount in domestic bonds and treasury bills were
digtributed on 11 bonds and 4 treasury bills. The bonds are among the leading bonds on the
Copenhagen Stock Exchange. Three of these bonds are considered as benchmarks; the benchmark
in the 10-year ssgment is the most important one.

Foreign debt

257.  All foreign borrowing takes place directly in euro or vialoans svapped to euro. All central-
government foreign currency exposure, including swap transactions, isin euro. In 2002 and the
coming years, the borrowing strategy will be based on raising primarily bigger loan preferably
directly in euro. The dstrategy is supplemented with the opportunity to issue domestic bonds
combined with currency swaps to euro.
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258. Thedrategy for foreign borrowing has changed gradudly over the years from smdl loans,
and in some cases sructured loans to a mixture of smaler and bigger loans with end exposurein
euro. The present strategy described above, focusing on bigger bullet loans directly in euro, isin line
with this development toward a more standardized foreign borrowing.

259.  In cases where foreign exchange reserve consderations entail an immediate need for foreign
currency borrowing, the central government may issue short-term commercia paper (CP). Findly
the central government can use short-term CP programs in periods, when the balance of the centra
government’ s account with the Nationalbank is expected to be low.

260. The Euribor rate serves as areference in the assessment of borrowing costs for the foreign
government debt. In addition the cost of different insruments is compared, e.q., direct borrowing in
euro is compared with borrowing in other currencies swapped to euro. The borrowing costs for the
foreign debt are al'so compared to the levels achieved by peer-group countries.

Main types of risk

261. Themainrisksfor the government debt portfolio are interest risks, exchange rate risk, credit
risk and operationa risks. These risks are defined in the following.

Interest risk comprises the risk that the development in interest rates will lead to higher
borrowing cogts. The concept of interest rate risk aso covers refinancing risk, which isthe risk
that existing debt has to be refinanced at a time with unfavorable market conditions or
particularly unfavorable borrowing terms for the central government. Interest risk is relevant for
the domestic debt and the foreign debt.

Exchange-rate risk is the risk that the vaue of the debt will increase as a consequence of the
development in exchange retes.

The central government undertakes a credit risk when it entersinto swap transactions. A swap
is an agreement between two parties to exchange payments during a predetermined period.
Thusthere is arisk that the counterparty will default on its obligations. Credit exposureis
included in the management of the credit risk as soon as the swap is transacted.

The central government is aso exposed to other risks, such astherisk of error in the
adminigtration of the debt by itself or by counterparties.

Managing therisks

262. The government debt is as described earlier comprised of four sub-portfolios: the domestic
debt, the foreign debt, assets of the Sociad Pension Fund and the centrd government account with
the DNB.

263. Thefour sub-portfolios comprising the government net debt are dl subject to management
by the central bank as an agent to the centra government.
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I nterest-raterisk

264. Management of interest-rate risk is based on the net debt asawhole. Thisisadirect
consequence of the fact that the sub-portfolios are more and more integrated. An example of more
integration between the portfolios are the use of currency-swaps from Danish kroner to euro to
raise foreign loars, which at the same time affect the interest rate risk on domestic and foreign debt.

265. Interest-raterisk is primarily managed by a duration target and a duration band for the total
centra government debt (net). Higtoricaly each individua sub-portfolio hed a separate duration
target, but this practice was abolished by the end of 1999.

266. Oneimportant consequence of only targeting the duration on the net-debt is that areduction
in duration may be achieved by for example usng either domestic or foreign interest rate swaps. A
reduction in duration on the net-debt can aso be achieved by araise in the duration of the central
government asset portfolio. Therefore only targeting the duration of the net debt brings therefore
higher flexibility to the management of the duration.

267.  Smoothening the redemption profile is also a part of the interest rate risk management, and
thisis applied separately to domestic and foreign debt. Ensuring a smooth redemption profile,
whereby a more or less constant proportion of the debt is redeemed each year, reduces the risk of
being obliged to refinance the debt, at a time when market conditionsin genera are unfavorable, or
when the borrowing terms for the central government are particularly unfavorable.

268. The portfalio of the Socia Pension Fund, which is asub asset portfolio of the net
government debt, contains mortgage bonds. These mortgage bonds can be redeemed at par vaue
a any time, i.e,, they include an option. For these bonds an option adjusted duration is used in the
calcuation of the duration on the government net debt.

Exchangeraterisk

269. The Danish exchange-rate palicy is based on maintaining a stable rate of the Danish kroner
againg the euro within the ERM2-framework. As aresult of this policy the exchange-rate risk on
the foreign government debt is handled by only taking foreign loans with an end risk in euro (i.e,
borrowing takes place directly in euro, or vialoans which are swapped to euro).

270. Inthe period 1991-2000 the exchange risk on the foreign government debt was handled
together with the exchange rate risk on the foreign exchange reserve in the central bank ina
formaized set-up. In thisway the exchange risk for the government debt and the central bank was
measured on anet basis. The formalized setup was abolished by end of 2000, due to the decison
that al foreign government debt should be in euro. Together with the fact that the central bank only
has a very small amount exchange reserve placed in other currencies than euro, there was no need
for aformdized arrangement by end-2000.



Credit-risk

271. Credit-risks exist on the swap portfolio of the centra government. Therefore risk principles
for credit-risk management of the portfolio have been laid down. Significant dements of the crediit-
risk management are high rating for the counterparties and credit exposures within relaively tight
credit lines. Findly, new transactions only take place with counterparties, which have sgned a
collatera agreement. By the end-2001 80 percent of the swap portfolio consisted of collaterdized
agreements.

Cash-management risk

272.  Asmentioned above, the government has an account with the DNB. According to the
Maeadtricht Treaty the government is not allowed to overdraw this account. To ensure this
requirement is fulfilled it has been decided to have a minimum deposit requirement for the
government’s account of DKr 10 billion (i.e,, EUR 1.3 billion) and at specific times higher. Every
year adetailed forecast for the government’ s payments the following year is made. On the basis of
this forecast, an estimate is made concerning the daily deposits on the government’ s account in the
DNB. Dueto the fact that redemptions on the government debt are usudly placed toward the end
of the year thereis afront-loading of liquidity on the government’ s ac-count during the first part of
the year in order to meet the redemption requirements. The amount of frontloading is reduced by
buybacks of bonds redeeming in the current year.

Operational and legal risks

273. The separation of the various debt management functions (front-, middle- and back-office)
isameasure againgt adminigrative errors and operationa risks. As described earlier procedure
manuas and interna procedures en-sure a clear divison of authority and responghbility alocated to
the three functions. The use of smple, well-known, debt management insruments also contributes to
minimizing the operationd risks. Findly, the central-government debt management areais subject to
audit by the Auditor Generd (the Nationa Audit Office). Legd risk isminimized by usng
Standardized contracts.

Risksin relation to state guaranties

274. The government guarantees the borrowing and the financid transactions of a number of
public entities as described earlier. Thisimplies arisk for the government. Thisrisk islimited by
setting up guiddines for the borrowing activities of the entities (see section A on the legidative bass
for central government borrowing).

275.  In 2001, the government-guaranteed entities obtained greater access to re-lending of
government |oans through the central government. Re-lending ensures the government-guaranteed
entities a chegper way of funding as compared to a Situation, where they raise al funding on an
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individua bass. Theloans, which are offered to the entities are identicd to exising government
loans, including bonds, which are not benchmark issues. Re-lending increases the centra
government gross financing requirement and is financed by on-the-run issues. Thisimproves
consolidating the borrowing of the public sector.

Determining theleve of risks

276.  Atthe mestings of the Ministry of Finance and the Debt Management section the overal
objective for the interest-rate risk of the government debt is determined on the basis of weighing
borrowing costs against the risk.

277. Inthisprocess a Cost-at-Risk (CaR) modd is used as a support in the decison making to
select the preferred issuing strategy and duration target. In the CaR mode different strategies with
respect to issuing strategy, amount of buybacks and duration target are andlyzed. The results are
presented to and discussed with the Ministry of Finance.

278. The CaR mode is developed in-house by the Debt Management section. The modd is used
to quantify the interest rate risk by smulation of multiple interest rate scenarios, but it isaso used as
ascenario model where specific scenarios are anayzed and discussed more thoroughly. The horizon
of the andlyssisup to 10 years.

279.  Andyzing specific scenarios has played amgor role in determining the overdl strategy for
the government debt during the last years. By using a scenario-mode, future developments in the
outstanding amount of different bonds, redemption profiles and the time path for the duration can be
andyzed very thoroughly. This can determine whether acertain drategy isin fact feesble given
Some exogenous assumptions. Among the most important assumptionsin thiskind of andyssisthe
development in the government budget.

280. Theduration target for centra-government debt has been reduced in the last few years. This
reduction is primarily the result of faling debt and thereby reduced interest costs, which has
increased the willingness to take on risk. The nomind net debt has falen from DKr 601 hillionin
1997 to DKr 514 billion by end-2001, measured relative to GDP, a drop from 54 percent to 38
percent of GDP.

281. From end-1998 to end-2001, the duration of the centra-government debt has been
reduced from 4.4 to 3.4 years. As described earlier, the duration band for the year is public. The
exact development in the duration during the previous year is made public in the annud report,
which is published in February.

282.  Inthe process of determining risks and borrowing strategy, normally neither domestic nor
foreign borrowing is based on a particular interest rate outlook. Therefore the managers do not in
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generd actively try to generate excess returns for example by having views on the future interest
development, which is different from market expectations.

C. Deveopingthe Marketsfor Government Securities
Background

283.  The Danish bond market is among the largest in Europe. The market vaue of the volume of
bonds in circulation at the Copenhagen Stock Exchange was DKr 2,198 hillion at nomind vaue by
the end-2001. Besides government bonds, the Danish market has alarge volume of mortgage- credit
bonds. The large proportion of these bonds is explained by the longstanding tradition of financing
condruction and private housing by issuing mortgage credit bonds. All domestic government
securities are listed on the Copenhagen Stock Exchange. Government bonds comprise one-third of
the volume, whereas mortgage- credit bonds make up the remaining two-thirds.

The government bond yield curve

284. The Danish bond market is rdatively large and mature, and as mentioned above government
bonds comprise only one-third of the outstanding vaue. 1ssuing bonds dong the curve in many
different maturity segmentsis therefore not a necessity under Danish policy to maintain awell-
functioning capita market. Instead, in past years the main focus has been on ensuring liquidity in
government bonds by using astrategy of issuing fewer bonds with longer maturities, mainly because
of a surplus on the government budget. Furthermore, buybacks have for some time been an
important insrument in the Danish policy. Partly asaway of increasing the borrowing needs during
the year, the buybacks are made in atime with surpluses, partly as away of reducing the
outstanding amounts in old non-market conforming securities. The latter includes, for example, old
bonds with a high coupon.

285.  Inthe domestic market, tressury bills areissued in the 3-, 6-, 9-, and 12-month maturities
and bondsin the 2-, 5- and 10-year maturities. All bonds are bullet Ioans with a fixed coupon. By
end-1998, the government hed ceased issuing the 30-year bonds as aresult of low borrowing
needs and a reduction in the duration target for the government debt. Government bonds are used
as benchmarks on the Danish bond market. Index-bonds are not an instrument in the Danish
government debt strategy because of their rdatively low liquidity—the Danish drategy having a
focus on liquidity.

286. If government debt continuesto fdll, it is expected that mortgage bonds again can play the
benchmark role, as was the Situation up until the begnning of the 1990s.
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| ssuing mechanisms
| ssuing domestic debt

287.  Government bonds and treasury notes are issued on tap by the central bank on behdf of the
central government via the dectronic trading system, Saxess, of the Copenhagen Stock Exchange
(CSE). All licensed traders on the CSE may purchase government bonds directly from the DNB via
the Saxess eectronic system.

288. Tap sAesggnify that government securities are issued when a borrowing requirement exists.
Normally, Danmarks Nationabank does not underbid itsdf within the same day or within afew
days. The sde of government securities on the preceding day is published on a day-to-day basis.

289. Theuse of tap sdes has along tradition in the Danish mortgage-bond market, and therefore
it was dso naturd to choose this issuing method when the government bond market was
edtablished. The use of tap sdes gives the government a flexible system with the opportunity to issue
bonds on a day-to-day basis. It isthe general assessment that tap sales are an appropriate way of
issuing domestic government bonds in the Danish bond market.

290. Theplanning of tgp salesfor the year isbased on sdlling nearly the same amount in each
remaining month. This means that by the beginning of the year the ex-ante expectation with respect
to monthly sdlesis an evenly distributed sde during the year. This strategy is implemented by
authorizing the front office to target a Specified amount of issuance each month. The target is
supplemented by aminimum and a maximum for each individua sde. The front office handlesthe
tap sale within these boundaries. After each month the expected monthly sde for the rest of the year
is updated. Within the month, the dedlers at the front office handle the tap sdle. It isaimed to “tap”
the market when market demands are high. . Views on the future development in the interest rates
are generdly not apart of the planning of the tap sde.

291. Thelicensed traders on the CSE are obliged to report transactions, which take place
outside the eectronic platform Saxess. Transactions should be reported within five minutes. Of the
total turnover, 10 percent is reported to the CSE and takes place over the Saxess electronic
system. The remaining 90 percent is transacted by tel ephone sae between the market participants.
Telephone sdles are based on price indications from an dectronic system at the CSE.

292. Treasury hillsare sold a monthly auctions viaan eectronic system at the central bank. All
licensed traders on the Copenhagen Stock Exchange and the DNB’ s monetary policy
counterparties may bid at the auctions. Bids are made for interest rates. All bids at or below the
fixed cutoff interest rate are met at the cutoff interest rate (uniform pricing). Bids at the cutoff interest
rate may be subject to proportiona alocation.

I ssuing foreign-currency debt
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293.  Foreign loans have normaly been established on the basis of concrete approaches from
foreign investment banks, which are in contact with investors with specia placement requirements.
The currency swaps from Danish kroner to euro are established on the basis of competitive bidding
from different investment banks.

294.  Asdescribed earlier, the foreign strategy from 2002 and beyond will focus primarily on
obtaining larger syndicated |oans directly in euro, usng one or more lead managers.

Primary dealers, market makers and lending schemes

295. Primary deders are not used in reation to the issuing of domestic government securitiesin
Denmark. All licensed traders on the Copenhagen Stock Exchange may buy government bonds and
treasury notes directly from the Nationa Bank via Saxess on the Copenhagen Stock Exchange.
Licensed Stock Exchange traders and the Nationa Bank’s monetary policy counterparties may
participate in the treasury bill auctions.

296. There aretwo voluntary market maker schemes for government securities under the
auspices of the Copenhagen Stock Exchange (CSE) and the Danish Securities Dedlers Association
respectively. Participants in these schemes are obliged to quote two-way prices for a certain amount
of appropriate bonds at any time. Under the CSE, scheme prices are set only in the 10-year
benchmark, while the scheme of the Danish Securities Deders Association comprises other liquid
government securities as well. The central bank does not take part in the market-maker plans.

297. Tosupport liquidity, securities lending schemes have been set up. Two lending schemes
exigt, one held by the centra government and one held by the Sociad Pension Fund. A lending
scheme supports the liquidity in the government bond market since situations involving any shortage
of bonds are prevented. The lending scheme held by the government was introduced in 1998, while
the Socid Pension Fund lending scheme was introduced in 2001. In both plans, Danish government
bonds are accepted as collaterd.

298. Thelending scheme held by the government comprises mainly benchmark issues not held by
the Socia Pension Fund. The Sociad Pension Fund lending scheme congsts of government bondsiin
the portfolio of the government bullet-1oan type. The two lending schemes do not overlap with
respect to bonds. Together the two lending schemes consist of lending in most government bonds
including tressury bills.

Financial market contact

299. A regular and dose contact to the financid market community is considered to be important
for the government debt policy and is therefore given high priority. In regular meetings, different
aspects of the management of the central government debt are discussed with market participants.
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On these meetings market participants get the opportunity to discuss the management of the
government debt with representatives of the Debt Management units, including potentia need for
changes or introductions of new financid instruments.

Clearing and settlement system

300. Government bonds, Treasury notes and treasury bills have been registered dectronicaly in
the Danish Securities Centre (“VP-system”) since 1983. Danish government securities may aso be
registered in Euroclear and Clearstream. To facilitate easy transfer of securities between Vpsystem
and Euroclear without loss of trading days, thereisadirect link between Euroclear and the VP-
system. Government securities trades are normally settled in the VP-system, but may aso be settled
in Euroclear and Clearstream. Foreign loans are registered in Euroclear or Clearstream. All three
systems adhere to the principles set forth in the CPSS/10SCO standards of November 2001 on
securities settlement systems. The Nationa Bank as overseer will conduct aforma assessment of
the VP-system against these standards during first haf of 2002.

Tax-issues and effects on trading off government securities

301. Danish government bonds are trested equaly to other bonds on the Danish government
bond market. No discriminatory tax rules exist. This mean that the generd legidation for taxation of
bonds applies to government bonds. Foreigners investing in Danish bonds do not pay withholding
tax.

302.  For non-corporate investors, who pay taxes to the Danish government, a minimum coupon
rule exists for domestic bonds. Thisruleimpliesthat cagpita gains on bonds with a coupon higher
then the minimum coupon is free of taxation. The minimum coupon is normaly revised semi-annually
according to the development in the generd interest rate leve.
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IV. INDIA®

303. Indiaoperates under afiscd regime, with the Congtitution of India specifying the fiscdl
responghilities for the Centra and the State Governments through the three ligts: the Union Ligt, the
State List and the Concurrent List. As per the current budgetary practice there are three sets of
lighilities of the government, which congtitute public debt—namely, interna debt, external debt, and
“other ligbilities”

304. Totd outstanding ligbilities of the centrd government as a proportion of GDP reached the
peak level of 65.4 percent at end March 1992, after which it recorded a sSignificant consolidation
over the firgt half of the 1990s and declined by 9 percentage points to 56.4 percent by end-March
1997 (see Table 1 in Appendix). In the subsequent period, however, it showed an increasing trend,
reaching 65.3 percent of GDP by end-March 2002 and is projected to be around 67 percent by
end-March 2003.

305. Asinthe case of the Centra Government, the debt-GDP retio of State Governmentsinitialy
recorded an improvement, amost modest, falling from 19.4 percent at end March 1991 to 17.8
percent by end-March 1997; subsequently the ratio increased significantly, reaching 24.1 percent
by end-March 2001 (see Table 2 in gppendix) in the revised estimates. According to the budget
edimates of State Governments, the debt-GDP ratio is estimated to be 23.9 percent at end-March
2002. Concomitantly, the interest payments to GDP ratio of States increased from 1.5 percent in
1990-91 to abudgeted leved of 2.6 percent in 2001-02.

306. The combined Central and State Government ligbilities had smilar trends and stood at 72.9
percent of GDP at end-March 2001 (see Table 2 in Appendix) and is estimated to be about 76
percent at end-March 2002, significantly higher than 63.5 percent at end-March 1997. The sharp
increase in the debt-GDP ratio in 2001-02 is mainly attributable to the increase in the totd liabilities
of the centrd government. The continuing high level of public debt leads to increasing interest
payments, which in turn, necessitates higher market borrowings and puts pressure on the fiscal
deficit.

307.  Until the early 1990s India had adopted a development strategy based on its predominant
role in the public sector. Large statutory preempts and borrowing from the Reserve Bank of India
(RBI), the centra bank of the country, provided the Government the ability to finance the large fiscd
deficits. Lower administered yields on Government securities coupled with high cash and liquidity
reserve reguirements resulted in a repressed financid system with very little scope for active debt
management.

% The case study was prepared by Usha Thorat and Charan Singh from the Reserve Bank of India
and Tarun Das from the Minigtry of Finance.
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308. Reorientation of the debt management strategy commenced under the overal process of
financia sector reformsinitiated in the early 1990s. The authorities preferred a gradua approach for
this purpose wherein sequencing the policy initiatives was given the utmost importance.

309. Thefird initiative in the reforms process was to alow market-determined rates in the
primary issuance market for government securities through auctions (1992). In order to compensate
to some extent for the escdation in cost of borrowing, and in view of the market preference under
the new regime as well as the expectation that interest rates would experience downward trends
over the years, the maturity profile of the debt issuance was shortened. The tenor of new loans
issued during the next few years after moving toward price discovery mechanism was redtricted to
10 years. Such amove was aso prompted by the recommendations of the Committee to Review
the Working of the Monetary System (Reserve Bank of India, 1985). Thiswas followed by a
stoppage of automatic monetization of the fisca deficit and graduad withdrawa of the centrd bank's
support to finance the Government budget at subsidized rates.

310. Theroleof net market borrowing in financing gross fiscd deficit gradudly increased from 21
percent in 1991-92 to 66.2 percent at present. This has happened even while reducing statutory
pre-empts. Reserve requirements were brought down. The statutory liquidity ratio (SLR) (requiring
banks to invest a certain percentage of their ligbilitiesin government securities) was brought down
from a peak of 38.5 percent in 1990 to 25 percent in 1997 (and at present continues to be at 25
percent which is the statutory minimum). The cash reserveratio (CRR) (the banks are required to
keep a certain proportion of their lidbilitiesin the form of cash with the RBI) was dso brought down
from ahigh of 25 percent in 1992 (including CRR on incrementd liahilities) to 5 percent in June
2002.

311. Debt management Strategy began to focus, on the one hand, on the interest rate and
refinancing risks inherent in managing public debt and on the other hand, on monetary policy
objectives so that the debt management policy would not be inconsstent with the objectives of
monetary policy. Such a strategy, in turn, required the authorities to develop the indtitutiond,
infrastructure, legal and regulatory framework for the Government securities market.

A. Devdoping a Sound Governance and | ngtitutional Framework
Objective

312. The objective of the debt management policy has changed over the years. Initidly, it
focused on minimizing the cost of borrowing, but at present, the objective is minimizing the cost of
borrowing over the long run taking into account the risk involved, while ensuring that debt
management policy is conggent with monetary policy.
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Scope

313.  Under the current Indian budgetary classfications, there are three sets of liahilities, which
condtitute Centrad Government debt—namely, interna debt, externd debt, and “other ligbilities.”

314. Interna debt and externd debt congtitute public debt of India and are secured under the
Consolidated Fund of India, as reported under the “Consolidated Fund of India - Capital
Account” inthe Annua Financid Statement of the Union Budget. The Indian Congtitution under
Article 292 provides for placing alimit on public debt secured under the Consolidated Fund of India
but precludes “other liabilities” under the Public Account. Thereis dso asmilar provison under
Article 293 of the Indian Constitution with respect to borrowings by the States, wherein the State
legidature has powers to fix limits on State borrowings upon the security of the Consolidated Fund
of the State. However, a State's power to borrow is limited to interna debt and a State is required
to obtain prior consent of the Government of India, aslong as the State has outstanding loans made
by the Government of India.

315. Internal debt includes market loans, specid securities issued to the Reserve Bank of India
(RBI), compensation and other bonds, treasury billsissued to the RBI, State governments,
commercia banks and other parties, as well as non-negotiable and non+interest bearing rupee
securities issued to internd financid indtitutions. The internd debt is classfied into merket loans,
other long and medium-term borrowing and short-term borrowing and shown in the receipt budget
of union government. External debt represents loans received from foreign governments and
bodies. The liabilities other than interna and externad debts include other interest-bearing obligations
of the government, such as post office savings deposits, deposits under small savings schemes, loans
raised through post office cash certificates, provident funds, interest-bearing reserve funds of
departments like railways and telecommunications and certain other deposits.

316. The*“other liabilities’ of government arise in government’ s accounts more in its capacity as
abanker rather than as a borrower. Hence, such borrowings, not secured under the Consolidated
Fund of India, are shown as part of public account. Furthermore, some of the items of “other
liabilities’ like smal savings are more in the nature of autonomous flows, which to alarge extent are
determined by public preference, and relative attractiveness of these instruments. Nevertheless, it
should be emphasized that dl ligbilities are obligations of the government.

317. Asperthe Provisona Actua Budget datafor the year 2001-02 the grossfiscd deficit of
the Central Government at 6 percent of GDP was financed by domestic market borrowings to the
extent of 69.4 percent and through other ligbilities to the extent of 26.1 percent. The externd
financing accounted for only 1.6 percent of grossfiscad deficit. As per the Budget estimates for the
year 2002-03, the gross fiscal deficit of the Central Government istargeted at 5.3 percent of GDP
and is to be financed by domestic market borrowings to the extent of 70.7 percent, by other
ligbilities to the extent of 28.7 percent and externa finance would contribute only 0.6 percent.
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Coordination with monetary and fiscal policies

318. TheReserve Bank of India acts as the debt manager to the Government for marketable
interna debt. Since the RBI is aso responsible for monetary management, there is aneed for
coordination between the monetary and delt management policies, especidly in view of the large
market- borrowing program to be completed at market related rates. At the time the Budget is
prepared, there are consultations between the Government of India and the RBI on the overdl
magnitude of the Market Borrowing Program of the Centre and the aggregate Market Borrowings
of al States put together.

319. Therequiste coordination among debt management, fiscal and monetary policiesis
achieved through:

the Financid Markets Committee (FMC) within the RBI (represented by the Heads of
departments responsible for debt management, monetary policy and foreign exchange reserves
management) which meets dally to assess the markets, liquidity, and other financid
consderations that might arise;

involvement of the debt management functionaries in the Monetary Policy Strategy Mesting held
a least once a month;

the condtitution of Standing Committee on Cash and Debt Management (with representatives
from the RBI responsible for debt management and operations as banker to government and the
Minigtry of Finance, Government of India responsible for budget preparation, fiscal policy and
government accounts) which meets once a month; and,

the annua pre-budget exercise of dovetalling monetary budget with government finances
including the finances of sub-nationa government.

320. Duringtheinitid stages of market development, especidly for countries like Indiawith large
net market borrowing (3 to 4 percent of GDP in the recent period) having the central bank
responsible for both debt management and monetary management has the advantage of appropriate
policy coordination. During this early period, however, as the markets develop, the economy opens
up for capita flows and the private sector starts contributing more to the economic activity, and
there is a need for independent monetary management and separation of debt management function
from the centra bank. Under the proposed Fiscal Responghbility and Budget Management Bill
(currently before Parliament) and as afirst step toward separation of debt management from
monetary management it is proposed that in athree-year period, RBI participation in the primary
market for government securities will be iminated.

321. Theapproach of separation of debt management function from the centra bank hasin
principle been accepted. However, separation of the two functions would be dependent on the
fulfillment of three preconditions, viz., reasonable control over the fiscd deficit, development of
financid markets, and necessary legidative changes. The actud separation of debt management
functions would depend upon the extent and speed with which fisca deficit can be brought down.
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The large borrowing reguirements of the government and need to minimize the impact of such
borrowing requirements on the interest rates has necessitated private placements of securities with
the RBI from time to time or through participation in the primary issuance market as anon-
competitive bidder with the subsequent sdle of such securities to the market as conditions improve.
Elimination of RBI participation in the primary market is perceived asthe first step in separation of
functions of debt management from monetary management. A lower fiscd deficit is thus envisaged
as arequired precondition for ensuring that the government borrowings are not disrupting the
financia markets and enabling a smooth trangition to the separation of the debt management
function. In the development and integration of the financid markets, sgnificant progress has been
made with the introduction of new ingruments and participants, strengthening of the ingtitutiona
infragtiructure, and greeter clarity in the regulatory structure. On the legidative front, two important
changes are: (i) the proposed amendment in the RBI Act to take away the mandatory nature of
public debt management by the RBI, and vesting the discretion with the Central Government to
undertake the management either by itself or to assign it to some other independent body; and (ii)
the proposed Fiscal Responsibility and Budget Management Bill, which is expected to rein in the
fiscd deficit.

L egal framework

322. The Conditution of India gives the Executive Branch the powers to borrow upon the
security of the Consolidated Fund of India or that of the respective State within such limits, if any, as
may from time to time be fixed by Parliament or by the respective State Legidature by law.

323.  While the Parliament/State legidature gives the authority to borrow by approving the
Budget, the RBI as an agent of the Government (both Union and the States) implements the
borrowing program.

324. TheRBI drawsthe necessary statutory powers for debt management from the Reserve
Bank of India Act, 1934. While the management of Union Government's public debt is an obligetion
for the RBI, the RBI undertakes the management of the public debts of the various State
Governments by agreement.

325. The procedura aspectsin debt management operations are governed by the Public Debt
Act, 1944 and the Public Debt Rules framed thereunder. Considering the technologica changes and
other developments taking place in the government securities market, the authorities are interested in
replacing the Public Debt Act, 1944 by amore current proposed Government Securities Act.

326. Amendments have been proposed in the Reserve Bank of India Act to remove the
mandatory nature of public debt management by the RBI and to alow the government to entrust the
public debt management function to any agent. Thiswould remove alega hurdle for separation of
debt management functions from the RBI.
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Organizational structure

327.  All debt management functions for marketable internal debt are undertaken in the Reserve
Bank currently, dbeit in different departments. The middle office functions relating to decisonson
the maturity profile and timing of issuance are undertaken in consultation with the Ministry of
Finance.

328. Asregards management of the Externa Debt, severd territorid Divisonsin the Department
of Economic Affairsin the Minigtry of Finance (MoF), such as the Fund-Bank Divison, ECB
Divison, ADB Divison, EEC Division, and Jgpan Divison, in addition to the Reserve Bank of India
act asthe front offices. The Externa Debt Management Unit, located in the Ministry of Finance,
acts asthe Middle Office, and the Office of the Controller of Aid Accounts and Audit in the
Minigtry of Finance acts as the back Office.

329. TheRBI isvested with the powers of managing the government debt, both that of the Union
and the State (Provincia) Governments under the provisions of the Reserve Bank of India Act,
1934. While the management of debt of the Union statutorily devolves upon the RBI, management
of the debt of the tates has been undertaken by the RBI through mutual agreements between the
central bank and the respective sates. Thus the RBI is responsible for managing the market-
borrowing program (MBP) of the Union and State Governments.

330. Withinthe RBI, the Internd Debt Management Cdll performs the debt management
function. The main functions comprise formulation of a core caendar for primary issuance, deciding
the desired maturity profile of the debt, desgning the instruments and methods of raising resources,
deciding the size and timing of issuance, and other critica decisions, taking into account
government's needs, market conditions, and preferences of various segments while ensuring that the
entire drategy is consgtent with the overal monetary policy objectives. The Cdl aso undertakes the
conduct of auctions.

331. Theactud receipt of bids and settlement functions are undertaken at various offices of the
RBI. Various Public Debt Offices dso manage the regisiry and depository functions, keeping
securities accounts including the book entry form of ownership. The centrd accounts are maintained
by the Department of Government and Bank Accounts.

332. Decisons on the implementation of the borrowing program, based on proposals made by
the Cell and market preference, are periodicaly taken by the Cash and Debt Management
Committee. Thisis a standing committee of officids from the MoF and the RBI. While this
represents aformal working relationship between the MoF and the RBI, it is further complemented
by regular discussions between the Ministry’ s Budget and Expenditure Divisons and the RBI.

333.  Another sanding committee isthe Technica Advisory Committee on Money and
Government Securities Market, which renders advisory services to the RBI on development and
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regulation of the Government securities market. This committee is represented by eminent people
from thefinancia sector, representatives of market associations such as the Primary Dedlers
Association of India, the Fixed Income Money Markets and Derivatives Association of India,
mutua funds, academia, and the Government.

334. The operations of the debt management functions are subject to the statutory audit that
takes place at the RBI covering dl the functions of the RBI. The concerned departments within the
RBI are dso subjected to internal audit including management audit and concurrent audit. Separate
finandia accounts of the debt management operations at the RBI are not prepared and hence there
is no scope for subjecting these operations to aformal audit. However, while accounting for the
debt management operations is done by the government’s Controller Genera of Accounts, the
accounts are subject to the audit by the Comptroller and Auditor Genera of Accounts, a
congtitutiona bodly.

335.  Whiletheinterna debt management functions are further reported in the Annua Report of
the RBI, which is a statutory report and is placed before the Parliament, the external debt
management functions are reported in the Annua Status Report on External Debt presented to the
Parliament by the Finance miniger.

B. Risk Management Framework and Debt Management Strategy
Risk management framework

336. Inview of thelarge fiscd deficits of the Centrd Government—in the range of 5-7 percent of
GDP in the 1990s—there is a need for ensuring along-term stable environment for facilitating
economic growth with price stability. As regards management of externa debt, the Indian
government has adopted a cautious and step- by-step approach toward capita account
convertibility. It hasinitidly liberdized non-debt creating financid flows followed by liberdization of
long-term debt flows. Thereis partid liberdization of externd commercid borrowing, only for the
medium-term and long-term maturity. There istight control on short-term externa debt and a close
watch on the size of the current account deficit. In fact, the Government of India does not borrow
from external commercid sources, and there is no short-term externd delbt on government account.
Thereisahigh share of concessond debt, amounting to nearly 80 percent at the end of March
2002 of sovereign externa debt. The maturity of government debt is adso concentrated towards
long-end for the debt portfolio.

337. These policies paid dividends. Capita account restrictions for residents and modest short-
term liabilities helped Indiato protect itself from the East Asan economic criss from 1997-2000.
There has been sgnificant improvement of externa debt indicators over the years. Indiais now
classfied asa“low indebted” country as per the World Bank classification in its Global
Development Finance publication. The incidence of external debt burden, as measured by debt to
GDP ratio, has been reduced by nearly half to 20 percent at the end of December 2001 from the
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pesk level of 38.7 percent at the end March 1992. Similarly, the burden of debt serviceasa
proportion of gross current receipts on externa account declined by more than half from a peak of
35.3 percent in 1990-91 to 16.3 percent in 2000-01. While the steedy contraction in the stock of
short-term debt, the ratio of short-term to total externa debt declined from a peak of 10.2 percent
at end March 1991 to 3.4 percent at end-March 2001. At the same time, with asignificant incresse
in foreign exchange reserves, short-term debt as a proportion of foreign exchange assets declined
from a high of 382 percent to 8.8 percent during the corresponding period.

338. Asregardsinternd debt, thereis dso anaturd incentive to focus on long-term sugtainability
of interest rates, keeping in view the fiscal scenario and other macro economic developments, while
planning the maturity pattern of debt and the component of fixed- and floating rate and externa
debt. There has been a conscious attempt to avoid issuance of floating rate and short-term debt and
foreign currency-denominated debt.

339.  During the early years of the move to market determined rates’, keeping in Sight the
investors preference, the average maturity of new debt (issued during a year) was between 5.5 and
7.7 years during the period 1992/93 to 1998/99. As inflationary conditions receded and markets
developed, keeping in view the redemption pattern of existing debt stock, the need to smooth the
meaturity pettern of the debt stock and to minimize the refinancing risk, debt management policy has
conscioudy attempted to extend the maturity pattern of the debt. Thus the average maturity of new
debt issued after 1998/99 (issued during a year) was above 10 years and for the current year till
December 2001, the average maturity of loans issued during the year stood at about 14 years. The
average maturity of the total debt stock, which was about 6 yearsin March 1998, stands at about
8.20 years as of the end of December 2001.

340. Thetrade-off between market timing (which involves carrying cost) and the jugt-in-time
pattern (which involves the risk of uncertain markets) are taken into account while tgpping the
market. Intrayear, in order to ensure that the markets do not become volatile due to unpredictable
and the large volume of borrowings made by the government or because of uncertainties in the
foreign exchange markets, the RBI at times, subscribes to the primary issuances through private
placements of debt with itsdf. These are subsequently sold in the secondary market when liquidity
conditions ease and uncertainty diminishes. With aview to minimizing the risk arisng on account of
occasiond RBI participation in primary auctions, which results in an increase in reserve money, the
RBI undertakes active open market operations adjusted to the needs of liquidity in the system on
account of domestic and externad operations.

341. Themagor risk, however, faced in debt management isin regard to the Size of debt itsdlf and
the pressures on account of servicing the debt. Hence, as part of its advisory role and as debt
manager, the RBI has been urging the Government of Indiato enforce a celling on overall debt. It
has dso provided the technica inputs in formulating a Fiscd Responsibility and Budget Management
Bill (FRBMB) to ensure that the country’ s vulnerability is minimized. Currently before the
Parliament, the FRBMB envisages targeted reduction in the fiscal deficit, especidly revenue deficit
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and tota debt as ashare of GDP, aswell as dimination of RBI participation in the primary issuance
of debt.

Strategy

342. Given the Sze of the market-borrowing program of the Union and the States, the approach
to risk management has been one of minimizing the cost of raising debt subject to refinancing risk.
Thus, the decisons on composition and maturity of debt reflect arisk averse preference in the
context of prevailing fiscd deficit and likely fiscd deficits in future. It comprises three tenets:

Minimizing refinancing risk;
Minimizing externa debt; and
Minimizing floating rate delot.

Simultaneoudy, the focus has been on ensuring that the rates of interest are sustainable over time.

343. Asregards external debt, the focus has been on relatively concessiond loans and highest
maturity. Recently, the Government of India has dso adopted the policy of prepaying a part of the
debt taken from multilaterd inditutions and bilatera countries. In some cases, maturity and interest
rates of the expensive loans have been restructured by the lending countries.

344. Avoiding externa sovereign debt and floating rate debt have considerably reduced country
vulnerability. As per the revised estimates for 2001/02, interna debt constitutes about 61 percent of
the totd lidbilities, and other internd liahilities conditute 24 percent of total outstanding liabilities of
the Centra Government (see Table 2 in Appendix). Externd debt (at current exchange rates), which
congists of mostly debt to multilatera indtitutions and bilatera countries, congtitutes around 15
percent of the totd lighilities. The nonmarketable debt induding mainly the smdl savings
mobilizations, are managed by the Government. The refinancing risk is very well recognized. The
debt management policy focuses mainly on managing the maturity profile of the debt and deciding on
the share of 364-day treasury billsin the tota borrowing program as well as the share of floating
rate debt.

345. The process of debt consolidation—involving the reopening and reissuance of exiging
stock—has helped in more or less containing the number of bondsto aleve that was prevailing at
the end of 1998-99. The results of the process of consolidation may be gauged from the fact that of
the 110 outstanding loans® 43 loans (39 percent) account for 77 percent of the marketable debt
gock. On the other hand in view of the large and growing net borrowings by the government, the
need to extend the maturity profile of government debt has been fdt S0 asto minimize the

3l These results are as of end-2001.
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refinancing risk. The loans maturing within the next 5 years account for 31 percent of the total debt
stock,* another 37 percent of the loans mature between the sixth and tenth year. Thus, around 32
percent of the loans mature after 10 years. The weighted average maturity of the debt stock was
about 8.20 years as and-2001 as compared to about 6 years as of March 31, 1998.

346. Reopenings through price-based auctions (as opposed to earlier yield based auctions)
commenced in 1999, and have greetly improved market liquidity and helped the emergence of
benchmark securitiesin the market. In additions, such reopenings aso have helped the price
discovery process, acting as a proxy to when issued market.

347. Cdlbacks of existing numerous loansin exchange for afew benchmark stocks have not
been consdered worthwhile in view of adminigtrative, cost and legal considerations. In the abosence
of budget surpluses and acal provison for existing socks, this form of active consolidation would
be difficult to achieve.

348. However, asexplained earlier, during 2001/2002, the government had prepaid a part of
expengve externa debt from multilaterd indtitutions and restructured some cogtly externa debt from
bilateral countries. The government has dso dlowed selected public sector enterprisesto pre-pay a
part of their expensve externd debt, which was guaranteed by the government. These policies have
helped to reduce sovereign externa debt as well as contingent liabilities of the government to some
extent.

Cash management

349. Inalandmark development in 1994, the Government of India entered into an agreement
with the RBI to phase out the system of automatic monetization of budget deficits within a period of
three years. Accordingly, the system of financing the government through creation of ad hoc treasury
bills was abolished effective April 1, 1997. Under a new arrangement, a scheme of Ways and
Means Advances (WMA) was introduced to facilitate the Government of India to addressthe
temporary mismatches in its cash flows. According to this scheme alimit was fixed for WMA, o
that when the government reached 75 percent of the limit, the RBI could enter the market on behalf
of the government to raise funds. This arrangement meant of course that the government has to fund
its budget requirements at market-related rates. Keeping in view the trendsin the government's cash
flows, the limit for WMA for the second haf of the year is kept lower than that for the firgt haf of
the year. The introduction of the WMA Scheme demanded gregter skills on the part of the RBI for
active debt management. It also brought up the need for efficient cash management for the
government. Accordingly, surplus fundsiif any in the government’ s account are invested in its own
securities available in RBI’ s portfolio, thus reducing the net borrowing from RBI as dso the codt.

% These figures also occurred as of end-2001.
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350. For the States dso, the RBI provides Ways and Means Advances. The limits are fixed
through aformulalinked to their revenue receipts and capital expenditure. Once the limits are
reached, the accounts go into overdraft, which are not only limited in size to the WMA limit but are
aso not alowed to continue beyond 12 working days. Beyond this point payments are stopped on
behdf of the respective State Government.

351. Surplusfunds of States are invested in specid intermediate treasury bills of the centra
government. Since these instruments can be rediscounted ingtantly whenever required, the interest
rate interest isfixed at the Bank Rate minus 1 percent. At the request of the State governments, RBI
aso invests surplus funds of States in dated securities of the Government of India offered from its
investment portfolio at prices prevailing in the secondary markets.

Contingent liabilities

352.  Contingent lighilities of the Central Government arise because of the government’sroleto
promote private savings and investment by issuing guarantees. Contingent ligbilities of the Centra
Government could be both domestic and externa contingent liabilities and could aso be explicit or
implicit in nature. Domegtic contingent liabilities of the Centra Government condtitute direct
guarantees on domestic debt, recapitdization costs for public sector enterprises, or unfunded
pension ligbilities. Externa contingent liabilities condtitute direct guarantees on externa debt,
exchange rate guarantees on externd debt like Resurgent India Bonds and Indian Millennium
Deposits, and counter-guarantees provided to foreign investors participating in infragtructure
projects, particularly for electric power. Although from the accounting point of view, contingent
ligbilities do not form part of the government debt, they could pose severe congraints on the fisca
position of the government in the event of defaullt.

353. Thetota outstanding direct credit guaranteesissued by the Central Government on both
domestic and externd debt remained stable around Re 1000 billion during end-March 1994 to end-
March 1999. While domestic guarantees increased modestly during the corresponding period, there
was an absolute decline in the guarantees on externd debt. As a proportion of GDP, however, both
domedtic guarantees and externd guarantees registered a decline of 3 percentage points during
1993-1999. Thus, the total guaranteed debt of the central government declined steedily from 11.8
percent of GDP in 1993-94 to 5.9 percent 1998—-99.

354.  Inaddition, exchange rate guarantee on externa debt aso has implications for the finances
of the Centra Government. For example, for Resurgent India Bonds, as per the agreement,
exchange rate loss in excess of 1 percent on the tota foreign currency, or the equivaent of US$4.2
billion, which would have to be borne by the Government of India. The extent of such aloss, since
August 1998, the time when Resurgent Indian Bonds were first issued, would depend upon the
exchange rate prevailing at the time of redemption in 2003. Very recently, asmilar exchange rate
guarantee was provided on the amount of US$ 5.5 hillion raised through India Millennium Deposits,
from October to November 2000. For counter guarantees provided to foreign investors
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participating in infrastructure projects, Smilar risk arises for the Government exchequer. At the same
time, there isa growing volume of implicit domestic contingent liahilities in the nature of pengon
funds.

Legal ceilings on government debt and contingent liabilities

355. Given the legacy of huge public debt and interest burden due to along higtory of high fiscad
deficits, which has increasingly condrained the maneuverability in fiscal management, the Central
Government has recently introduced a Fiscal Responsibility and Budget Management Bill, 2000 to
the Parliament. The proposed hill aims at ensuring inter-generationd equity in fiscd management and
long-term macro-economic gability. Thiswould be achieved by achieving sufficient revenue surplus,
eiminating fisca deficit, removing fiscal impedimentsin the effective conduct of monetary policy and
prudentid debt management consistent with fiscal sustainability through limits on centra government
borrowings, debt and deficits, and greater transparency in fiscal operations. The specific targets for
debt management in thisregard is to ensure that the totd liabilities of the central government
(including externd debt at current exchange rate) is reduced during the next ten years and does not
exceed 50 percent of GDP. Simultaneoudy, the Central Government shal not borrow from the RBI
in the form of subscription to the primary issues by the RBI.

356. Thehill dso attemptsto check the contingent ligbility by redtricting guarantees to

0.5 percent of GDP during any financid year. In particular, trangparency in budget statements would
involve disclosure of contingent ligbilities created by way of guarantees including guarantees to
finance exchange risk on any transactions, dl clams and commitments made by the Centra
Government having potential budgetary implications.

C. Developingthe Marketsfor Government Securities
Need and approach

357.  Asdebt manager to the Government, the development of deep and liquid markets for
government securitiesis of critica importance to the RBI in facilitating price discovery and reducing
the cost of government debt. Such markets also enable the effective transmission mechanism of
monetary policy, fadlitates introduction and pricing of hedging products and serve as a benchmark
for other debt instruments. Hence as monetary authority, the RBI has a stake in the devel opment of
debt markets. Liquid markets imply more trangparent and correct vauation of financid assets; they
aso facilitate better risk management and are therefore extremely useful to the RBI as aregulator of
the financid system. Asthe system integrates with the globa marketsit is necessary to ensure low
cog financid intermediation in domestic markets or e se the intermediation will move offshore. This
reinforces the argument for development of domestic debt markets.

358. TheRBI, therefore, snce the early 1990s has been conscioudy focusing on the
development of the government securities markets, through carefully and cautioudy sequenced
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measures within aclear cut agendafor primary and secondary market design, development of
ingtitutions, enlargement of participants and products, sound trading and settlement practices,
dissemination of market information, prudential guiddines on vauation, accounting and disclosure.

Primary dealers

359. The gructure of primary deders has been adopted for developing both the primary and
secondary markets for government securitiesin India This structure has been operating since 1996.
The objective of promoting an indtitutiona mechaniam for primary dedersisto ensure development
of underwriting and market-making capabilities for government securities outsde the RBI, so that
the latter will gradudly shed these functions; the purpose is dso to strengthen the infragtructure in the
government securities market in order to make it vibrant, liquid, and broad based. The intermediate
gods include improving the secondary market trading system which would contribute to price
discovery, enhance liquidity, and turnover and encourage voluntary holding of government securities
amongst awider investor base and to make primary dedlers an effective conduit for conducting
open market operations.

360. Among their obligations are giving annud bidding commitments to the RBI, to underwrite
the primary issuance and to offer two-way quotes in select Government securities. The annua
bidding commitments are determined through negotiations between the RBI and the primary deders.
Serious bidding is ensured through a stipulation of a success ratio (40 percent) linked to the bidding
commitments. In return, the dealers are extended a liquidity support by the RBI. This support, which
was entirdy a standing facility in the initid years (linked to their bidding commitments and secondary
market activity with a cap; a certain ratio of their net worth), is being gradudly withdrawn. The
primary dedlers aong with banks are dlowed to participate in the Liquidity Adjustment Fecility
(LAF) of the RBI whereby the RBI operates in the market through repos and reverse repos.

361. Primary deders are essentidly wdl-capitaized nonbanking finance companies, set up as
subsdiaries of banks and financid indtitutions or as corporate entities, and are predominant players
in the government securities market. Currently 18 primary dedlers are authorized by the RBI.

362. TheRBI dso envisaged the ingtitutiona mechanism of satdlite deders subsequently to
further the efforts of the primary dedlers with a primary objective of developing aretall market for
government debt. Astheir name suggests, they were to establish alink with a primary dedler and
thus the RBI did not extend them the same benefits as those extended to primary deadlers. This
subsequent lack of access to the cal money market and the impediments in transacting in the repo
market (including prohibition on sale of securities purchased under repos and prohibition on short
sde) have regtricted the operations of the satdllite deders. Thus the system has never succeeded.
While some of the satellite deders later became primary dedlers, the others have only been active as
brokers.

Brokers
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363. While banks are encouraged to ded directly without, to the possible extent, involving
brokers, they can undertake trades in government securities through the member-brokers of the
Nationd Stock Exchange, the Bombay Stock Exchange and the Over-The- Counter Exchange of
India (OTCEI). About 35 percent of trades are OTC trades. The remaining are negotiated through
brokers who are members of the exchanges and reported on the exchanges. Following the
irregularities in the securities market that involved fraudulent links between the brokers and banks,
banks were advised by the RBI not to trade more than 5 percent of their transactions through a
sngle broker.

Instruments

364. Intheearly years of 1990s there was experimentation with issuing a variety of ingruments
such as zero coupon bonds, stocks for which payment by investors could be in ingtalments, floating
rate bonds, capital-indexed bonds, in addition to fixed rate bonds.

365. Keeping in mind the requirements of the various segments of the market, the need to
smoothen the redemption pattern across different years, and the need to focus on issuing new
securities in key benchmark maturities are dl factors that have resulted in issuing relatively longer
dated securitiesin the last few years. The RBI, to the possible extent endeavors to issue securities
acrosstheyidd curve. While the extended maturity profile has benefited long-term investors like
insurance companies and penson/provident funds, it has resulted in asset liability mismatches for the
banking sector, which continues to be the mgor fina investor in, and holder of government
securities. Recognizing this, the RBI is atempting to develop the STRIPS market in Government
securities. The consultative paper on STRIPS has been placed on the RBI web site for wider
consultation.®

366. Further, to facilitate interest rate risk management, the RBI has reintroduced the Foating
Rate Bonds (FRB) in amodest way (maiden issuance of Hoating Rate Bonds was made in 1995).
The outstanding FRBs account for less than 1.5 percent a present. Bonds with callable options
have aso not been experimented with, taking into account the size of the overall debt, new issuance
program and the refinancing risk.

| ssuance procedures

367. Government stock is normally sold through auction. Sometimes they are sold through atap
system with afixed coupon. The sdient features of the issuance procedures have been codified and
are placed in the public domain through a Government natification caled generd natification. The

3 available a www.rbi.org.in
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public is notified of the details of each issuance, generally three to seven days prior to the
floatation/auction.

368. Issuance of acdendar hasto tackle the tradeoff between certainty to the market and
flexibility to the issuer in terms of market timing. The uncertain trendsin cash flow pattern of the
Government aso greatly congtrain the publication of the issuance cdendar. An indicative caendar
for issuance of marketable Government of India dated securities was introduced for the first timein
April 2002 for the first haf of the fisca year. It was followed by an announcement of an indicative
borrowing caendar for the second haf of the year in September 2002. This practice of announcing
the cdendar twice ayear is expected to continue to enable ingtitutiond and retall investorsto plan
thelr investments in a better manner, and aso to provide further transparency and ability in the
Government securities market. There is dready a preannounced issuance caendar for treasury bills
auctions.

369. For the States, the RBI normaly prefers a pre-announced coupon method and the yields
are fixed around 25 basis points above the rate prevailing in the market for a stock of smilar
meaturity of the Union Governmern.

370. Theauctions of government securities are open for individuass, ingtitutions, pension funds,
provident funds, nonresident Indians (NRIs), Overseas Corporate Bodies (OCBs) and foreign
inditutiond investors. Individuas and smal investors such as provident and pension funds and
corporations can aso participate in auctions on a non-competitive basisin certain specific issues of
dated government securities and in treasury bill auctions. Non-competitive bidding has been dlowed
snce January 2002 and a small percentage of up to 5 percent is dlocated for alotment to nor+
competitive bidders at weighted average cutoff rates. Bids are received through banks and primary
deders. A multiple-price auction format has been the predominant method used for the auctions.
However, the RBI of late started using the uniform price auction method on an experimentd basis.

371.  Whenever thereis an urgent need for the government to raise resources from the market,
and sufficient time is not available to prepare the market for a public issuance, the RBI takes a
private placement (at market related rates based on the secondary market rates) and such
acquisitions are off-loaded in the secondary market during appropriate market conditions. The tap
method is aso used when the demand is uncertain and the RBI and government do not want to take
the uncertainty of auctioning the security. This gpproach is widely used in the case of State
Government |oans.
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Technological development and settlement mechanism

372. TheRBI iscurrently developing a Negotiated Dedling System (NDS), which became
operationa in February 2002. The NDS facilitates electronic bidding in auctions, and offersa
graight through settlement, sinceit has connectivity with the Public Debt Offices and the accounts of
the banks with the RBI. Banks, primary deders and other financid indtitutions including mutua funds
can negotiate dedls in government securities through this € ectronic mode on ared-time basis and
report dl trades to the system for settlement. The details of al trades will be transparently available
to the market on the NDS. The RBI aso began disseminating data on trades in government
securities reported on the NDS on a redl-time bads through its web site in October 2002.

373. The Ddivery-versus-Payment system (DvP) (Method 1) introduced in 1995 for the
settlement of transactions in government securities has greatly mitigated the settlement risk and has
facilitated growth in volume of transactionsin the secondary market for government securities.
Completion of the ongoing projects and launching of the associated functiondities and products
relating to the Clearing Corporation of IndiaLtd., (CCIL), the Negotiated Dealing System (NDS),
Electronic Funds Transfer (EFT), and the Redl- Time Gross Settlement (RTGS), aswdl asthe
proposed |egidation on the Government Securities Act (in lieu of the existing Public Debt Act,
1944) would further augment the efficiency and safety of the government securities market.

374. A clearing corporation, that is the Clearing Corporation of IndiaLtd. (CCIL) was
introduced smultaneoudy with the NDS in February 2002. The CCIL acts asacentrd

counterparty in the settlement of outright and repo transactionsin government securities. The
settlements through the CCIL are guaranteed by the Corporation through a settlement guarantee
fund, within the Corporation, to be funded by the members. The establishment of CCIL isseenasa
magor sep in the development of Government securities market and the repo market is expected to
witness sgnificant growth.

375.  Work on the Red- Time Gross Settlement System has aready commenced and is expected
to bring about further improvement in the payments and settlement system.

Retail market

376. The Resarve Bark of India has been encouraging wider retail participation in government
securities. As part of these efforts, the RBI has been promoting the Gilt mutua fundsto develop a
retall market for government securities. Gilt funds are mutua funds with 100 percent of their
investments in Government securities; the fund in turn sdlsits unitsto the investors. RBI offersa
limited liquidity support to the mutua funds in the form of repos to promote an indirect retail market
for government securities.

377. TheRBI dlowsretall participation at the auctions on a non-competitive bassup to a
maximum of 5 percent of the notified amount. Banks and the primary dedlers operate the scheme.
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378. Inorder to facilitate efficient and easy retail transactionsin government securities, an order-
driven screen based system is proposed to be implemented through the stock exchanges with
adequate safeguards for settlement.

Coordination between public debt management and private sector debt

379. Together with active debt management of marketable government debt, RBI has dso been
focusing on the need for rationalizing the continuing administered interest rates and tax regime on
smal savings and contractuad savings such as provident and pension funds, not only to minimize the
effective cost of overd| debt but dso to aign the interest rates on these liabilities to market-
determined rates. Public financid inditutions, or long-term developmenta banking inditutions are the
largest issuers of debt in the non-government sector and hence guidelines have been issued to them
for ensuring that the interest rates on debt issued by them do not go beyond certain spreads over
government securities of Smilar tenor. Corporate debt is not governed by the RBI and while
communicating to the Government of India (Ministry of Finance) the acceptable leve of the tota
market borrowing, RBI takes into account the needs of the corporate sector which have to be met
from both credit market and capital (debt) markets.

Laws and regulation

380. Theexiding Public Debt Act 1944 is expected to be replaced by a new Government
Securities Bill. The proposed legidation seeks to streamline and smplify procedures in the handling
of public debt of the Central and State Governments and will reflect the changesin the operating
and technologica environment.

381.  Under the amendmentsin March 2000 to the Securities (Contracts) Regulation Act
(SCRA), powers have been clearly delegated to the RBI for regulating the dedlingsin the
government securities market, thus defining the regulatory jurisdiction of the RBI so far asthe
dedlingsin the government securities market® are concerned.

382.  Short sHling of securitiesis not permitted under the current regulatory framework.

Tax treatment

383. On the taxation front, the government securities are not subject to withholding tax. Gains are
treated both as income and capita gains depending on the nature of transaction and investors are
alowed to pay tax both on a cash and accrual basis. Such a treatment, however, could cause

% The Securities and Exchanges Board of India (SEBI) isthe capital market regulator. A High
Level Committee on Capital Market coordinates both the regulators.
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digtortions in the market when the STRIPS market on government securities comes into existence.
The Centrd Board of Direct Taxes (CBDT) has amended the guiddines on tax trestment of zero
coupon bonds/degp discount bonds by requiring that for tax purposes the mark-to-market gainsin
the rlevant year will be reckoned. The tax incentive on non-marketable debt such as smal savings
has tended to digtort the market for government securities and a Committee under the Deputy
Governor of RBI recently recommended rationdization of tax trestment on such instruments.

Adherenceto CPSYI0SCO sandards

384. A detaled examination of CPSS/ I0SCO standards is being undertaken separately.
Nevertheless, the broad adherence to the standards is described bel ow.

Pre-settlement risk: Currently dl trades between direct market participants are confirmed
directly between the participants on the same day and are settled either on the same day or on
the next day thereby minimizing pre- settlement risk. For trades undertaken through members of
the exchanges, confirmation is done on T+0, but settlement can be done up to T+5.

Settlement risk: All trades undertaken by banks, financid ingtitutions, primary deders and
mutua funds having “scripless’ accounts with the RBI in its Public Debt Office are settled under
agrosstrade by trade DvP system with queuing up to the end of the day when funds settlement
iseventualy known. At thistime, if there is shortage of securities or funds, trades are consdered
“faled”. Such failure congtituted only around 0.01 percent of the total number of tradesin 2001
and around 0.3 percent total value of trades in 2001. Both the pre-settlement and settlement
risks were minimized with the setting up of the CCIL and its ability to provide guaranteed
settlement by various risk management systems, including the condtitution of the settlement
guarantee fund.

Legal risk: Severd of the legd safeguards recommended for securing safe settlement system,
including rights of central counterparties to the Settlement Guarantee Fund, in the evert of
insolvency of members etc., are yet to be put in place. However, pending detailed legidative
changes, the legdity for various aspects of the settlement process has been achieved through the
framing of mutua agreements under contract law, and through the use of concepts such as
novetion for ensuring legdity of netting.
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Appendix
Table 1. Outgtanding Liabilities of the Centrd Government
(In 10 million of rupees; “Crore”)
Internal Other ot . Externa Out-gtc:r?(lji ng
Year Liabilities ”gzrbr;a' Internal EXQE',TE' Oﬁiﬁﬂgg Debt Liabilities
(3+4) liabilities (2+5) Adjusted 2/  Adjusted 2/
(2+7)
1 2 3 4 5 6 7 8
1990—91 283,033 154,004 129,029 31,525 314,558 66,314 349,347
1991-92 317,714 172,750 144,964 36,948 354,662 109,685 427,399
1992—93 359,654 199,100 160,554 42,269 401,923 120,987 480,641
1993-A4 430,623 245,712 184,911 47,345 477,968 127,808 558,431
1994-95 487,682 266,467 221,215 50,929 538,611 142,514 630,196
1995-96 554,984 307,869 247,115 51,249 606,233 148,398 703,382
1996—97 621,438 344,476 276,962 54,238 675,676 149,564 771,002
1997-98 722,962 388,998 333,964 55,332 778,294 161,418 884,380
1998—99 834,551 459,696 374,855 57,255 891,806 177,934 1,012,485
1999-2000 962,592 714,254 248,338 58,437 1,021,029 186,791 1,149,383
2000--01 1,111,081 803,698 307,383 65,945 1,177,026 189,990 1,301,071
2001—02(RE) 1,274,369 909,052 365,317 67,899 1,342,268 222,780 1,497,149
2002-03(BE) 1,444,248 1,021,739 422,509 68,520 1,512,768 n.a n.a
(As percent of GDP)

1990-91 498 271 27 55 553 11.7 614
199192 486 265 22 57 54.3 16.8 65.4
1992—-93 481 26.6 215 5.6 537 16.2 64.2
1993-A 50.1 286 215 55 55.6 14.9 65.0
1994-95 48.2 26.3 218 50 532 141 62.2
1995-96 46.7 259 208 43 51.0 125 59.2
1996-97 454 252 20.2 40 494 109 564
1997-98 475 255 219 36 511 10.6 58.1
1998-99 479 264 215 33 512 102 58.2
1999-2000 499 370 12.9 30 529 9.7 59.6
2000-01 532 385 147 32 564 9.1 62.3
2001-02(RE) 55.6 39.7 15.9 30 58.6 9.7 65.3
2002—-03(BE) 56.9 403 16.6 2.7 50.6 n.a n.a

1/ At historical exchangerate.

2/ Converted at year-end exchange rates.
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Table 2. Combined Outstanding Liabilities of the Central & State Governments
(In 10 million of Rupees; “Crore”)

Year State Govt.
Central Government Debt Combined Central and State Government
Domestic  Externd 2/ Total Domestic Domestic Externd 2/ Total
1 2 3 (2+3) 5 6 7 (6+7)
1990-91 283,033 66,314 349,347 110,289 319,432 66,314 385,746
199192 317,714 109,685 427,399 126,338 360,787 109,685 470472
1992-93 359,654 120,987 480,641 142,178 410,579 120,987 531,566
199394 430,623 127,808 558,431 160,077 489,546 127,808 617,354
1994-95 487,682 142514 630,196 184,527 557,294 142,514 699,808
199596 554,984 148,398 703,382 212,225 638,296 148,398 786,694
199697 621,438 149,564 771,002 243525 719,390 149,564 868,954
1997—98 722,962 161,418 834,380 281,207 836,207 161,418 997,625
1998—99 834,551 177,934 1,012,485 341,978 978,018 177,934 1,155,952
1999-2000 962,592 186,791 1,149,383 420,132 1,145,905 186,791 1,332,696
2000--01 1,111,081 189,990 1,301,071 504,248 1,333,156 189,990 1,523,146
2001-02(RE) 1,274,369 222,780 1,497,149 n.a n.a 222,780 n.a
2002-03(BE) 1,444,248 n.a n.a n.a n.a n.a n.a
(Aspercent of GDP)
1990-91 49.8 117 614 194 56.2 117 67.8
1991-92 486 16.8 65.4 193 55.2 16.8 720
1992-93 481 16.2 64.2 19.0 549 162 710
1993-A4 50.1 149 65.0 186 57.0 149 719
1994-95 48.2 141 62.2 182 55.0 141 69.1
1995-96 46.7 125 59.2 179 53.7 125 66.2
1996-97 454 109 56.4 17.8 52.6 109 63.5
1997-98 475 106 58.1 185 54.9 106 65.5
1998-99 47.9 10.2 58.2 196 56.2 102 66.4
1999-2000 499 9.7 59.6 218 594 9.7 69.1
2000-01 53.2 9.1 62.3 241 63.8 91 729
2001-02(RE) 55.6 9.7 65.3 n.a n.a 9.7 n.a
2002-03(BE) 56.9 n.a n.a n.a n.a n.a n.a

1/ At historical exchangerate.
2/ Converted at year-end exchange rates.
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V. IRELAND®

385.  The management of the nationa debt in Ireland was delegated to the National Treasury
Management Agency (NTMA) by legidation enacted in 1990. This delegated authority includes
issuance, secondary market activity and al necessary ancillary activity such as, for example,
arranging for dearing and settlement.

A. Debt Management Objectivesand Coordination
Objectives of debt management

386. Thekey objectives of the NTMA in managing the national debt are, firg, to protect liquidity
to ensure that the Exchequer’ s funding needs can be financed prudently and cost effectively and,
secondly, to ensure that annual debt service costs are kept to a minimum subject to containing risk
within acceptable limits. It must aso have regard to the absolute Size of the debt insofar asits
actions can affect it (degp discounts and currency mix).

387. Whilethe broad objectives of debt management have remained more or less unchanged, the
emphasis on how best to achieve these objectives have changed, particularly in response to
Irdland’ s adoption of the euro.

Scope

388. Debt management activity covers both the issue and subsequent management of the centra
government’ s short-term and long-term debt as well as the management of its cash baances. The
management of the debt is concerned with both the annual cost of debt service, in the traditionally
understood sense of measuring and controlling the total value of interest and debt issuance costs
each year, aswell as with the economic impact over the life of the debt of al debt management
activity. This latter agpect of debt management is captured by measuring the net present vaue of the
debt and comparing it with a benchmark.

Coordination with monetary and fiscal policy

389. Theannua debt service cog, in terms of cash flows, isamgor part of the overal
expenditure in the budget of the Minigter of Finance (MoF) and is framed so as to be consistent
with the overdl leve of borrowing or surplus envisaged by that budget. Monetary policy isthe

% The case study was prepared by Oliver Whelan, Funding & Debt Management, Nationd
Treasury Management Agency.
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prerogative of the European Central Bank (ECB), and prior to the introduction of the euro, it was
under the control of the Central Bank of Irdland (CBI). Debt management policy is not coordinated
with the ECB’s monetary policy. Prior to 1999 neither was there any forma coordination of debt
management policy with the monetary policy of the central bank, even though there was a nor+
datutory exchange of information and views with the CBI on the main thrust of debt management
palicy. In managing the debt, the NTMA was conscious of the need to avoid any conflict with the
central bank’s monetary and exchange rate policies. The advent of the euro in 1999 ended the
scope and need for such policy sengtivity.

Treasury service and advice to other arms of gover nment

390. The debt management activity of the NTMA reates only to the debt of the central
government. The debt of other arms of the government, such as locad government authorities,
regiona hedlth boards and state bodies, remains the responsbility of those bodies, subject to
gpprovas and guidelines issued by the Department of Finance. The NTMA has been empowered,
however, to offer a centra treasury service, in the form of deposit and loan facilities, aswdl as
treasury advice to arange of designated locd authorities, health boards and local education
committees. It has adso been authorized to advise ministers on the management of funds under their
control and, where the requisite authority is delegated, to manage such funds on behdf of that
minister. The NTMA currently manages the assats of the Socia Insurance Fund under such
delegated authority. It has dso been mandated to manage the Nationa Pensions Reserve Fund
under the direction of the National Pensons Reserve Fund Commissioners who are gppointed by
the Minister for Finance.

Trangparency and accountability
Relationship with the Minister of Finance

391. TheMinigter of Finance approves the budget for annua debt service costs, and the NTMA
is obliged under legidation to achieve that budget as near as may be. Its performance rdaive to this
budget is reported to the MoF, asis the performancein net present value terms againg a
benchmark portfolio. However, al debt service payments, including redemptions, are afirst charge
on the revenues of the government, and under the provisions of the legidation that authorizes the
raising of debt, are not subject to annua approva by the Minister or by Parliament. The NTMA
aso reports to the MoF on the very broad outlines of its borrowing plans for each year, indicating
how much it intends borrowing in the currency of the State and how much in other currencies. The
Minigter gives directions to the NTMA each year in the form of widdly drawn and prudentialy
intended guidelines covering the mgor policy areas, such as the mix of floating and fixed rate debt,
the maturity profile, foreign currency exposure, and other financia data. The public auditor, the
Comptroller and Auditor Generd, carries out an audit each year on the Agency’ s compliance with
these guidelines.
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Role of debt managers and the central bank

392.  The debt managers and the CBI have distinct and non-overlapping roles both from alegdl
and inditutiond pergpective in that the centra bank has no role in debt management policy. The
introduction of the euro in 1999 did not essentially dter the relationship except to the extent that it
removed the necessity for the degree of informa exchange of information and views which had
exigted prior to that date in the interest of the smooth operation of both monetary policy and debt
management policy. At present, the NTMA cooperates with the central bank’s actionsin
implementing the liquidity management policy of the ECB by maintaining an agreed leve of fundsin
the Exchequer Account in the central bank each day. The CBI dso maintains the register of holders
of Irish Government bonds. In December 2000, the clearing and settlement function for Irish
Government bonds was transferred from the central bank to Euroclear Bank.

Open process for formulating and reporting of debt management policies

393. TheNTMA’sAnnua Report and Accounts include afull statement of its accounting
policies. In addition, it publishes a the beginning of each year acaendar of its bond auctions for that
year together with a statement of the total amount of issuance planned for theyear. The NTMA'’s
bond auctions are multiple price auctions and are carried out by means of competitive bids from the
recognized primary dealers. At present, there are seven such dedlers who are obliged to quote
eectronicdly indicative two-way pricesin designated benchmark bonds within maximum bid/offer
gpreads for specified minimum amounts from 8:00 am. to 4:00 p.m. each day. In addition, primary
deders are required to be market makersin Irish government bonds on the internationa eectronic
trading system, EuroM TS, and on the domestic verson of it, MTS Irdland.

Public availability of information on debt management policies

394. Thegovernment’s budgetary forecasts for the coming year and the two following years are
published in December of each year. These forecasts include figures for the overal budget surplus
or deficit of the government for each year. The preiminary outturn for the current year isdso
shown. In addition, the finance accounts published each year by the government contain detailed
information on the compasition of the debt, including the type of instrument, the maturity structure
and the currency composition. During the course of the year, the Ministry of Finance publishes
detailed information on the evolution of the budgetary aggregates at the end of each quarter together
with an assessment of the outlook for the remainder of the year. The NTMA publishes an Annud
Report that contains its audited accounts as well as adescription of its main activities. It aso
publishes information during the year on the details of dl the markets on which it operates and the
amount outstanding on the various debt instruments utilized in these markets. And each week,
information on the amount outstanding on each of the bondsiit has issued is released to the public.

Accountability and assurances of integrity
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395. TheNTMA hasa Control and a Compliance officer who reports to the Chief Executive. It
aso engages amgor internationd accounting firm to undertake an interna audit of dl data, systems
and contrals. In addition, the annual accounts are audited by the state auditor, the Comptroller and
Auditor Generd, prior to their presentation to parliament within a statutory deadline of sSix months
after the end of the accounting year. The Compitroller and Auditor Generd reports the findings to
parliament.

I ngtitutional framework
Governance

396. TheNationa Treasury Management Agency Act, 1990 provided for the establishment of
the NTMA “to borrow moneys for the Exchequer and to manage the National Debt on behalf of
and subject to the control and generd superintendence of the Minister for Finance and to perform
certain related functions and to provide for connected matters.”

397. The 1990 Act enabled the government to delegate the borrowing and debt management
functions of the MoF to the NTMA, such functions to be performed subject to such directions or
guiddines as he might give. Obligations or ligbilities undertaken by the NTMA in the performance of
its functions have the same force and effect as if undertaken by the Minigter.

398. The Chief Executive, who is gppointed by the MoF, is directly responsible to the Minister
and is the Accounting Officer for the purposes of the Dall’s (lower house of parliament) Public
Accounts Committee. The NTMA has an Advisory Committee, comprising members from the
domedtic and internationd financid sectors and the Ministry of Finance, to assist and advise on such
matters as are referred to it by the NTMA.

399. Themain reasons behind the decision to establish the NTMA were outlined as follows by
the MoF when he introduced the legidation to the parliament in 1990:

“... debt management has become an increasingly complex and sophigticated activity,
requiring flexible management structures and suitably quaified personnd to exploit
fully the potentid for savings.

...it has become increasingly clear that the executive and commercid operations of
borrowing and debt management require an increasing level of specidization and are
no longer appropriate to a Government Department.  Also, with the growth of the
financia services sector in Dublin, the Department [of Finance] has been losing staff
that are quaified and experienced in the financid areaand it has not been possible to
recruit suitable staff from esawhere.
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...[in the agency] there will be flexibility asto pay and conditions so thet key saff can
be recruited and retained; in return, they will be assgned clear levels of responghility
and must perform to these levels: the agency’ s Saff will not be civil servants.”

400. It wascongdered that locating of al delt management functions within one organization,
which had a mandate to operate on commercia lines and had the freedom to hire staff with the
requisite experience, would lead to a more professona management of the debt than would be
possible within the congraints of the civil service system.

401. So asto ensure the complete independence of the NTMA from the civil service, the
legidation establishing it expresdy precludesits staff from being civil servants. However, politicd
accountability is maintained by having the NTMA'’s Chief Executive report directly to the MoF and
by making the Chief Executive the accounting officer responsible for the NTMA' s activity before
the Public Accounts Committee of parliament.

402. Theoverdl borrowing and debt management powers of the Minister have been delegated to
the NTMA and further annud parliamentary or legidative authority to borrow or engage in other
debt management activities is not required. However, the NTMA is required to present to the MoF
each year a Satement setting out how much it intends to borrow in the currency of the State and in
other currencies during the course of the year. Broadly speaking, it is empowered to use
“transactions of a norma banking nature” for the better management of the debt. This broad power
includes the use of derivatives as well as power to buy back debt or, where the borrowing
insrument permits, to redeem it early.

Structure within the Debt Office

403. The NTMA’sgructure reflects the fact thet it has anumber of other functions in addition to
debt management, namely the management of the National Pensions Reserve Fund under the
direction of the National Pensons Reserve Fund Commissioners, and the processing of persond
injury and property damage claims againgt the State, in which role the NTMA is known as the State
Clams Agency.

404. The Chief Executive has directors reporting to him in the following areas, Funding and Delt
Management and IT; Risk and Financid Management; Legd and Corporate Affairs (including retall
debt); the National Pensons Reserve Fund; and the State Claims Agency. The NTMA aso hasan
Advisory Committee, appointed by the MoF, to advise on the Chief Executive' s remuneration and
such matters as are referred to it by the NTMA.

405. The separation of the front office funding and debt management function from the middle
office risk management function and the back office financial management function is in accordance
with best practice and ensures an appropriate separation of powers and responsibilities.
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406. TheNTMA retains key staff through its employment contracts and remuneration packages,
which are flexible and designed to attract qudified personnd on ether a permanent or temporary
basis as required. Thisfreedom to recruit and pay staff in line with market levels was a key dement
in the government’ s decision to establish the NTMA. Because the NTMA isardativey smdl
organization, the training of s&ff is generaly outsourced as the mogt efficient option. ItsIT
Department has built the back office support IT systems to provide straight-through processing of
trades from front office to back office and also to generate the required management reports. IT
expertise was contracted on atemporary basis as necessary to achieve this objective. The NTMA
isamember of SWIFT and TARGET, which enables red time processing of payment transactions.

Management of internal operations

407. Internal operationa risk is controlled by rigorous policies and procedures governing
payments and the separation of duties, in line with best practice in the financid sector generdly,
induding:

Segregation of duties between front office and back office functions. This practice is enforced
by logica and physica controls over access to computer systems and by the application of
Office Ingtructions and Product Descriptions described below;

Office Ingructions, which describe detailed procedures for key functions and assign levels of
authority and respongbility;

Product Descriptions, which set out a description of the particular product, detailed processing
ingructions and highlight inherent risks;

Bank Mandates, which are established with indtitutions with whom dedling is permitted;

Third party confirmations, which are sought for dl transactions.

Recondiliaions and Dally reporting;

Monitoring of Credit Exposures arisng from deposits and derivetive transactions, which are
managed within approved limits;

Voice recording of certain telephones,

Head of Contral functiorvinterna Audit/Externa Audit; and

Code of conduct and conflict of interest guidelines.

408. Disaster recovery plans are dso in place that would enable the NTMA to resume its
essentid functions from aback up ste within one to four hours. This plan istested regularly and is
possible because of the arrangements for the complete backup of all computer data and its storage
off-gte three times each day.

B. Debt Management Strategy and Risk Management Framework

409. Theoverdl debt management srategy isto protect liquidity so asto ensure that the
Exchequer’ s funding needs can be financed prudently and cost effectively and a the same time
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ensure that the annual cogts of servicing the debt are kept to aminimum, subject to an acceptable
leve of risk.

Risk management

410. Themain risks associated with managing the debt portfolio, gpart from operationd risk,
which is discussed earlier, are credit risk, market risk, and funding liquidity risk.

Credit risk

411. Credit limitsfor each counterparty are proposed by the Risk Management Unit and
approved by the Chief Executive. The credit exposures are measured each day, and any breach is
immediately brought to the attention of the Chief Executive,

412. Insetting credit limits for individua counterparties, there is a single limit on the consolidated
business with the counterparty, that is al businesses are brought together under one limit. Each limit
isdivided into short term (up to one year) and long term (more than one year to maturity). In
determining the maximum Sze of a exposure to a counterparty, which the NTMA iswilling to
undertake, account is taken of the size of the counterparty’ s balance sheet and the return on capita
aswell asthe credit rating and outlook assigned by the mgjor credit rating agencies, Moody's,
Standard and Poor’ s and Fitch. The market value of derivatives are used in measuring the credit
risk exposures. The credit risks are also assessed by reference to potentia changesin the exposures
asaresult of market movements and the position is kept under continuous review.

Market risk

413. The NTMA manages the cost and risk dimensions of the debt portfolio from a number of
perspectives, including (8) managing the performance of the actua portfolio relative to the
benchmark portfolio on anet present value basis, and (b) managing the Debt Service Budget. Both
interest rate risk and currency risk are controlled, measured and reported on.

414. The benchmark reflects the medium term strategic debt management objectives of the
Exchequer and encapsulates the NTMA' s appetite for market risk. When the benchmark has been
agreed with its externd advisors, it is then gpproved by the MoF who decides whether, in hisview,
it is condstent with his overdl guiddines on the management of the debt. Revisonsto the
benchmark are made from time to time (subject to approvals by the NTMA'’ s externd advisors and
the Department of Finance) to take account of sgnificant changesin sructura economic
relationships but not in response to short term market movements.

415. The benchmark portfolio isacomputer-based notiona portfolio representing an appropriate
target interest rate, currency mix, maturity profile and duration for the portfolio. The benchmark is
based on a medium-term cost/risk tradeoff derived from smulation andlysis. Cost is defined in terms
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of the mark-to-market value of the debot, while risk is defined in terms of the likelihood that debot
service costs will exceed the budget provision of the Minister for Finance. The smulations lead to
the choice of abenchmark portfolio, which isrobust under arange of possible outturns rather than
highly dependent on one set of assumptions regarding the future evolution of interest rates and
exchange rates.

416. Oneof the mgor risks that must be controlled is the possibility that the annua debt service
cost will fluctuate wildly from year to year and exceed the target level set out by the MoF. In
tandem with this, the benchmark seeks to minimize the overdl cost of the debt in terms of its mark
to market vaue. In congtructing the benchmark the smulation exercises seek to find a portfalio,
which minimizes the mark-to- market value (the cost) while at the same time ensuring that the annua
debt service cogt is a the minimum level consstent with not fluctuating wildly from yeer to year. The
gability of the debt service budget over timeis of more importance than minimizing the cost in any
one year. Overdl the benchmark seeksto strike a balance between the potentialy conflicting
objectives of minimizing the net present value (NPV) of the debt while maintaining the lowest
possible stable debt service costs over the medium term.

Reports

417. Thefiscd budget for annua debt service codts is senditive to exchange rate and interest rate
risks. Each month two estimates are produced and reported to quantify the level of thisrisk:

Sengtivity of the fiscad budget to a1 percent movement in interest rates. (The interest
compasition of the outstanding debt and the expected funding requirements are taken into
consderation while assessing the possible gains or losses which could be incurred were interest
rates to move by 1 percent.)

Sengtivity of the fiscd budget to a5 percent movement in exchange rates. (This takes into
consderation the currency composition of the debt. It looks at the possible gains or lossesto
the debt service budget in the event of exchange rates movements.)

418. A st of internd monthly fiscd risk limitsis put in place early each year. These limits reflect
the prudent risk limit for the fiscal budget. The above sensitivity reports are compared to these limits
to check for compliance.

419. Themain reports for the ongoing management of the Debt Service Budget are:

Monthly update of the debt service forecast for the current year—the forecast is broken down
by the various debt instruments and includes amonthly profile of the full year debt service
budget.

Analysis of the variances between the debt service outturn and the debt service forecast.
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Monthly report on the debt service budget, anayzing the effect of possible exchange rate and
interest rate movements. This report is done for both current year fisca budget sengtivities and
future yearsfisca budget sengtivities

Benchmarking of domestic portfolio

420. When the Irish Government debt management operations were carried out in the context of
an Irish Pound market, prior to the introduction of the euro, the benchmarking of performance on
the domestic debt portfolio was much more difficult than in the case of the foreign portfolio.
Nevertheless, it was consdered beneficid to benchmark domestic performance so as to provide
appropriate incentives for the debt portfolio managers. The benchmarking system was devised so as
to give credit for any structurd improvements in the domestic bond market brought about by the
portfolio managers (e.g., theintroduction of the primary trading system and the concentration of
liquidity into asmdler number of benchmark issues). The benchmark was aso used to assess the
effectiveness of the domegtic debt managersin achieving their funding target within previoudy
agreed duration limits. The managers were free to vary the timing of their funding actions, as
compared with the benchmark, depending on their interest rate view. Thus, & al times, the debt
managers were required to have aview on interest rates when deciding on their issuance policy.

421.  With the development of ardatively uniform euro area government bond market, Ireland
became avery smdl part of alarge liquid market and thus the benchmarking of the domestic debt
management operations became more straightforward.

Funding liquidity risk

422. The NTMA prepares and manages a detailed multi-year funding plan that shows the amount
and timing of funding needs, including the effect of the projected surpluses or deficits on the
government’s budget. In the light of this plan, it determines the Sze and timing of its long-term debt
issuance, and manages its short-term liquidity postions through the issuance of short-term paper or
the use of short-term cash balances.

423. Themain reports for the ongoing maintenance of the Exchequer’ s funding and liquidity
requirements are:

The weekly updating of the NTMA’s overdl funding plan, which includes areview of its
underlying assumptions and areview of immediate liquidity requirements.

Regular reports on the main features of the developments in the government’ s overal budgetary
position to date, and areview of the current outlook.

424.  With the introduction of the euro, the NTMA took a number of steps to enhance the
marketability of its bonds and thus reduce funding risk. Broadly spesking, the technical
characterigtics of Irish Government bonds (e.g., day-count convention) have been changed so asto
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bring them into line with the bonds of the large core euro-areaissuers. In addition, a number of
bond exchange and bond buyback programmes have been executed with the objective of
concentrating liquidity into asmaler number of large liquid benchmark issues. At present, virtudly al
the marketable long-term euro-denominated debt with more than one year to maturity is
concentrated into five bonds. The NTMA aso promotes the openness, predictability and
trangparency of the market in Irish Government bonds through announcing in advance its schedule
of bond auctions, by having a primary dedling system to support the market in the bonds and by
arranging for the ligting of the bonds on one of the main eectronic trading platforms used for trading
€euro area sovereign debt. The deep liquidity thus generated for the market in Irish Government
bonds reduces the funding risk by making the bonds more attractive to awider pool of investors.
Given that Irdland represents a very smdl proportion of the total euro-area government debt market
(about one percent), the NTMA has little difficulty in raising short-term funds to smoath the funding
requirement around the time of the redemption of bonds whose sizeis quite large by higtorica
standards.

M edium-term focus of debt management

425. A number of approaches are adopted to ensure that the NTMA'’' s debt management
activities are not focused on short-term advantage at the cost of potentia longer-term cost. Firgt, the
Minister for Finances issues each year a st of guidelines covering policy issues such as the mix of
floating and fixed rate debt, the maturity profile, the foreign currency exposure, the permissible
extent of discounted issues and the credit rating of counterparties. These guiddlines are drawn
relatively broadly and are designed as prudentid limits, which the NTMA must observe. Second,
the NTMA'’s performance in managing the debt is measured by reference to an independent and
externdly approved and audited benchmark portfolio. This benchmark performance measurement
system takes account not just of current cash flows but aso of the net present vaue (NPV) of dl
lighilities, in effect it caculates the impact of the NTMA’s debt management activities not only in the
year under review but aso their projected impact over the full life of the debt. Under the NPV
gpproach, dl future cash flows (both interest and principa) of the notiona benchmark debt portfolio
and of the actual portfolio are marked to market at the end of each year and discounted (based on
the zero coupon yield curve) back to their respective net present vaues. If the net present vaue of
the liabilities in the actud portfolio islower than the net present value of the notiona benchmark
portfolio’s liabilities, then the NTMA is deemed to have added value in economic terms. This
performance againgt the benchmark is reported to the MoF and published in the NTMA’s Annua
Report.

Limitations on activitiesto generate areturn

426. Themanagers of the debt portfolio are free to manage the debt within certain risk limits
relative to the agreed benchmark. The limits are expressed in terms of the possible changein the
market vaue of the portfolio. Vaue-at-Risk and interest and currency sengtivity andysis are used to
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messure the short-term deviations from the benchmark on aweekly basis (or more frequently if
required). Any position that exceeds the agreed limit relative to the benchmark portfolio is
immediately brought to the attention of the Chief Executive,

427.  In managing the debt rdative to a benchmark it is necessary to take views on movementsin
interest rates, unless one wishes to passively track the benchmark. However active trading on a
day-to-day basis smply to generate a profit does not take place. The trades entered into by the
NTMA are for the purpose of managing the debt and in the course of this certain arbitrage
opportunities may arise. For example, one area of arbitrage which is exploited by the debt managers
is the issuance of commercia paper, mainly in U.S. dollars but aso in other foreign currencies, and
the swapping of these currenciesinto euro for an overdl lower cost of funds than could be achieved
by direct borrowingsin the euro-denominated commercia paper markets.

428. Strict limits are placed on the activities of the debt managersin availing of arbitrage
opportunities between different markets. Whileiit is generdly feasible for the debt managersto raise
funds in the short-term paper markets at lower interest rates than could be obtained in placing those
funds on deposit in the market, the generd policy of the NTMA isthat borrowing activity will be
related to the funding needs of the Exchequer. It is, however, desirable to maintain a continuous and
predictable presence in the government debt markets and, in addition, cash surpluses will emerge
from time to time on the Exchequer Account because of mismatches between the timing of
government receipts and payments. The surpluses which arise in this way can be placed on deposit
in the markets, subject to the congraints of the limits on counter-party credit risk.

429. Themain reports for performance measurement againgt the benchmark portfolio are:

Dally performance results and positions, which are dectronicaly circulated to the deders
desks.

Monthly Vaue a Risk andydsto ensure that dl risk limits are complied with.

Quarterly detailed reports on the attribution of performance.

M odelsto assess and monitor risk

430. Toassessand monitor risk, the NTMA uses modes developed in-house and models
purchased externaly, the latter are used particularly for mark-to-market vauations as part of the
risk assessment process. These systems are used mainly to measure and report on market risk and
counterparty credit risk exposures on adaily basis.

Contingent liabilities

431. TheNTMA isnot responsible for the government’ s contingent liahilities. These contingent
ligbilities that arise from government guarantees of the borrowings of state companies or other state
bodies are monitored and managed by the Department of Finance.
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C. Developingthe Marketsfor Government Securities
Filling out theyield curve

432. TheNTMA issuesthe following debt instruments.

Commercial Paper isissued directly to investors or viaintermediate banks. The commercid
paper isavalablein dl currencies, with tenors not normally exceeding a year.

Exchequer notes are treasury bills with a maturity range from one day to one year. The notes
are issued through an “open window” facility each day directly by the NTMA to abroad range
of indtitutiond investors, including corporate investors and banks. The NTMA is prepared to
buy back Exchequer Notes before maturity. At present, thereisjust asmall secondary market.
The NTMA is examining the possibility of improving the secondary market by having the Notes
traded on an eectronic trading platform.

Section 69 Notes. In Section 69 of the Finance Act, 1985, the Minister of Finance made
provision for the issue to foreign-owned companies located in Ireland of interest bearing notes.
The interest in these notes would not be subject to tax in Ireland. This incentive was introduced
to encourage these companies to keep their surplus cash in Ireland rather than repatriate funds
to their overseas parent company. S.69 Notes can beissued in any currency (minimum EUR
100,000) for any tenor.

Fixed rate euro-denominated bonds with maturities up to 14 years are issued by auctions.
The bonds are listed on the Irish Stock Exchange and supported in the market by seven market
makers (Primary Dedlers).

Foreign and domestic currency debt

433. Whileisauing debt in foreign currenciesis now regarded as gppropriate for Ireland, because
of the advent of the euro with its deep liquid capital market, it isimportant to remember that
conditions for asmall open economy like Irdland were very different in the 1980s.

434. The problem essentidly arose as aresult of the oil crigs of 1979 and the subsequent world-
wide recession which, dong with the prevailing high international interest rates, had severe adverse
consequences for Ireland in terms of :

Low growth, and higher unemployment levels,

High fiscdl deficits,

High domestic interest rates, and

Fear of “crowding out” on the domestic capital market.

435. Thesefactors, coupled with the underdevel oped nature of the domestic Irish bond market,
led to large-scae foreign borrowing, with arapid growth in overall indebtedness. In 1991, the
position was that foreign currency debt accounted for 35 percent of the nationa debt and
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nonresidents held a further 15 percent denominated in Irish currency. Thus, nonresidents held 50
percent of the tota national debt.

436. The NTMA faced a much-changed borrowing environment domestically and internationally
with the gradua abalition of currency controls and the relaxation of the primary and secondary
liquidity ratios on banks. During the 1980s, these controls (while hindering the development of the
domestic capita market) had ensured something of a*“ captive market” for Irish government bonds
and paper. The NTMA now faced a more competitive environment for attracting investors.
Internationally sovereign names were moving away from the traditiona syndicated loans towards
capital market ingruments.

Prioritiesfor the early years of the National Treasury Management Agency

437. Inthe early 1990s, the NTMA identified the following priorities for its borrowing
progranme:

Expanding, broadening and diversifying the investor base, through such ideas as marketing
Ireland’ s name abroad and keeping it visible through road shows and presentations to influentia
investors (JPY Samurai, CHF private placement and USD Y ankee markets were very
important for Irdland in the early days of the NTMA).

Tapping new markets.

Keeping access to retail and ingtitutiond investors.

Lengthening the duration of the debt and creating a more balanced maturity profile.

Targeting upgradesin Irdland’ s credit ratings (campaigns to get upgrades “ahead of time” or that
were forward looking).

Marketing campaigns to improve the internationa image of Irdland (emphasizing the rarity vaue
of Irdand’ s name).

Opportunistic gpproach to foreign borrowing.

438. The payoff from this gpproach was that Ireland was very successful in terms of pricing new
issues and regularly achieved tighter/keener pricing than smilar or more highly rated sovereign
borrowers.

439. Inresponse to the need to diversify the sources of funding, as al markets are not “open” at
the same time, and to broaden and deepen the range and qudity of instruments available for debt
management, Irdland put in place sandardized Medium-Term Notes (MTN), Euro Medium-Term
Notes (EMTN) Programmes, and Euro Commercia Paper (ECP), and USD Commercia Paper
(USD CP) Programmes. By mid-1992, the NTMA had put in place facilities in arange of
currencies totaling about US$3billion which alowed Irdland immediate and cogt effective accessto
short- and medium-term funds with maximum flexibility.
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440. Thesefacilities showed their worth in the Autumn of 1992 when, due to the shock of the
huge extra borrowing needs of sovereign names caused by the turmoail in the Exchange Rate
Mechanism of the European Monetary System, large syndicated |oans and capital market issues
became particularly expensive as oreads widened.

441. Whilein the early years of the NTMA’s existence, there was more focus on achieving cash
savings on the debt service cost because of government budgetary pressures, the liquidity risk due
to the uneven maturity profile also required urgent attention.

442, 1991 saw moves to smooth the maturity profile. In 1995, the NTMA arranged a 7-year
US$500 million backstop multi-currency revolving credit facility to support the issuance of
commercia paper. Moreover, it arranged the syndication itsdlf to cut down on fees and achieved
the tightest pricing ever by a sovereign.

443. The NTMA a0 took steps to ensure that derivative instruments—such as interest rate
SWaps, Cross currency swaps, caps, floors, futures and foreign currency forward contracts—aswell
as oot transactions in foreign currencies were available to be utilized in the management of the debt.
The great advantage of recent modern financid innovationsis not that they can help to lower the
cogt of funds, but rather, that these instruments can help to protect the portfolio againgt different
kinds of risks by, for example, shortening or lengthening the average effective duretion of the
outstanding debt.

444.  Thevarious Srategies produced a pogitive mix of:

Cogt savings through chegper funding,

Grester flexibility in funding and hedging,

More fisca certainty on debt service, and

Reduced liquidity and rollover risk and grester availability of instruments to deal with market
risk more efficiently and dynamicaly.

445,  The NTMA took the view that the most sophisticated debt managers are not those who
achieve the lowest possible cost of borrowing. The goa needs to include minimizing exposure to
risk aswell asthat of minimizing cods. It isworth paying more to create debt structures that
cushion, rather than amplify, the impact of negative shocks. These developments proved positive for
credit ratings and positive for investors and for the spreads on Irish sovereign debt as it reduced the
relaive risk premium.

446. 1n 1998, the NTMA decided that, with the imminent introduction of the euro and the
relatively postive outlook for the government finances, the large euro area bond and money markets
would more than adequately meet Irdland’ s funding needs for the foreseeable future and thét,
therefore, it was no longer necessary to retain exposure to non-EMU currencies in the portfolio.
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Consequently, al non-euro debt with the exception of aresidua 6 percent which was left in gerling
was swapped back into euro during late 1998 early 1999. This remains the policy today.

447.  The sterling exposure was maintained, not on the basis of a cost/risk trade-off for debt
management purposes but rather as a macro-economic hedge for the public financesin the event of
asudden and significant weskening of the sterling exchange rate. This decison was taken on the
basis of astudy of the economic links with the U.K. economy in the case of a significant number of
firms whose output is based on relaively low-skilled labor and whaose profit margins tend to be low.
These firms compete with U.K. firms on the domestic Irish market, the U.K. market and on third
markets. Any significant weskening of s sterling would lead to aloss of competitiveness and
consequentia redundancies in this sector and higher socid welfare support payments by the
Exchequer which would have been offset to some degree by the lower cogt, in Irish Pound and euro
terms, of sarvicing the serling- denominated debt. However, the NTMA is currently reviewing this
policy, and has reduced the sterling exposure to about four percent of the national debt.

Reduction of fragmented debt stock and issuance of consolidated debt
Securities Exchange Programme

448. A number of initiatives had beentaken by the NTMA over the yearsto improve liquidity in
the Irish bond market with the objective of reducing borrowing costs for the government. Following
the launch of the euro, the NTMA decided that amgjor initiative was required to ensure thet Irish
bonds traded effectively in the new euro-denominated pan-European market. The initiative taken
was the Securities Exchange Programme. The rationae underlying the programme was the
NTMA’sbdlief that, in order to be competitive in the new euro environment, Irish Government
bonds that are “on the run” must have ardatively large issue size, and have technica characterigtics
anaogous to those in other euro-zone markets.

449. InMay 1999, the NTMA addressed the above issues, within the congraints of the overal
limited sze of the Irish Government Bond market by launching a securities exchange programme
which consolidated about 80 percent of the market into four bonds, each with outstanding amounts
of EUR 3-5 billion, with coupons around current market yields and technical characteristics smilar
to bonds in other European markets. In the absence of such an initiative, there was arisk that the
bonds would trade at yields ingppropriate to Irdland’ s credit rating.

Execution of the Programme

450. The Exchange Programme was launched in May 1999 with the mgjority of the transactions
taking place in three phases, that is, on the 11th, 17th and 25th of May. On completion of the third
phase, over 91 percent of the outstanding in the old bonds covered by the Programme had been
exchanged for new bonds.
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451. Asareault of the Exchange Programme, the ratio of Generd Government Debt (based on
nominal vaue) to GDP was increased by some 5 percentage points. However, because of the effect
of the very rgpid growth in GDP, the ratio, which was 55.1 percent at end-1998, had falen to 49.6
percent at end-1999, including the effects of the Exchange Programme. The Programme did not
affect the economic value of the outstanding debt. Cash flow savings represented by the lower
annua coupons on the new bonds offset the addition to the capita stock of the debt. The bonds
bought back under the program were trading above par, asthey had been issued at atime when
interest rates were very much higher than in 1999. On the other hand, the bonds issued under the
programme were priced very close to par. Hence, the nominal vaue of the debt increased as a
result of the programme.

Bond Switching Programme 2002

452.  InJanuary 2002, the NTMA conducted its first mgor bond switch since the 1999
Securities Exchange Programme. Two of Irdand’ s existing benchmark bonds (the 3.5 percent 2005
and the 4 percent 2010) were now “off the run” in terms of their euro-zone peer group.

453. The NTMA wished to launch two new benchmark bonds that would have a good shdlf life
and that would be of sufficient critical mass (EUR 5 billion) to join the Euro MTS dectronic trading
system by mid-2002. The intention was that the two new bonds would be reopened by way of
auctionsin 2002. The best way to achieve these Strategic ams was to offer the market switching
terms out of the former 2005 and 2010 bonds into to new benchmark issues (a 2007 and a 2013
bond).

454.  The switch was successfully conducted viathe NTMA'’s Primary Deders. The 2010 and
2005 bonds ceased to be designated as benchmarks as, under NTMA rules, once 60 percent or
more of the amount in issue has been bought back, a bond loses its benchmark gtatus. This
dipulation acts as in incentive for investors via the primary dedersto take part in the switch, as most
investors do not wish to be in non-benchmark stocks with the resultant price illiquidity.

Bond issuance procedures
Regular auction schedule

455. Between February and November 2002, subject to normal market conditions prevailing,
the NTMA has held a bond auction on the third Thursday of each month. Each auction isnormaly
in the EUR 500 million-EUR 700 million range and involves the new 2007 and 2013 Benchmark
bonds (and the 2016 bond, which was firgt issued in 1997). The auctions add further depth and
liquidity in theseissues. The primary dedlers have exclusive access to the auctions. Five business
days before each auction, the NTMA announces to the market through Bloomberg and Reuters the
bond to be auctioned and the amount. The Bloomberg Auction System is used to conduct the
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auction. This reduces the time between the close of the bidding and the release of the auction result
to about three minutes, and thus reduces the risk for bidders.

Auction results

456. Theauction results are published on Bloomberg (page NTMA, menu item 2) and Reuters
(page NTMB) smultaneoudy within about 3 minutes of the cutoff time for bids.

Non-competitive auctions

457.  After the announcement of the auction results, the NTMA will accept for aperiod of up 438
hours bids in a non-competitive auction from primary dealers at the weighted average pricein the
competitive auction. The amount on offer in the non-competitive auction will not exceed the
equivaent of 20 percent of the amount sold to the primary dedlers in the current competitive
auction.

D. Structureof thelrish Government Bond Mar ket
Primary dealing system

458. Thelrish Government bond market is based on a Primary Deder system to which the
NTMA iscommitted. There are seven primary dealers recognized by the NTMA, who make
continuous two-way pricesin designated bonds in minimum specified amounts and within maximum
Specified gpreads. There are dso anumber of stockbrokers who match client orders. However, the
primary dedlers account for about 95 percent of turnover. This system, which was introduced at the
end of 1995, has brought improved depth and liquidity to the market while the bond repo market
has grown in tandem, adding to the liquidity in the bond market. Primary dedlers are members of the
Irish Stock Exchange, and government bonds are listed on the Exchange.

459.  With the switch to dectronic trading and the ligting of the new 2007 and 2013 benchmark
bonds on the Euro MTS in the middle of 2002, the current system has been augmented by Sx new
indtitutions, which are purdy price makersin the new 2007, and 2013 bonds. These new ingtitutions
are not be primary dealers and do not have access to supply at the monthly auctions.

460. Theliquidity of the Irish Government bond market is underpinned by the Primary Dedling
system. However, to further enhance the liquidity of the market, the NTMA provides the following
fadilitiesto Primary Deders:

acontinuous bid to the market in Irish government benchmark bonds,
switching facilities between the benchmark bonds, and
repo and reverse repo facilities in benchmark bonds.
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Buybacks

461. Toenhancetheliquidity of the market the NTMA is prepared to buy back amounts of
illiquid non-benchmark Irish Government euro-denominated bonds, which have rdatively
inggnificant amounts outstanding. It is aso prepared to buy back amounts of Irish Government
foreign currency bonds according as opportunities arise in the market. Thisimproves the debt
profile, diminates certain off-the-run and illiquid bonds and facilitates greater issuance in the liquid
benchmark bonds.

Secondary trader

462. The NTMA maintains a secondary trading function to trade in its bonds with other market
participants. The role of the secondary trader isto provide liquidity to the market and to act asa
source of market intelligence for the NTMA. The Secondary trader is mandated to dedl, as aretail
customer, with market makers and brokers in Irish Government Bonds. The secondary trading is
separated from the primary bond desk activity by means of “ Chinese Walls”

Moveto eectronic trading of Irish bonds

463. The NTMA listed the new benchmark 4.5 percent 2007 and 5 percent 2013 Irish
government bonds on Euro MTS eectronic trading system at end-June, 2002. A domestic version
of MTS was established at the same time, on which the exigting 2016 benchmark bond is listed; this
one does not yet meet the Euro 5 billion issue Sze requirement for listing on the main ELroMTS
system. The listing of the bonds on the above systems has greetly enhance turnover, price
trangparency and liquidity and ensures that 1rish bonds are maintained in the mainstream of the euro
area government bond market.

Standard market conventions

464.  All Irish benchmark bonds have aday count convention based on actual number of days
(Actua / Actud). The bonds trade on a clean price basis with prices quoted in decimas. The
business days for trading are TARGET operating days and bond dedings settlein full onaT+3
basis, but deferred settlement can be arranged upon request. These are standard features of euro
area bond markets. Irish government bonds are digible for use as collaterd in ECB money market
operations.

Settlement

465.  In December 2000, the settlement of Irish government bonds was transferred from the
domedtic settlement system, the Central Bank of Ireland Securities Settlements Office (CBISSO),
to Euroclear Bank, Brussels. Irdland was the first European country to transfer the settlement of
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government bonds from its central bank to an international securities depository. The Central Bank
of Irdland remains the registrar.

466. The objectives of the transfer to Euroclear were:

Increased liquidity of Irish government bonds in the internationd capitad markets, as aresult of
improved access to a broader range of investors;

A smplified and codt- effective settlement infrastructure, in which safekeegping and settlement of
domestic and cross-border transactions are centralized within the same entity;

Optimized settlement efficiency, due to the integration of the settlement activity into an
internationa redl-time settlement environment; and

Access to awide range of markets for the former CBISSO members, through the Euroclear
System.

Inclusion in indices

467. Thefollowing indices have an Irish Government bond component:

Bloomberg/EFFAS;

JP. Morgan Irish Government Bond Index;

Lehman Brothers Globa Bond Index;

Merrill Lynch Globa Government Bond Index 11; and
Sdomon Smith Barney World Government Bond Index.

Credit rating

468. Irdand hasthe top long-term credit rating of AAA from Standard and Poor’s, Moody’s,
Fitch and the Japanese credit rating agency, Rating and Investment Information, Inc. (R&1). Irdland
a0 has the top short-term credit ratings of A-1+, P-1, F1 and a1+ from Standard and Poor’s,

Moody’s, Fitch and R&I respectively.
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Tax treatment of Irish Gover nment Bonds

469. Thereisno withholding tax on Irish Government Bonds. Nonresident holdings are exempt
from dl Irish taxation. However the provisons of the EU Savings Directive [Com (1998) 295 find],
may affect this pogtion in relation to non-resdent persona investors. The objective of the EU
Directive isto ensure aminimum of effective taxation of savingsincomein the form of interest
payments within the EU. The Directive gpplies to individuas (not corporations) who are resdent in
an EU member sate and receive interest income from their investmentsin another member date.
Each member state would be obliged to provide information on such interest paymentsto the
member state in which the beneficid owner of the interest resided.

Indexed debt

470. Todate, Irdland has not issued any index-linked debt.

Egtablishing and maintaining contactswith the financial community

471. Despitedl the technica and market innovations of the last two decades, financid markets
are dill a people-driven business and, by maintaining and developing strong contacts, Irdand has
traditionally been able to obtain more favorable borrowing costs than one might have expected
given its credit rating. This active engagement with the market has also helped the staff of the
NTMA enhance and degpen its knowledge and understanding of market devel opments and to keep
abreast of the latest financid market innovations. Provision of accurate and timely information isaso
part of Irdland’ s strategy to keep its name visible in capital markets. To thisend, the NTMA makes
active use of the falowing:

The NTMA Web site (www.ntmaie), which is updated regularly with the latest available
information;

An Irdand Information Memorandum published and distributed annudly in March and available
on the NTMA web ste;

The NTMA Annud Report which is published annudly in June;

The NTMA regular press conferences and relevant press rel eases to update the market on
important developments;

The NTMA Reuters pages (ntmalb/c);

The NTMA'’s annud reception in December for dl it’s banking contacts,

The NTMA's credit linesfor financid inditutions;

The NTMA’s regular road shows and marketing campaigns to keep Irdland’s name visible,
particularly in advance of any mgor issuance programme;

The NTMA'’sregular contact with the credit rating agencies (Irdland hasthe top, triple A rating
from Moody’ s, Standard and Poor’s, and Fitch);
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The NTMA’s active use of the Bloomberg messaging system to seek quotes in non-price
sengtive ingdruments such as deposits and foreign exchange forward points. This ensures both
optimum pricing and that every bank the NTMA has aline with has a chance to quote; and
Ligting of Irish government bonds on the mgor eectronic trading platform, EuroM TS,

CPSS and |OSCO gandards

472. ThelMF Financid Sector Assessment Project mission reported, “Ireland observes the
CPSS core principles for systemicaly important payment systems. The only systemically important
payment system is IRIS, the Irish red-time gross settlement system. Thisisfacilitated by ECB
actions to ensure that nationa payment systems participating in the Trans- European Redl-time Gross
Settlement Express Transfer (TARGET) embody dl the features necessary for the smooth
functioning of cross-border transactions.” The NTMA operates a Securities Settlement System as
issuer, registrar and settler of its Exchequer Note programme in accordance with the core principles
of the IOSCO standards. The Centra Bank of Ireland is the registrar for Irish Government Bonds,
which are settled at Euroclear. Both Centra Bank of Ireland and Euroclear operate in accordance
with the core principles of the IOSCO standards.

The challenge of the euro

473. EMU and the advent of the euro have led to a greater degree of intra-euro area portfolio
diversfication, as the disappearance of foreign exchange risks and transaction costs and
deregulation of the various domestic euro-area member domestic markets has resulted in an ever
greater redistribution of assets within euro-area portfolios. Hence, in the case of Ireland, nonresident
holdings of Irish government bonds has risen from about 21 percent to 60 percent at June 2002 as
domestic investors who were heavily invested in the Irish bond market diversified and were
replaced by new, predominantly fellow euro-areainvestors.

474.  With no exchange risk, unidirectiond yields and lower soreads ssemming from convergence
(due to more equalization in the sovereign credit ratings of member countries of the euro-area),
investors motivations may be reduced to questions of price liquidity, trangparency and market

efficency.
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VI. ITALY®®

475.  The public debt management policy in Italy, as conducted in the last decade, has followed
the prescriptions of the Maadtricht Treaty, cresting a monetary union and the single currency, the
euro, among those European countries that were respecting the criteria of economic stability and
fiscd discipline.

476. Theltdian Treasury has snce 1992 undergone a process of profound change in the
gructure of itsliabilities. The main goasto be reached at the end of this process were, in brief:

The reverson in the growth path of general government consolidated gross debt (as defined
according to the specification of the Excessve Deficit Procedure related to the European
Monetary Union);

The overal reduction of the pressure on capital markets due to excessive supply of bonds;
The reduction of the exposure to interest rates fluctuations,

The creation of adegp and liquid market for government securities.

477.  The grong commitment to the attainment of these gods has been expressed in the legidation
passed from 1992 on and in the organizationd and structurd reformsin the field of public debt
management.

A. Developing a Sound Gover nance and I nstitutional Framework
Debt management objective and scope
Objectives
478. Thedrategic guideines for 2002 and 2003 define the objective of public debt management
as"...to ensure that the financing needs of the State and its repayments obligations are met,
minimizing the cost of debt, the leve of risk being equd.”
Scope
479. Referring to the legd framework of responghilities, the Public Debt Direction (PDD) of the

Italian Treasury Department is directly responsible for the issuance and management of public debt
domestic securities.

% The case study was prepared by Domenico Narddlli and Gianluca Colarusso from the Public
Debt Management Department of the Italian Treasury.
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480. ThePDD isaso responsible for issuance and management of al other securities. This
includes borrowing and other activitiesin the internationd capital market, such asissuing of
syndicated loans and commercia papers and activity on the swap market. The PDD aso manages
the “Public Debt Sinking Fund” and the “Cash Account” (“Conto Digponibilita’) at the Bank of Italy
(both dating back to 1993).

481. ThePDD dso exercises survelllance over the access to financia market funding of public
entities, local authorities, companies controlled by the State, having or not having a State guarantee.

Coordination with monetary and fiscal policies

482.  Coordination between fiscd and monetary policies and debt management activitiesisa
priority for Italian authorities. The division of responsbility and specidization of tasks among the
different indtitutions is clearly stated. The PDD has the responsibility of the issuance and
management of public debt. The Italian Treasury Department is responsible for the management of
the State Treasury and for monitoring the financing needs of the central government (“ Fabbisogno
del Settore Statale’). The Bank of Italy (BOI)—as a member of the ECB, the European Centra
Bank—isin charge of monetary policy and surveillance over the Itdian financid system.

483. Thesat of rules and condraints and the different tasks assigned to each of the acting
departments (PDD, Treasury Department, BOI and dso general Government entities) require a
deep and congtant coordination in the action, both to prevent the breaking of lega rules and to
assure the orderly functioning of the State activities (collection of revenues and digtribution of
payments).

484. Asfor dl members of the Economic and Monetary Union, theissue of coordination of debt
management with monetary policy in Italy must be seen in the framework of the Maadtricht Tregty.
The Treaty establishes a prohibition for monetary authorities to finance the state deficit by buying
government securities on the primary market. This provision of the Treaty was reflected in the
nationa legidation in 1993, which prohibited the BOI from participating to government bond
auctions. Regarding the conduct of monetary policy, the PDD has never had any privileged
information, as the satting of officid interest rates was an exclusive privilege of the BOI until 1998
and of the ECB thereafter.

485. Thelegd framework assures a complete separation of objectives and accountability for
monetary policy and debt management. The BOI is fully independent from the government and acts
as an independent authority, or an inditution performing its activities with no interference, and
deriving its powers from a specific legidation, without any possibility of intervention or influence by
the State or Government. Its property is divided into shares, owned by private ingtitutions and
public entities belonging to specified categories. However, the mgority of shares, according to the
BOI gaute (which could be modified only by law) must be in the hands of public entities or
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companies owned by public entities. The shareholders, as of December 31, 2000, were 86 (80 with
voting rights).

486. Inaddition, the Itdian law, in accordance with article 101 of the Treety establishing the
European Community, as modified by the Maadtricht Treaty, forbids al overdraft facilities of the
State with the BOI or the ECB, in any form and amount. Since 1993, the direct purchase of public
debt instruments from the BOI is forbidden by law. The system aso includes the cash account of the
Treasury at the BOI, implying the remova of any overdraft facility for the Treasury. This account
has—according to the lawv—to show an average positive baance of EUR 15.49 billion.

487. However, even though Italy has implemented a clear separation of roles between the
Treasury and the BOI, these two indtitutions have dways maintained a close dialogue on public debt
management issues. Frd, they exchange views in regular meetings in which issuance policy matters
are discussed, such as amount and instrument mix to be offered. Second, the BOI is usudly
involved in workgroups that are occasionaly established in order to work on specific innovetions or
guestions that are relevant for debt management, such as the creation of the strip market, the
definition of new facilities, and the like. Third, a dose exchange of information is maintained on the
issuance activity in foreign currency, given itsimplications on reserves management and the fact that
the BOI isthefiscd agent of the Republic.

488. The smooth functioning of the borrowing activity of the PDD requires congtant monitoring of
the financing needs of the State (* Fabbisogno dd Settore Statal€” in cash terms) in coordination
with the Direction of the Treasury department. This constant monitoring is dso done by means of
estimates and forecasts of the possible future trends in those needs, taking into account the usud
annud cydicd and extraordinary patterns of cash expenses and revenues (typicaly, revenues from
direct and indirect taxation, expenses for sdaries, and the like). Findly, the financing requirements
need to take into account the maturity and reimbursement profile of outstanding debt.

489. A cdose exchange of information is dso maintained on the baance of the cash account that
the Treasury holds a the BOI, through which most payments of the Republic are channeled.
Although this account is established at the BOI, only the Treasury is entitled to order any payment
or receipt. However, the two ingtitutions keep close contact on the balances on account because of
itsimplications on liquidity in the systlem and therefore on monetary policy.

I ngtitutional framework

Governance

490. Thebudget law (“Legge Finanziarid’), passed annudly by the Parliament, sets the binding
limit for the net borrowing of the State and for the market borrowing activity during the financia
year. The latter represents, in brief, the total amount of gross issuance of public debt.
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491. Thelegd framework for Public Debt Management activity is defined firgtly by the date law,
which has recently created the new Ministry of the Economy and Finance (MEF). MEF is
assigned—among others—the competencies related to the “... funding of Government’ s financing
needs and of Public Debt ...”

492. A regulaion of secondary level defines the concrete organization and divison of
competencies to be assigned to the Treasury Department within the MEF, and in particular to the
Public Debt Direction.

493. ThePDD isresponsble for the issuance and management of domestic and externd public
debt, for the management of public debt sinking fund and surveillance of market financing activities
of other loca and public entities. This activity of surveillance over public and especidly loca entities
isasengtive issue for the PDD. The obligations of the State related to the Excessive Deficit
Procedure, are to be met at the “ Generd Government” leve, for example, taking into account the
funding activity of the loca entities and of al entities included in the General Government Sector.

494. The paticular legidative framework, together with the hierarchy of legidative sources,
entails a sound assurance that the Republic of Itay stands behind any transactionsthe PDD
managers enter into. The officids of the PDD are civil sarvants; the managers of the different offices
that form the PDD are subject to accountability principle, implying civil, adminigrative, accounting
and crimind law responghility.

495. The PDD produces four main documentsillustrating the previous activities and the Strategic
plansfor the future:

The annud drategic guiddines. The document containing the strategic guideines for a specific
year is drafted internaly in the PDD, following extensive discussions among the various offices
of the Department. The Director Generd of the PDD coordinates the preparation of the
document and is responsible for presenting it to the Director Generd of the Treasury, who
approves the draft. There isno forma presentation to Parliament or direct control by the
Minigter of the Economy.

The sami-annua report to the Supreme Audit Office.

The quarterly bulletin of Public Debt.

The Public Debt section within the quarterly Public Sector Cash Baance and Borrowing
Requirement Report.

The last two documents are also provided under the SDDS program of the IMF.

496. Thenature of public debt management activity is recognized as essentidly public. Options
for dternative indtitutiond arrangements have been considered in the past years, such asthe
condtitution of an independent office or agency, operating in acivil law environment. Although a
precise andyss of costs and benefits and an evauation of the project have never been conducted in
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an exhaugtive manner, the current Deputy Minister for Economy and Finance has been put in charge
of exploring the possibility of establishing an independent agency for public debt management. For
the moment, this remains an issue for academic discussion and research.

Management of internal operations

497. The management of operationd risk is conducted by means of sound practices devel oped
during severd years of activity and, in particular, sarting from 1991, when the present organizationa
gructure of the PDD was outlined. This process was completed in 1997, when dl activities related
to public debt management were brought under the authority and responsibility of the PDD.

498. Thelegidative divison of labor in public debt management, as pointed out, makes a clear
distinction between the Treasury Department and the BOI, thus avoiding any conflict of interests
between the two entities. There is atradition of cooperation between the two indtitutions and the
smooth functioning of the auction and settlement procedures, and al operations connected to the
secondary market activity, is the result of the successful story of public debt management reformsin
Itay. In particular, the presence of an auction procedure manager (BOI), of secondary market
autonomous trading-platforms®” and of an independent depository ingtitution (Monte Titoli SpA)
ensures that the responsibilities are clearly separated and provides afull accountability.

Staff

499. Inthefidd of Human Resource management, a great effort has been made in order to
amdiorate and renew the human capital endowment of the PDD. In particular, the main effort is
addressed to reduce the traditiona gap of Itdian Public Adminigtration as regards the information
technology and the foreign language. The advancements made are Significant, especially because
they are connected with a broader effort of the Itdian Public Adminigtration as awhole.

500. Theturnover rate of saff, compared with private inditutions, islow. The highest leve of
mohbility regards people moving from one department of the MEF to another, from one office of the
PDD to another or retiring. Neverthel ess, recently the occurrence of people moving toward
internationa inditutions or private indtitutions (mogtly financid indtitutions) is more frequent. The
Itdian legidative framework does not give any flexibility in the field of sdaries and incentives, with
the exception of afew top managers (generaly Heads of Department or Generd Directors). The
recent legidative reforms, however, try to sketch amore flexible and dynamic framework, especidly
for managers (the level immediatdly below Genera Directors), dlowing for temporary contracts,

¥ MTS, MOT and BondVision, described later in the section “Developing the Government
Securities Market.”
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and some “weeak form” of performance salary. Nonetheless, the PDD, among the other
adminigrations, can offer to its s&ff training and a bulk of skills comparable to the private sector.

501. A specific code of conduct does not exist, but PDD officids are subject to normal
provisonsfor public officids. The Itdian adminidrative and crimind law meet dl of the criteria of
impartidity and help to avoid any conflict of interests.

Audit procedures

502. The public debt management activity is subject to the control of the Accounting Department
of the Ministry of the Economy (MEF) and Finance and of the Italian Supreme Audit Office (It.
‘Cortedei Conti’).

503. Theforma control of the Accounting Department at the MEF is continuous and conducted
only on adocumentary basis for the whole Adminigtration and for alimited number of acts, whose
list is gpecified by law. This means that the auditing procedures examine and certify the ex-ante
conformity to the law and accounting regularity of the documentd evidence,

504. The specific forma controls of the Supreme Audit Court are dso conducted on alega
basis. Some documents and acts (e.g., purchase agreements above a specified amount) need to be
sent to the Supreme Court for Legal and Accounting ex ante gpprova. The ex post nonformal
control of the Supreme Office over the yearly activity is conducted on a sampling basis, for the
entire Italian Adminidration and, therefore, does not cover the PDD’s activity on aregular basis.

505. Inaddition, the PDD submits a six-monthly “Public Debt Management Activity Report,” to
the Supreme Audit Office, detailing the evolution in the composition of public debt and describing
the operations undertaken during the semester. This document is not made public. Indeed, its main
am isto deepen the knowledge and comprehension of Public Debt Management Activity. The mere
examinaion of numerica results—routiney made by the Supreme Audit Office—is enlarged to
include the evauation end the explanation of strategies and actions, dso in connection, for instance,
with trendsin the International Capital Markets.
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Transparency

506. For theltdian Treasury and the PDD, transparency is a strategic priority and the
commitment to it is very strong. The web site of the PDD * is updated daily and isfully availablein
English. The web ste is the result of the great importance attached to the communication with the
vadt audience of internationd and domestic investors.

507. A document illudtrating the strategic guiddines of public debt management is published
yearly on the web ste. The strategic guiddines disclose the objectives of the PDD in terms of risk
management, portfolio compostion, liquidity of the securities on the secondary market, forecasts of
possible gross issuances and of number of new bonds and treasury bills to be placed on the market.
The public disclosure of strategic cost/risk andysis and objectivesis dso a an early sage and has
been provided in the last strategic document.

508. Alsoavalable ontheweb steare:

The annud auction caendar;
The quarterly issuing program;
The quarterly bulletin of the PDD;
The bills and bonds offering announcements,
The results of latest auctions of al bonds and treasury hills, and
Specific sections devoted to:
- Specidigson Itdian Government Bonds,
- Public Debt Stetidtics,
- Itdian Public Debt Sinking Fund;
- Ligting and Description of Italian Treasury Securities;
- Other information and news (e.g., related to new legidation on fiscd treatment of bonds
and hills).

509. Theadminidrative and organizationd framework for debt management is designed primarily
through the Itdian law and, subsequently, through the regulaion of the Minigtry of Economy and
Finance.

510. Theregulation and the procedures for the primary distribution of public debt securities are
made clear to the participants through:

the legidative framework;
the periodica (annud) diffusion of the ranking of Specididsts (web site); and

38 \www tesoro.it/publicdebt
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the public avallability of the criteriafor evauation of Specidigts (web Ste).

511. Asregardsthe auction framework for Italian public debt securities, the law provides a set of
rules while the eectronic procedure for public auctions assures a clear and unambiguous carrying
out of al operations (sending of bids, opening, ranking, and assgnment of quantities). Manua or
semi-electronic recovery procedures are provided in the case of an information technology failure.
The secondary market for public debt has been, since 1988, conducted through an eectronic
platform (MTS).

512. Thereform process of the secondary market ended in 1998, when alaw and two decrees
were passed, regulating the framework of the secondary market and the role of the M TS electronic
platform in the wholesde market for Italian and foreign government bonds.

513. Theinformation about the flow and stock of government debt is sent to the market,
coherently with the availability of find data The PDD releases a* Quarterly Bulletin® of the public
debt market, showing:

Thereaults of the lagt auctions of Italian public debt securities;

The outstanding amount of benchmark securities,

The quarterly Issuance program (of new securities);

The breakdown by ingtrument of outstanding Government dett;

The historical data of average life of government debt;

The redemptions of outstanding bonds;

The redemptions of the next 12 months;

The trading volumes and average bid/offer spreads observed in the secondary market (MTS).

514. Inaddition, the Itdian Treasury Department provides, when needed, information about
changesin fiscal trestment of public debt securities. This has happened in the case of the recent
innovations regarding the taxation regime (withholding tax) for nonresidents: the explanatory notes
of the reform and an application form have been published on the PDD web site.

515. Asregards the financing needs of the Public Sector (“Fabbisogno del Settore Statal€’), a
partid disclosure of summary data referring to those aggregates is provided monthly by the Itdian
Treasury Department. No officia forecasts are handled to the public, due to the fluctuations and
uncertainty of these data.

B. Debt Management Strategy And the Risk Management Framework

516. Italy hasone of the largest debt stocks among advanced economies, both in nomina terms
and as a percentage of GDP. The debt to GDP ratio, which stood at 97.2 percent in 1990, reached
apeak of 124.3 percent in 1994, when it started to decline thanks to a mgjor fiscal consolidation.
Such an enormous debt burden undermined the financid stability of the country and conditioned the
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government’ s action in the political economy domain. Throughout the 1980s and the firgt haf of the
1990s, Italy was facing increasingly large expenditure outlays due to the debt service to the point
that, in 1993, interest payments on the public debt absorbed 22.6 percent of tota expenditure. In
order to service its debt the Republic needed to keep taxes at ahigh level, and there was very little
room for maneuvering to use fiscal policy as a counter cyclica tool. Doing so would result ina
relaxed fisca policy that would soon exacerbate the balance of the country’ s fiscal accounts. Even
the independent conduct of monetary policy, which was fighting inflation through a redtrictive stance
on officid rates, could have a negative impact on public finance through an increase of the cost of
debt. However, as Itay was not overly exposed to foreign currency-denominated debt (only

3.5 percent of total debt was denominated in foreign currency in 1993) there were not large
implications of the large stock of debt on reserves management. As recently as 1994-1995, the
spread between Italian and German 10-year bonds was il oscillating between 250 and 600 basis
points, and it became clear that such a wide spread was unsustainable over the long term.

517. Inthiscontext, while up to the early 1980s the main concern of the PDD wasto raise the
necessary cash to fund the government’ s operations, the PDD decided to better define its mission
and to put together amore precise strategy that should guide its action. Therefore, even though
there remained a st of condraints, which made it difficult to shift away from the risky tressury hill
market, the Treasury Department began to put forward some basic concepts to be followed in debt

management policy.

518. A generd objective of debt management policy was then congdered of minimizing the cost
of funding. However, in order not to take excessive risks in the presence of specific market
conditions, it was decided that this objective should be achieved in a context of careful control of

the interest rate risk and refinancing risk. The rationale was that the objective of minimization of the
funding cost was not sufficient in itsdlf to prevent the budget from possible shocks. For example, ina
gtuation of declining interest rates, this objective could have led to an excessve issuance of short-
dated securities. While this strategy could indeed save money in the short term, it could lead the
government to assume an unnecessary exposure to the risk that interest rates would rise in the future
and determine a sharp increase in the cost of debt.

519. Thework undertaken to better evauate the main risks faced by the PDD was instrumental
to define the misson of debt management activity. Throughout the 1990s, because of the size and
composition of its debt, Itay was largely exposed to two main risks.

interest rate (market) risk. Because of the very short duration of the public debt, the cost of
debt was very sengtive to changesin interest rates;

refinancing (rollover) risk. The average life of public debt was only 2.6 yearsin 1990. This
implied that the Italian authorities had to roll over every year massive amounts of securities,
overloading the market with frequent and large auctions.
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The approach to interest rate (market) risk

520. Theneed to contain the interest rate risk required the PDD to engage in an active debt
management policy with the aim to modify the compaosition and increase the duration of the stock of
debt.

521. Thebeginning of the fisca consolidation and the reduction in the inflation rate created a
better environment for investors to buy long-term securities. The increased demand made it possible
to issue CCTs (7-year floating rate bills) and BTPs (3-, 5-, 10- and 30-year bonds) in higher
amounts. In 1990, short-term and floating rate notes accounted for 73 percent of the total debt,
declining to 49 percent in 1995 and reaching 30 percent by the year 2000. At the same time, the
duration of the debt portfolio increased from 1.7 yearsin 1993 to 3.7 years in 2000.

522. Asareslt, the exposure to fluctuations in interest rates declined significantly. Given the
current composition of the debt, the impact of a 1- percentage-point shift in the yied curve would
determine an increase in interest expenditure of about one third lower respect to 1996.

The approach to refinancing (rollover) risk

523. Aneven bigger chdlengefor Italy was that of reducing rollover risk. The structure of the
public debt was, until recently, such that the short average life caused a constant need to rollover
maturing debt. For example, in 1995 the public debt to be reimbursed amounted to 50 percent of
the total debt outstanding. There was aso a high concentration of maturities on specific dates and
consequently the recourse to the market had to be particularly large to meet those redemptions.

524. The drategy to address this risk was based on two pillars. Firgt, the objective was to
incresse the average life of the public debt. During the 1990s, the average life more than doubled
from 2.6 yearsin 1990 to 5.7 years in 2000. Second, the aim was for a smoother distribution of
meaturities during the year. Although the borrowing reguirement maintained a pronounced
seasondlity, the PDD strived to spread out maturities more evenly across the various months.

The operative framework to address market and rollover risk

525. Thequest to reduce these two risks went on for most of the 1980s and 1990s, when Itay
adopted an active debt management policy and explored al possible avenues to educate investors
to buy securities other than short-term treasury bills, which were the backbone of the portfolio of
any Itdian investor. Moreover, there was a need to diversify the range of instruments used to raise
funds, so as not to depend excessively on a specific segment of the market. The PDD launched
innovations both on the primary and the secondary market. As regards the primary market, the
action concentrated mainly on two lines, the diversification of insruments and the introduction of
new issuance procedures.
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526. Intermsof divergfication of insruments, there was a policy amed at increasing the types of
securities to be offered so that the Treasury could target awider range of investors, increase the
average maturity of the debt, and obtain a smoother redemption profile. Severa new types of
securities were introduced, namely:

the Certificati di Credito del Tesoro (CCT). In aconstant struggle to reduce the recourse to
short-term treasury hills, in 1978 Italy had introduced the CCTs with the am of lengthening the
average life of its debt. However, due to the then prevailing reluctance to invest in long dated
fixed-rate Italian securities, the PDD decided to index the coupon payments to the current
treasury bill rate. This new instrument (whose maturity initidly varied but stabilized a seven
yearsin the early 1990s) was extremely successful, especialy with households, and accounted
for over 40 percent of the total debt in 1990. By doing so, the PDD was able to significantly
reduce refinancing risk, but remained exposed to variations in the interest rate level;

the Certificati del Tesoro(CTE) denominated in ECU. With the CTE, launched in 1982,
Italy was among the first issuers to offer securities denominated in the European unit of account,
the basket of currencies that was to generate the euro. In doing so, the PDD was able to attract
new investors to longer maturities, preventing the fears of devauation of the Itdian lirafrom
discouraging them;

the Buoni del Tesoro (BTE) denominated in ECU. Similar to CTES, but with shorter
maturities, introduced in 1987;

the Certificati del Tesoro con Opzione (CTO). These securities, introduced in 1988, were 6-
years fixed-rate bonds embedding the option for the holder to request advance reimbursement
after three years.

the first 30-year BTP was launched in 1993 with the objective to increase the duration of the
public debt;

the funding programin foreign currency. Starting in 1984, the Republic of Italy launched
bonds denominated in foreign currencies to attract those investors that were not willing to invest
in acurrency characterized by high inflation. Eventudly, Italy became one of the main issuersin
the Eurobond market and subsequently complemented this activity with the incluson of sources
of financing other than benchmark bonds, such asthe EMTN program (launched in 1999).

527. Intermsof issuance procedures, severd changes have been adopted over the yearsin order
to improve placement techniques, especidly for medium- and long-term bonds. Until the 1980s,
medium- and long-term bonds were placed through a syndicate of mgjor domestic banks. The PDD
would indicate the amount and price of securitiesto be sold, so asto avoid excessive market
fluctuations. In 1985, in light of the growing number of intermediaries that could accessthe Itaian
market, and with a view to sandardizing its placement procedures, the PDD darted to test the
uniform price auction and began to make this a standard practice in 1988. By 1990, dl treasury
securities except foreign currency bonds and treasury bills were placed via uniform price auction,
and in 1992 the requirement of a base price was removed.
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528. Asfor Buoni Ordinari del Tesoro (BOTS), treasury bills of varying maturities, the decison
to remove the indication of a base price for the auction (which came in 1988 for 3-month billsand in
1989 for 6-month and 12-month hills) was a very important move, which favored amore precise
separation of roles between the Treasury and the BOI. The indication of a base pricefor treasury
bills was regarded as extremely important by market participants, who tried to extract from it a
sgnd on thedirection of officia interest rates. This gpproach favored a confusion of roles between
the Treasury and the BOI and would sometime generate uncertainty in the expectations on monetary

policy.

529.  Anocther important step in issuance procedures concerned the introduction of reopening
auctions for medium- and long- term bonds in 1990. This decision responded to the need to boost
theliquidity of the newly established on-screen secondary market (MTS, see below). Transactions
on this market could not pick up momentum as expected because of the large number of bonds
outstanding, none of which was liquid enough to absorb large transactions. Benchmark bonds would
change very frequently and the market remained fragmented. Therefore the PDD started to conduct
severd auctions over time on the same bonds, reducing the number of bonds issued on the same
maturity, initidly for a period of two to three months, and then for progressively longer periods.
Today, a 10-year bond can remain open for over 6 months and a 30-year bond for over one year.
This alows the bonds to reach an optima outstanding amount and there is evidence that the
introduction of reopening auctions contributed to reducing the cost of debt because investors were
more willing to buy liquid securities. This reform was aso key for the development of an efficient
secondary market.

530. More recently, the PDD aso announced afinalized program to exchange securities nearing
maturity with securitiesin the process of being issued (exchange offers). The objective isto make
the profile of maturities more uniform. By means of exchange offers, the PDD will retire old bonds
with a short remaining meturity and exchange them with newly issued securities with alonger
maturity. The benefit will be twofold:

on refinancing. By retiring old bonds with a short remaining maturity, the PDD can smooth out
the redemption profile for the near term (usudly the securities to be repurchased have a maturity
up to one year). The securities are usualy replaced by new medium and long-term bonds, which
help in spreading out maturities over alonger time horizon;
on market liquidity. In generd, bonds nearing maturities are no longer liquid, and therefore
they tend to not being actively traded on the secondary market, resulting in an increased burden
for primary dedersif they are obliged to quote them. Through the exchange offer facility, the
primary deders are given awindow to swap illiquid bonds with highly liquid ones such as those
used by the PDD to execute the exchange offers.
531. The exchange offers, which were executed for the first time in early 2002, can be carried
out according to two procedures:
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through auction, by following the same procedure used for buyback operations made with the
proceeds of privatization. These transactions will preferably be made in the middle of the month,
concurrent with three- and five-year BTP auctions,

at a later stage, by operating directly on the regulated secondary market through bilateral
transactions.

532.  In both cases these transactions are reserved only for specidists in government bonds, sSince
they represent the most active operators on the secondary market and those on whom the Treasury
reliesto maintain high liquidity and efficiency in the secondary market.

I nformation systems

533. Given the sophidtication that characterizes today’ s markets the development of adequate
information systemsiis key to a smooth functioning of debt management. Over the past 10 years, the
PDD has worked to improve its systems by focusing on three areas:

pricing systems,
forecasting systems; and
risk management systems.

534. Pricing sysems are insrumentd for the front office, Snce they enable the PDD to have a
better understanding and evaluation of the trades that are entered into. The need to develop such
systems first arose for liability management purposes, when the PDD started to directly negotiate
derivatives contracts with its counterparts, subsequently such systemns were used for issuance
activity and other operations on the domestic debt as well. Rather than develop in-house models,
the PDD chose to draw upon the experience of investment banksin this field. Therefore, it benefited
from their advice in setting up and customizing the pricing tools needed in debt management
operations. These models are used for awide range of purposes, from simple calculation operations
such as discount rates, to pricing of complex structures or determination of the fair value of bondsto
be repurchased on the secondary market.

535. Forecagting systems are being developed in order for the PDD to have its own views on the
evolution of key variables for debt management, such asinterest expenditure, stock of debt
outstanding at future dates, and so on.

536. Theother areathat isunder development isthat of risk modes, which is gaining growing
importance for reporting and accountability purposes. Here, work is under way to refine the modds
that allow the PDD to accurately measure its exposure a any given point in time. Mogt exigting
models are based on customizing the Vaue-at-Risk (VaR) models, which are the most widdly used
by investment banks. However, because of the peculiar nature of the fund raising activity and the
accounting methodology for recording debt, the PDD is dso working to develop more tailored
indicators, such as modes caculaing the sengtivity of the interest expenditure to variations of



- 144 -

interest rates or to changes in the composition of the debt outstanding. The interest expenditure,
given itsimpact on Italian public finances, is a variable that needs to be closdy monitored, and one
for which the PDD can take very little risk. For this reason, many of the Smulationsthat are
regularly run a the PDD concern the testing of various compositions of the debt portfolio to see
how the interest rate expenditure would react under different market circumstances. The results of
such smulations are dso the basis for drategic planning of the issuance activity.

C. Developingthe Marketsfor Government Securities

537. Itay hasinvested extensive resourcesin order to develop an efficient securities market.
Given the heavy financing needs managed by the PDD, the need to create a dependable mechanism
for raigng funds was one of the top priorities during the 1980s. Work was carried out to develop
both the primary and the secondary markets.

538. Sincethen, theltdian financid system has undergone constant and rapid development—
madtly in the field of information technology trading, settlement and depository systems. Separate
ingtitutions have been created during the 1990s to operate the secondary market for public debt
securities. A wholesale market to trade Italian government securities, MTS SpA, by means of a
screen-based system was introduced in 1988. In 1994, MOT, aretal market for securities was
created as a branch of Borsa ltdia SpA. The latest innovation, started in August 2001, was
“BondVison” (adivison of MTS SpA), an Internet-based multi dealer-to-dient wholesde fixed
income market.

539. Inpadld, since 1991 anumber of laws have been passed, ensuring the modernization of
the financid markets and of indtitutiond investors related legidation.

Domestic gover nment securities

540. Inthe domestic market, the PDD today issues the following insruments:

Buoni Ordinari del Tesoro (BOT), 3-, 6-, and 12-month treasury hills;

Buoni del Tesoro Polienndi (BTP), 3-, 5-, 10-, 15-, and 30-year bonds;
Certificati dd Tesoro Zero-Coupon (CTZ), 24-month zero coupon hills, and;
Certificati di Credito del Tesoro (CCT), 7-year floating rete bills.

Primary market

541. Inorder to placeits debt, the Republic of Itay uses very sandardized and religble
mechanisms. Traditiondly, domestic debt has been issued via auctions and foreign debt via
syndication of banks. Today, these remain the most important mechanisms, even though, as new
products are devel oped, some other channels may gain ground. The methods can be summarized as
follows
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Treasury bills: competitive auction without any indication of the base price. Investorscan
submit up to three bids, and each of which is assigned the price requested. There is a cutoff
price in order to avoid speculétive bids,

Medium- and long-term bonds. margina auction, whereby each request is assigned at the
margind price, which is determined by accepting higher bids until the tota amount of bids
accepted equals the amount that is offered. Thereis a cutoff price in order to avoid speculative
bids;

Bonds denominated in foreign currency: syndication;

Commercial paper: direct quote on various networks and through telephone.

542. Besdesissuing marketable debt, the Republic of Italy aso guarantees the debt of the
“Cassa Deposgti e Predtiti (CDP)” which is placed through the Post Offices. The CDP isa public
indtitution in charge of funding locad authorities or specific projects for public infrastructures.
However, to ensure that the borrowing of the CDP is done on smilar terms to the funding managed
by the PDD, the Minigter of the Economy and Finance, who is responsible for debt management, is
given the authority to st the financid conditions under which the CDP can issue debt.

Auctions

543.  Issuance procedures have been continuoudy enhanced, in terms of trangparency and
effectiveness. At the end of 1994, in order to improve trangparency and predictability of issuance
policy, the PDD started to disclose an advance calendar of the auction dates for the following year,
aong with a quarterly issuance program that gives more detail about the bonds and the amounts to
be issued in the coming quarter. By doing so, al market participants are given detailed information,
which is key to accurate planning of their activity for the following year or quarter.

544.  Since 1995, the auctions are carried out viaa completely automated procedure at the Bank
of Italy. As aconsegquence of a constant improvement, the lag between the collection of the bids
and the announcement of the results has been reduced to afew minutes. The number of inditutions
dlowed to participate in the auctions has been increased over time, and today an average of 40
indtitutions submit bids at each auction, indluding foreign inditutions, who can submit bids even if
they are not resdent on the Itaian territory.

Supplementary auctions

545.  Supplementary auctions take place at the end of every regular auction of medium- and long-
term bonds. Only specidists (see below) are dlowed to participate in this part of the auction. Each
gpecidist who has been assigned bonds during the regular auction is entitled to submit bidson a
voluntary basis for an extradlotment of bonds. The extra alotment equas an amount of 25 percent
of that offered at the regular auction if it concerns a newly opened line of bond (i.e, the first
tranche), 10 percent otherwise. The price for the supplementary auction is the same of the regular
auction price (the weighted average for treasury bill auctions or the margind price for uniform price
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auctions). This privilege, which transfers the market risk on the Treasury if only for afew hours, is
vaued highly by the sdected indtitutions.

546. Bidsfor the supplementary auction can be submitted until 12 noon of the business day
following that of the regular auction, and follow the same procedure of the regular auction. Each
specidid is entitled to be dlotted a share of the supplementary auction equa to the ratio between
the tota amount assigned to the specidist in the last three auctions and the total amount assigned to
al specidigsin the same three auctions.

547. By meansof supplementary auctions, the PDD has found away to increase the amounts
issued at each auction without committing in advance to larger amounts, which might have proved
difficult to place. Ingteed, the possibility to increase the amount being issued isleft in part to the
market conditions. If the market yields are decreasing, specidists will find it convenient to
participate in the supplementary auctions and therefore the issued amount will rise. Conversdly,
nothing will happen if market conditions deteriorate in the hours following the regular auction.

Soecialists in government bonds

548. A very important innovation concerned the establishment of the pecidistsin government
bonds. This category of operators, introduced in 1994, was selected among the Primary Dedlers
operating on the Italian regulated on-screen market (MTS) with aview to enhancing the demand a
auctions of Italian government bonds, increasing liquidity of the secondary market, and assisting the
Treasury with advice on debt management policy issues.

549. The specialigtsin government bonds are granted the exclusive right to participatein
supplementary auctions and have aso been entitled on an exclusive bass to participate in the
buyback operations launched by the Treasury in order to reduce the public debt outstanding.

Strategic guidelines

550. Asmentioned earlier, in 2000 a document with strategic guiddines was introduced, outlining
the principles to be followed in debt management policy for the coming year, and to be released at
the end of each year. This document is published in order to disclose as much information as
possible on the reasoning behind the decisions that guide the PDD’ s action in debt management. In
thisway, market participants are offered useful tools to help them form their expectations on
issuance activity for the year to come.

Secondary market

551. On the secondary market the key reform was the establishment in 1988 of MTS, the on
screen market for government bonds. The MTS model was based on avery smple concept, that is,
to provide easy, low-cost access for market makers to the Italian Government bond market in
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order to facilitate transactions as much as possible. These conditions helped enormoudy to build up
liquidity and favored the stability of the market, because investors could dways count on an efficient
tool to divest their positions, and attracted new investors to the Italian market. Today, the Italian
secondary market is one of the mogt liquid in the world, with very high trading volumes and tight
bid-ask spreads. Moreover, the on-screen market is very rdiable in times of severe crises. Because
of their discretionary nature, transactions based on over-the- counter systemstend to diminishin
volume in times of uncertainty or disruptions in the financid markets. On the other hand, it is
standard practice that market makers undertake specific commitments to show two-way quotes on
the on-screen market. This commitment is very valuable to the issuer, who can benefit from the
information (however little it may be when liquidity tendsto dry up) that on-screen systems continue
to provide even during periods of distress.

Tax treatment

552.  Another sector that way key to develop the Italian market was the fiscd treatment of
government securities. In the mid-1980s, it was decided to put an end to the long-standing policy of
tax exemption on Italian Government bonds, with a decision that enforced a 12.50 percent
withholding tax on new bonds. This measure determined a fragmentation of the market, asit
introduced the practice of quoting the yield on anet versus a gross basis, depending on the tax
treatment of the holder. Moreover, it hampered the apped of Italian bondsto foreign investors,
because the Italian authorities decided to establish a quite complex procedure in order to avoid
double taxation. Such a procedure would require foreign investors to pay the withholding tax asif
they were subject to tax and then gpply for arefund. Given the long period of time that was usualy
required to process the gpplications for some time there was extensive arbitrage activity on Itdian
bonds based on this mechanism. Therefore, the PDD dtarted a process that was initially aimed at
greamlining the procedure for rembursement of the withholding tax, and eventudly (in 2001)
implemented a mgor reform that granted fisca exemption to virtudly al nonresident investors,
provided they are not resdent in fiscal havens. This reform responds to the assumption that in debt
management, and in particular in fisca issues associated to debt management, the smpler the better.

Investor relations

553. Thereform of the taxation for nonresidents was one of the by-products of a closer and
more frequent dial ogue established by the PDD with investors, and in particular internationd
investors, who may not have been aware of the opportunities offered by the Italian market. For
example, because of the technicdlities related to the administrative management of the withholding
tax, those involved in debt management could gain agood understanding of the problems
outstanding because of direct contacts with the interested investors. Based on this experience, the
PDD has expanded this type of activity. Today, regular meetings are held with market makersin
order to have better input on market trends, the Treasury conducts road shows in order to bring
new products or market innovations to the attention of investors, and videoconferences are
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organized as requested to favor exchange of views, preferences, and information between the PDD
and investors.

Dealing with exceptional eventsand financial crises

554. The system of auction, settlement and trading for Itaian Government Securities has shownin
the past a good resilience to financia crises or disruption at continental or world level. For instance,
in 1992, when the Itdian lirawas devaued and forced out of the fixed rate regime of the European
Monetary Sysem (EMS), causing a continuing pressure over the Itaian financid market and the
widening of the interest rate spread with major sovereign issuers, the market proved to be efficient
and continued to price Itdian Government Securities, despite some problems with the auction
procedures.

555.  Another important and decisive test came immediatdy after, in 1995, when, following the
Mexican criss of 1994, the framework of primary dedlers and specialists and new criteriafor
quoting securities on M TS proved to be awel come resilience to mgor international crises. On that
occason, the benefits were transferred from the secondary to the primary market, where no
disruptions were observed in the auction mechanism. The Treasury Department could continue to
place its bonds without any particular adverse effect.

556. More recently, on the occasion of the terrorist attacks of September 11, 2001, the Treasury
Department and the PDD continued their activity on the primary market and fulfilled dl their plans of
auction. In that case, the smooth functioning of the secondary market was assured by the
combination of continenta-scale intervention (especidly from the ECB) and of awell-tested market
infrastructure.

D. Lessons

557. Based on the experience described above, there are afew lessons that can be drawn. First,
developing the market may require the issuer to pay a price initidly. For example, when the PDD
decided to increase the maturity of the public debt, it did so mainly by issuing flogting rate bills
(CCTs) in the beginning. Thisinstrument, because of its peculiarity in the indexation of the coupon
was congdered by some analysts too costly for the Treasury. However, the commitment
demongtrated by the PDD to develop the market for CCTs determined a comfortable pick up in
liquidity and alowed the Treasury to initiate a process of lengthening the maturity of the public debt.

558.  Second, it is advisable that debt managers do not engage in the proposal of too complex or
sophisticated securities ahead of time. For example, back in 1988 when the Treasury Department
gtarted to issue long-term bonds with an embedded option (CTOs), the market was not yet able to
correctly price the value of the option. Becauise investors were not accustomed to such securities,
pricing models were not as widespread as they are today, research on volatility was not developed
and available, and investors were tresting these bonds as if they were bullet bonds, ignoring the
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vaue of the option. Thisimplied that the issuer, while incurring the risk of advance rembursement
associated with the option, could not monetize the premium associated with it.

559.  Third, there may be atrade-off between the requirements for the establishment of an
efficdent market and short-term gains. In order to ensure a smooth functioning, an efficient market
must be organized with smple and standardized practices, so that theissuer’s behavior is
predictable and does not come as a disruption to normd activity. Itay has followed these
prescriptions by adopting, for example, ayearly caendar of government bond auctions, by
disseminating forma guiddines that anticipate for each year the innovations in debt management
policy, and by publishing quarterly caendars that detail the characteristics of any new bondsto be
sold. A consequence of such alevd of disclosure isthat the PDD may face Stuationsin which it is
costly to honor acommitment. However, credibility is a highly important attribute of the issuer: in the
long run there is a payoff from the commitments that are undertaken, even if amere short-term
perspective may indicate that some costs are being incurred.
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VII. JamAIca®

560. Jamaicafaces serious chalenges to long-term growth and development imposed by a
substantia debt overhang. Like many other Latin America and Caribbean countries, Jamaica
emerged out from the 1980s with a heavy externa debt burden. The focus then had been the
effective management of the externa debt portfolio. The combination of externd factors such aslow
export earnings, reduced access to long-term loans on concessionary terms and the interna
developments of weak output performance and low revenue intake saw the government relying on
domestic financing. Consequently, by the 1990s, the high levels of external debt and attendant issues
combined with the cogt of rehabilitating the financid sector following the crisis in the financid sector
in the mid-1990s resulted in high and rising levels of domegtic debt, high interest rates and fiscal
deficits.

561. Jamaica hastaken stepsto ensure that sound economic fundamentals are in place to
address these issues. A mgjor thrust of the government’ s economic program has been the reduction
of the overdl debt. Given that the high levels of public debt and debt service severdly limit the
government’ s ahility to invest in physica and socid infrastructure necessary to promote investment
and growth, since the second haf of the 1990s the mgor chalenge of the Government of Jamaica
has been the management of debt dynamics. Emphasis has been placed on the management of the
domestic debt, the larger and more expensive share of the public debt.

A. Macroeconomic Palicy Framework

562. Jamaicaaccderated its structura reform program in the early 1990s with, among other
developments, the liberdization of the foreign exchange market, the remova of price controls,
reduction in trade barriers, and the reform of the tax system. The containment of inflation and the
maintenance of relaive sability in the foreign exchange market became the focus of the
macroeconomic stabilization program introduced in 1991. This wasto be achieved through a
combination of tight monetary and fiscd policies.

563. The government succeeded in reducing inflation to single digit levels and maintaining redive
gability in the foreign exchange market. However, one of the costs of the stabilization was the
marked increase in the leved of the domestic debt, beginning in fisca year 1994/95. In addition to
deficit financing, the increases in the stock of domestic debt was incurred largely to provide
assstance to the centrd bank, Bank of Jamaica (BQJ), in its liquidity management objectives and to
cover the BOJ slosses. Increases were aso due to the assumption of debt obligations of parastatal

¥ The case study was prepared by the Debt Management Unit of the Ministry of Finance and
Panning.
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entities. The debt problem was exacerbated by the financia sector crisis, which emerged in 1996,
and the codt to the government for rehabilitating and restructuring the sector. All outstanding
contingent liabilities as aresult of the rehabilitation and restructuring of the sector, (gpproximately
35 percent of GDP)—were assumed by the government as of April 1, 2001.

564. Jamaica s public debt/GDP ratio amounted to 130 percent at the end of fiscal year 2001/02
compared with 110 percent at the end of fiscal year 1994/95. Domestic debt as a percentage of
GDP increased from 32.6 percent at the end of fiscal year 1994/95 to 63.9 percent at the end of
fiscd year 2000/01. With the government’ s assumption of the remaining liabilities associated with
the rehabilitation and restructuring of the financia sector, the domestic debt increased to 87.5
percent on April 1, 2001. By the end of fisca year 2001/02, domestic debt as a percent of GDP
stood at 77.5 percent of GDP. Debt servicing accounted for 66.1 percent of budgetary
expenditure for fiscal year 2001/02, with domestic debt servicing costs accounting for 54.8 percent
of budgeted expenditure.

565. Over thelast 10 years, significant progress has been made in reducing the level of externa
indebtedness and the attendant debt service burden. Jamaical s externa debt has been reduced from
109.3 percent of GDP at the end of fiscal year 1991/92 to 52.4 percent of GDP at the end of fiscal
year 2001/02. Jamaica' s externa debt serviceratio (total debt service as a percentage of exports of
goods and services) has falen from 29.2 percent in fiscal year 1990/91 to 12.3 percent in fisca
year 2001/02.

566. The steady declinein the externa debt and the improvement in Jamaica' s externd debt
indicators led to the World Bank’ s 1999 reclassification of Jamaicafrom a severely indebted to a
moderately indebted country. This achievement crowns a series of advances which includes.

Jamaica s exit from commercia bank restructuring in 1990;

Its“graduation” from Paris Club bilaterd rescheduling in the mid-1990s; and

Its re-entry into the internationa capita markets in 1997, which was subsequently buoyed by
credit ratings from Moody’ s Investors Service (Ba3) and Standard and Poor’s (B) in 1998 and
1999, respectively. Standard and Poor’ s upgraded Jamaica’ s credit rating to B+ in May 2001.

567. Degpite these positive developments Jamaica continues to face a heavy debt burden, the
result of the accderation in the rate of domestic debt accumulation. Thus while the composition of
the debt has changed markedly over the decade, with the share of domestic debt increasing from 26
percent at the end of fiscal year 1990/91 to 60.7 percent at the end of fiscd year 2001/02, the
overal debt burden remains onerous.

568. Cognizant of the importance of reducing the debt to sustainable levels, the authorities took
the necessary stepsto strengthen Jamaica' s debt management capability and embarked on a path
toward the implementation of debt reduction strategies and prudent debt management practices. In
addition, steps were taken to facilitate the development of the domestic capita market.
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Centralization of debt management functions

569. Ciriticd to the formulation and implementation of credible debt management srategy and
policies was the need for inditutiona building and improvements in the government’ s debt
management capability. Since April 1998, there has been a centralization of the debt management
functions in the Debt Management Unit (DMU) of the Ministry of Finance and Planning. Prior to
that, the debt management functions were shared by the Ministry and the central bank.

570. Regponghility for the core debt management functions—debt policy and strategy
formulation and analyses, debt-raisng activities, and the registrar and payment function for
Government securities and debt recording and monitoring—now fully resides within the DMU of the
Minigtry. The centra bank, in its agency capecity, is responsble for effecting externa debt
payments, conducting primary market issues and for issuing and redeeming treasury bills. The
Accountant General Department, which is a department of the Ministry of Finance and Planning, has
responghility for treasury operations including the servicing of the debt.

571. Atthe operationd leve, the centraization of the core debt management functions within a
single unit within the Ministry of Finance and Planning has led to consderable strengthening of debt
drategy implementation. Severd factors explain this, foremost of which are increased capacity in
debt management expertise, greeter clarity of debt management objectives and improved
consolidation of debt management information.

Debt management objectivesand coordination

572. Clear debt management objectives have been developed. The principa debt management
objectiveis

To raise adequate levels of financing on behalf of the Government of Jamaica at
minimum costs, while pursuing strategies to ensure that the national public debt
progresses to and is maintained at sustainable levels over the medium term.

573. Theinfluences of debt management on and by monetary and fiscal policiesin a Situation of
deficit financing, rehabilitation and restructuring of the financia sector have been far-reaching,
thereby reinforcing the need for strong policy coordination. In Jamaica, the coordination of debt
management, fiscad and monetary policiesis undertaken within the context of aclear and consistent
macroeconomic framework designed to lower inflation, achieve economic stability and sustainable
growth and development.

574. Thetransfer of the shared debt management function from the Bank of Jamaicato the
Ministry of Finance and Planning has also resulted in grester coordination of fiscal policy and debt
management objectives. It dso dlows for a more clearly defined set of debt management objectives
and for these to be determined independently of monetary policy congderations. Despite these
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separate objectives, there is ahigh degree of coordination between the fisca and monetary
authorities.

575. Atthepolicy levd, there are regular meetings between senior officias of the planning
authorities—the Minigtry of Finance and Planning, the Bank of Jamaica, the Planning Indtitute of
Jamaica and the Statidtica Indtitute of Jamaica—to ensure congstency in Government’ s economic
and financid program. At the technica leve, there are regular meetings where information is shared
on the government’ s cash flow requirements and financing program, as well as on current monetary
conditions and developments within the money and foreign exchange markets. There are weekly
medtingswithin the Minisiry between the DMU, the Fiscal Policy Management Unit, Cash
Management Unit and the Accountant Generd Department, and between the Ministry and the Bank
of Jamaica

L egal framework

576. A wel-developed legd and indtitutional framework exigts for the execution of debt
management. Under Jamaica' s Condtitution, al loans charged on the Consolidated Fund, including
al external and domestic debt payments, represent a statutory charge on the revenue and assets of
Jamaica. This provison dlowsfor debt payments to be made without any requirement of
parliamentary approval and before funds are available for other policies and programs. In addition,
the Condtitution and the Financid Adminigration and Audit (FAA) Act give the Minigtry of Finance
and Planning overdl responsibility for the management of Jamaica s public debt.

577. Thegovernment’s borrowing reguirements for each financid year are determined by the
Ministry of Finance and Planning and set out in the budget presented to Parliament a the beginning
of thefinancid year.

578. Theauthority to borrow is established by statutes. The Loan Act, 1964, and subsequent
Amendments, provides the government with the authority to borrow from the domestic and externa
markets. The Loan Act establishes overdl quantitative limits on the amount the government can
borrow. Increases in the celling have to be obtained by parliamentary approval.

579. For domestic borrowings, there are specific Acts which govern the issuance of the various
debt instruments. These are the Treasury Bill, Loca Registered Stock, the Debenture, Land Bond
and Saving Bonds Acts.

580. Theborrowing powers of public sector entities are set out in the FAA Act and the
legidation governing the corporations and are complemented by the new Public Bodies
Management and Accountability Act. While the Board of Directors of the public entity determines
the extent of borrowing, the Ministry responsible for the entity must approve the borrowing plan.
However, the gpprova of the Minigtry of Finance and Planning has to be obtained by dl public
sector entities needing to finance their operations through debt financing.
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Transparency

581. Congderable efforts have been made to increase transparency and accountability in debt
management operations in recent years.

582. The government's debt management Strategy is presented to Parliament at the sart of the
financia year. Since fiscd year 1999/2000, this strategy has been published in the form of a Ministry
Paper that has widespread public distribution. The document is available through the Internet on the
web ste of the Minigtry of Finance and Planning, www.mof.gov.jm.

583. Comprehensive information on Jamaica s debt is published on the Ministry’ s web site and
routindy updated. In addition to information on past debt activity, including debt outstanding, debt
service payments and debt structure and composition, the web Siteisaso used asavehicleto
announce future debt operations especidly asit relates to debt issuance in the domestic market.

584. Therulesfor participating in primary debt issues, specificaly the auction of medium-term
government securities, have also been widely disclosed. Notices for future domestic debt issues are
aso published in the print media Similarly, the results of government debt issues are widely
reported through the print and eectronic media and on the Ministry’ s web ste.

585. Thereisdso regular disssmination of information to playersin theinternationa capita
markets, credit rating agencies and internationa and regiond financid inditutions.

B. Establishing a Capacity to Assess and Manage Cost and Risk
Debt management strategy

586. The primary am of Jamaica s debt management Strategy is to ensure that overal borrowing
is kept within prudent levels and secured on the best terms available. Over the medium term, it is
envisaged that debt management strategies will be supported by acontinua fall in interest rates, a
relatively stable exchange rate environment, areduction of the fiscd deficit, and areturn to fisca
surplus.

587. Jamaica s public debt management dtrategy is defined within the context of a
macroeconomic framework of fiscal balance, price sability and growth. Consgtent with this, the
drategic objectiveisto bring tota debt to sustainable levels over the medium term. Achieving
sugtainable levels of debt has necessitated the design and implementation of a comprehensive debt
management drategy.

588. Government’s debt management strategy is intended to achieve five broad objectives over
the medium term, namdly:

sigfying the government’s annual borrowing requirements;
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minimizing borrowing and debt service costs,

achieving a balanced maturity structure;

building and promoting aliquid and efficient market for government securities; and
ensuring continued or wider access to markets, both domestic and external.

Risk management framework

589. Increased atention has been given to managing the government’ s exposures to unexpected
interest rate and currency movementsin relation to both the domestic and external debt portfolios.
Asat the end fiscd year 2001/02, over 57 percent of Jamaica s domestic debt portfolio was
comprised of floating rate insruments. This has | &ft the government vulnerable to increases in interest
rates with the attendant increases in debt servicing costs. In order to reduce interest risk, the current
debt strategy has been to increase the proportion of fixed-rate debt in the domestic debt portfolio.
Progress has been made in this direction as dl locd registered stocks issued through auction have
been issued on afixed-rate basis. Fixed-rate debt will continue to be issued over the medium term,
thereby redistributing the balance between fixed- and floating-rate debt to more prudent levels.
Over the medium term, the government will seek to maintain the fixed-rate target of 60 percent of
the domestic debt portfolio, in kegping with internationd best practice.

590. The management of Jamaica s debt portfolio’s currency exposure will include limiting the
share of US dallar exposure in the domestic debt portfolio. Jamaica sissuance of U.S. dollar-
-denominated and U.S. dollar-indexed securities in the domestic market hasled to an increasing
share of the domestic debt portfolio exposed to U.S. dollar currency risk. At the end of fiscd year
2001/02, these categories together comprised 15.5 percent of the domestic debt compared with
8.1 percent at the end of fiscd year 2000/01. While the government is committed to providing an
aray of ingruments to the domestic markets, maintaining a prudent domestic debt structure requires
that the U.S. dollar exposure of the portfolio remains low. Consstent with this, the Strategic
objective will be to reduce the exposure over the medium term.

External debt

591. The currency composition of Jamaica s externd debt is changing after years of holding
steady. The advent of the Euro and the replacement of multiple European currencies by asingle
currency have sgnificantly atered the composition of Jamaica s externa debt portfolio. In addition,
successin diversfying the portfolio by raisng fundsin the international capital markets has impacted
the currency composition of the debt. While over 75 percent of the externa debt portfolio is
denominated in U.S. dollars, agrowing portion of the debt is denominated in Euros. The Eurois
now the second largest currency component of Jamaica' s externa debt, accounting for 14 percent
of the external debt at the end of March 2002.

592. The seeming complexity of hedging instruments (swaps and options), with its speciadized
knowledge required to use such instruments effectively, and the costs of using such tools have
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tended to make Jamaica, like many other developing countries, shy away from actively employing
these mechanisms. The notable shift in the currency compodtion of the public externad debot makes it
prudent for the government to adopt Strategies to manage the currency risk associated with this
exposure, since unhedged exposures can lead to significant increases in debt service costs. Asa
result, seps will be taken to minimize the portfolio’s vulnerability to adverse movementsin the euro
by using hedging mechanisms, where appropriate, to minimize the portfolio’ s foreign currency
exposure.

Contingent liabilities

593. The need to record and assess the impact of the government’ s contingent liabilities has
become increasingly important in recent years. The government is concerned not only with limiting
the totd face vaue of contingent liabilities but in addition, minimizing both the likelihood of
contingent ligbilities being caled and the Sze of public outlays in the evert that acall ismade. In
assessing the gppropriateness of contingent liabilities, consideration is given to how these resources
will be used to ensure that they will be used for developmenta purposes and are in kegping with
government’ s economic strategy.

594. A number of messures to minimize the government’ s risk exposure associated with
contingent liabilities are being implemented. Foremost among these is the strengthening of the
monitoring and analysis of contingent liabilities so thet the potentia future impact for debt servicing
can be fully evauated. Legidation designed to enhance accountability and trangparency in public
sector bodies has been enacted. Work is aso under way to ensure the comprehensive data capture
of contingent liakilities and the development of a proper risk management framework. Another
means of limiting government’ s risk exposure isto require some leve of risk sharing in the issue of
government guarantees.

C. Deveopment and Maintenance of an Efficient Market for Government Securities
Primary market

595. A core debt management objectiveis to ensure that funds are raised as cost effectively as
possible. One step in this direction, within the domestic market, has been to adopt a market- based
mechanism for sdlling Loca Registered Stocks (LRS),* the medium- to long-term instrument. A
multiple price auction system was introduced in October 1999. Previoudy, the government st rates
on these instruments. This often created price distortions in the domestic market, which, at times,
manifested itsdlf in government's financing needs not being fully met from the market issues,
necessitating private placements.

“0 RS may be both fixed and floating rate securities
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596. A more compstitive pricing of medium- and long-term securities has been achieved through
the use of the auction system. This mechaniam has resulted in a Sgnificant narrowing of interest
differentids between long-term and short-term domestic securities. Since the introduction of the
auction system, LRS issues have been significantly oversubscribed. Over time, the price range for
bids has narrowed. This policy shift has resulted in the government meseting its financing needs at
competitive rates. When circumstances deem it necessary for the government to raise funds through
private placements, these are done through a comptitive bidding process.

597.  Another Sgnificant development has been the increased ability of the government to extend
the maturity structure of its debt since the introduction of the auction system. As of March 2002,
35.1 percent of total domestic debt was scheduled to mature after five year. This compares
favorably with the position one year earlier, when 23.3 percent of the total domestic debt was
scheduled to mature after five years. At the same time, 17.5 percent of the domestic debt was
scheduled to mature after ten years, compared with 6.6 percent at the end of March 2001.

598. The gppetite for longer-term securities has resulted in a positive shift in the maturity profile
of the domestic debt. A milestone was reached in August 2000 when the first 10-year LRS
ingrument was successfully auctioned. Of the new debt issued in fiscd year 2001/02, some 86.4
percent of LRS issued through the auction system had maturities of 5 years or over, compared with
53.5 percent of new issues through the same process the previous fiscd year. In fisca year
2001/02, 15.5 percent of new domestic debt issued has maturities of 10 years or over. With
continued improvement in macroeconomic conditions and renewed investor confidence, the
government has been able to successfully auction LRS with maturities aslong as 30 years.

599. Themarket’s appetite for longer-term securitiesis d <o reflected in the successful issuance
of government guaranteed 30-year Inflation-1ndexed Infrastructure bonds for the financing of
Jamaica sfirg toll road.

600. The converson of the contingent liabilities associated with the rehabilitation and restructuring
of the financid sector into tradable government securities provided an opportunity for further
lengthening of the maturity profile of the domestic debt. These obligations were converted into
securities with maturities of up to 25 years.

Announcements

601. Tofacilitate the development of an orderly and well-functioning domestic securities market,
the approach has been to, not only access the market on aregular basis, but dso to inform the
market of upcoming issues. Significant progress has been made in informing the market and
increasing the predictability of the government’ s debt operations. In addition to the publication of a
caendar of treasury bill tenders and issue dates at the start of each fisca year, announcements have
been extended to include the publication of an issuance cdendar for LRS auctions. This
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dissemination of information and the regular consultations with primary dedlers have dlowed for
greater trangparency and predictability in the domegtic capital market.

Portfolio diversification

602. The domestic debt portfolio is comprised of short-term treasury hills; fixed and floating rate
medium+ to long-term LRS; medium-term debentures, fixed-rate foreign currency domestic bonds,
indexed bonds; savings and developmenta bonds and commercid loans.

603. While aggnificant proportion of the domestic debt portfolio is comprised of floating-rate
insruments, the use of the auction mechanism to price the government's primary debt raisng
ingruments, the LRS, has meant that, over the medium term, an increasing share of the debt will be
on afixed-rate bass. Thiswill insulate the portfolio from interest rate shocks and rollover risks.

604. The principa holders of government securities are the central bank, commercia banks,
insurance companies, penson funds and the money market fund managers. In recent years,
government's debt issuance program has tried to meet the needs of the market players. A priority
has been to introduce new instruments that are more closely tailored to meet the needs of different
market segments. In addition to overal capitd market development, the benefit to the government is
alarger pool of resources from which financing can be tapped on improved terms.

605. Theintroduction of new ingruments began in 1999 when, on a small-scae, Jamaica offered
U.S. dollar indexed bonds to the domestic market. These instruments have proven to be attractive
to those inditutiond and retail investors uncertain about the future movementsin the exchange rate
and who are desirous of maintaining the value of their assets. It is intended to reintroduce savings
bonds, which because of their structure and method of distribution are attractive to awider cross-
section of investors including household savers. In January 2002, Jamaicaintroduced 30-year
inflationt linked bonds in the domestic market for financing of the firgt toll road. These were
purchased mainly by pension funds.

606. Portfolio diversfication has dso occurred with the external debt. Renewed accessto
funding from the international capital markets since 1997 has helped to broaden Jamaica s investor
base in terms of the geographic distribution and the type of investors participating in Jamaica' s
internationd bond issues. In addition to the US$1,375 million eurobonds issued mainly to U.S.
investors, Jamaica gained successful entry into the European capital markets in February 2000 and
February 2001, issuing euro-denominated bonds totaling EUR 375 million. This market has
provided an excdlent dternative and ardatively chegper source of financing for the Government of
Jamaicaand crested greater flexibility and choice in meeting its financing needs. Whilethe U.S,
dollar-denominated bonds were purchased mainly by inditutions and fund managers, the euro-
denominated transactions involved widespread participation by retall investors. The regisiration of
future eurobond offerings with the U.S. Securities and Exchange Commission in February 2002 will
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as0 enable Jamaica to further broadening its investor base since the regigtration alows for grester
accessto U.S. investors.

Secondary market

607. Primary deders have played a criticd rolein securities market building in Jamaica. In 1994,
the Bank of Jamaica created a new financid market arrangement involving primary deders. The
dedlers were to be the medium through which the central bank conducts its open market operations.
They were expected to dso provide continuous underwriting support for new issues of Government
securities thereby providing secondary market liquidity. Though not mandatory, deders—numbering
14 currently—are required to take up atotal of 45 percent of al primary issues.

608. Secondary market development in Jamaicais constrained by the abbsence of exchange
trading in securities. The Jamaica Central Securities Depository Limited (JCSD), asubsidiary of the
Jamaica Stock Exchange, began operation in 1998. However, the depository currently trades
equities only. The process to reduce the issuance of paper certificates for government securities has
been initiated. This demateridization of securities, which the central securities depositories provides,
will increase the efficiency of secondary market trading and reducing the risk associated with the
halding, trading and settlement of securities. As part of the FY 2002/03 debt strategy, stepswill be
initiated to reduce the issuance of paper certificates for government securities. Thiswill involve,
initidly, consulting with market participants and the relevart inditutions integral to the process
involved in the holding of securitiesin dectronic form. The immobilization of government securities
will dlow for the further development of the domestic capital market by increasing efficiency and
reducing the risk associated with the holding, trading and settlement of securities.

Taxation

609. Whiletaxes on interest have been levied at arate of 33.3 percent for corporations and 25
percent for individuals, prior to 1999 taxes were withheld only on savings deposits. In 1999, the
Government increased the number of financid indtitutions that were required to withhold taxes on
interest aswell asthe range of financid ingtruments covered. Withholding
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tax on interest was increased from 15 percent in 1999 to 25 percent in 2000 on dl finencid
ingruments. Corporations are liable for the remaining 8.3 percent when tax returns are filed. In
addition to the increase in revenue from this source, there has been areduction in distortionsin the
domesgtic market. In an effort to encourage long-term savings by individuas, the Government
granted tax-free status to gpproved Long-term Savings Accounts. These are deposits where the
principa amounts are held for at least five (5) years. If the deposits are broken before the minimum
five-year period, then tax is payable a the 25 percent rate.

Technological developments

610. Theintroduction of new and improved technologies is dso contributing to the development
of the domestic capital market. One such development is the introduction of a new system that
dlows primary dedlers and other financid indtitutions to eectronicaly bid for securities. An
immediate benefit is the greater efficiency in conducting auctions of government securities. Smilarly,
upgrades to debt management, monitoring and payment systems are contributing to more
comprehensive information being recorded, a greater selection of tools available for debt analysis
and speedier processing of debt payments.

D. Summary

611. Jamaica has recognized the need to adopt sound debt management practices. While
advances are il to be made, there has been significant progressin recent years in strengthening the
government’ s debt management capacity. Clear debt management objectives have led to the
articulation of a comprehensve debt strategy; the increased reliance on market mechanisms to sdl
government securities has led to the issue of longer-term securities at lower interest cogts; the
availability of information; the greater predictability of issues, and the more frequent didogue with
the market which has increased market confidence.

612. Theimperative for the future isto build on these achievements, so that over time the
culmination of sound debt management policies and practicesis sustained economic growth and
development for Jamaica. There are anumber of factors that will facilitate the further development
of the market. These include:

The renewed hedlth of the financid sector. Rehabilitation and restructuring efforts have resulted
in a consolidation of the sector into fewer ingtitutions with grester critica mass.

Further improvementsin the legidative framework governing the financia sector. A new
regulatory authority—the Financiad Services Commission (FSC)—was established in April
2001. The FSC isresponsible for the efficient regulaion and supervison of entities dedling in
securities, collective invesment funds (e.g., mutua funds and unit trusts), investment advisors,
the insurance industry, and pension funds.

Panned reform of the pension system. Thiswill cregte alarger pool of funds for long-term
invesment.
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Plans to reopen government debt issues to create benchmark securities across the yield curve.
Thiswill increase the liquidity of the insruments, further extend the maturity profile of the debt as
well as lower borrowing costs.
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VI, Japan®
A. Governance Framework
Debt management obj ectives

613. Debt management policiesin Japan have two primary objectives. Firdt, to ensure smooth
and stable funding for fiscal management. Second, to curb costs on medium-to-long-term financing,
thus dleviating the burden on taxpayers.

614. Smooth funding ams to ensure that government bond (JGB) issuance will not have a
turbulent impact on the market. This can be accomplished by maintaining high levels of
transparency, predictability, and considerations to financia market trends. Stable funding meansto
issue bonds according to the planned amount of government bond issuance.

615. Improving the secondary market is also an essentia eement that needs to be taken into
account in formulaing debt management policies. The government bond market is the market where
credit risk-free interest rates are formed. Thus, it serves as the foundation for the broader financd
marketplace. Japanese government bonds also account for the vast mgjority of securitiesin the
domestic bond and debenture market, both in issue amount and trading volume. Consequently,
efforts to improve liquidity and increase efficiency in the secondary market, instead of improving the
primary market aone, are essentiad to foster the financid market as awhole. In the end thiswill hdp
to increase the Japanese market’ s internationa competitiveness. Another point is that an improved
secondary market will aso facilitate a smoother, more stable, and low-cost issuance of governmert
bonds.

Coordination with monetary and fiscal policies

616. Asmentioned above, the primary objectives of debt management policies are to ensure
smooth and stable funding, while curbing financing costs to dleviate the fisca burden. Accordingly,
debt management policies mugt fadilitate fisca management.

617. Both debt management policies and monetary policies can affect the economy viainterest
rates. So, unless consstency is secured between these two areas, appropriate economic policies
cannot be implemented. Therefore, it is essentid for the government and the centra bank to maintain

! The case study was prepared by Kunimasa Antoku from the Government Debt Division, the
Financid Bureau of the Minigtry of Finance.
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adequate levels of congstency and transparency in their own policies, while fully taking into account
policy interactions during the process of policymaking.

618. Intherdationswith monetary palicy, it isessentid to prohibit the centrd bank from
underwriting government bonds in the primary market, and adhere to the principle of issuing
government bonds in the market. Thisis mandatory in the context of maintaining fiscal restraints and
the independency of the central bank, and islegaly st forthin Japan's Finance Law (Article 5).
One exception exigts. With the approva of the Parliament (the Diet), refunding bonds can be issued
directly to the Bank of Japan (BoJ) when government bonds held by the BoJ mature. This exception
is permitted because such issuance of refunding bonds will not lead to increased money supply.

619. The government should not be alowed to request the centrd bank to ease its monetary
policy, to dleviate the fisca burden, or to purchase government bonds to help absorb JGBs.
Requests like these would be detrimental to debt management policies, since they would undermine
investor confidence in government bonds and dso could fud inflationary expectations. Therefore,
such requests are never made. Moreover, developing monetary policy is the prerogetive of the
Policy Board at the Bank of Japan (BoJ), and thefind decision making concerning the purchase of
government bonds lies with the BoJ.

Legal framework of government debt management

620. Article 85 of the Condtitution stipulates that no money shal be expended, nor shall the State
obligate itsdlf, except as authorized by the Diet. Accordingly, Japanese government bonds are,
without exception, issued on lega grounds.

Lawsthat serve as a basis for issuance vary according to the use of funds

621. Inprinciple, the issue amount of government bonds is determined for each fisca year that
begins on April 1 and ends on March 31 the following year. At present, four main laws provide the
grounds for the issuance of government bonds:

Construction bonds under the Public Finance Law. While the Public Finance Law stipulates
that in principle government expenditure must be financed by tax revenue (Body, Paragraph 1 of
Article 4), it dlows for government bond issuance or borrowing only as ameans to finance
public works (Proviso, Paragraph 1 of Article 4). The maximum issue amount for eech fisca
year is specified in the generd provisons of the budget, and must be gpproved by the Diet.
Soecial deficit-financing bonds under the Special Laws. As mentioned above, the Public
Finance Law only permits the issuance of government bonds to finance public works. However,
when there is a budgetary deficit, a specia law enacted for each fiscal year based on Article 4
of the Public Finance Law authorizes the government to issue specid deficit-financing bonds.
Also with specid deficit-financing bonds, the maximum issue amount for each fiscd year is
specified in the generd provisons of the budget, and must be approved by the Diet.
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Refunding bonds under the Special Account Law of the Government Debt Consolidation
Fund. The government can issue refunding bonds (except for fiscal 1oan fund specid account
bonds) up to the amount required for consolidation or redemption of government bonds during
agiven fiscd year. (Article 5 and 5-2 of the Specid Account Law of the Government Debt
Consolidation Fund). Since refunding bond issues will not affect the outstanding government
debt, their maximum issue amount is not subject to gpprova from the Diet. The actud issue
amount is determined according to the so-caled “60-year redemption rule” (discussed later).
Fiscal Loan Fund Special Account Bonds under the Fiscal Loan Fund Special Account
Act. The government can now issue bonds or borrow to finance fiscal loan programs (Article
11 of the Fisca Loan Fund Specia Account Act), due to the reform of the Fisca Investment
and Loan Program (FILP) system that took effect in April 2001. (Under the old system, dl
posta savings and pension reserves used to be deposited with the Trust Fund Bureau to finance
the FILP. Such a scheme with a compul sory deposit no longer exigts. Instead, under the new
system, each FILP agency must in principle raise funds from the market by issuing FILP agency
bonds. Should circumstances necessitate, however, the funds can be raised in part by issuing
government bonds.)

622. Thelaws define how the proceeds will be used. However, from the investor’ s perspective
there is no differentiation between Construction bonds, Specid deficit-financing bonds, Refunding
bonds, and Fiscal Loan Fund Specia Account Bonds.

Law- and ordinance-based handling of government bonds

623. The Minigter of Finance is granted the authority by the Law Concerning Government

Bonds, to determine government bond issuance, regisiration, and other basic procedural matters
related to government bonds. Specific procedures are stipulated in the Ministry Ordinances
established by the Law Concerning Government Bonds. The Law aso specifies the Bank of Japan's
role in handling government bonds.

The Government Debt Consolidation Fund

624. Debt reduction in Japan is built around the Government Debt Consolidation Fund (GDCF).
Fiscd resources for dl interest payments and redemption of government bonds are funneled into the
GDCEF, accumulated, and disbursed from the GDCF.

625. Fundsare transferred from the Generd Account to the Specid Account for the GDCF.
Revenue from issuing refunding bonds is al so stored at the GDCF to be used to redeem bonds at
maturity. Independent management of the cash flow regarding interest payments and redemption, as
such, amsto contribute to investor confidence in the security of interest payments and redemption.
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Sixty-year redemption rule

626. The so-caled “60-year redemption rule”—meaning each issue of debt should be redeemed
over aspan of 60 years—plays a centrd rolein the debt reduction system. The concept is based on
that the average economic depreciation period of the assets purchased by construction bonds and
gpecid deficit-financing bonds are about 60 years, so redemption should be completed during that

period.

627. Theruledlows cdculaing the net amount to be redeemed out of the gross redemption
amount for maturing bonds. In other words, the rule is used to determine the amount of fiscd
resources to be financed by issuing refunding bonds (for the purpose of net redemption). The 60-
year redemption ruleis not gpplied to fisca |oan fund specid account bonds, since the fund
collected from the FILP investment will be used for their redemption.

628. Thefollowing isanexample to show how the rule actudly works. A new ¥60 billion 10-year
funding bond isissued. When the bonds become due, ¥10 billion yen—or one-sixth of the origind
issue amount—will be put toward cash redemption (in the GDCF) and refunding bonds for the
remaining ¥50 hillion will be issued. Assume these refunding bonds are in five-year bonds. When the
refunding bonds become due in five years, ¥5 billion—or 5/60 of the origind issue amount—of the
redeem and refunding bonds for the remaining ¥45 billion will be issued. Repeeting this, the entire
issue would be redeemed 60 years after the initid issuance.

Organizational structure

629. Theissue amount in JGBsis determined during the budgetary process for eech fiscd year.
Within the Ministry of Finance, the following departments are involved in the work reated to
government borrowing:

Budget Bureau: The Budget Bureau compiles the amount of new issuance of funding bonds
that condtitute the revenue of Genera Account.

Financial Bureau, Fiscal Investment and Loan Program Division: Asthe divison in charge
of the FILP, this section compiles the issue amount of fisca loan fund specid account bonds that
condtitute the revenue of Fiscal Loan Fund Specid Account.

Financial Bureau, Government Debt Division: Asthe name suggests, this division plays the
centrd role in debt management policies, which range from compiling a government bond
issuance plan and setting terms for each issue, to designing new schemes and programs, such as
STRIPS (to be launched in fisca year 2002). The Government Debt Divison dso caculaes the
issue amount of refunding bonds based on the 60-year redemption rule.

Financial Bureau, Treasury Division: Thisdivison isrespongble for the day-to-day cash
flow management of the genera account, based on the circumstances of debt issuance. It dso
issues FBs (Financing Bills) to cover fund shortages on a short-term basis.
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Tax Bureau: Government bond-related tax systemsfdl under the jurisdiction of the Tax
Bureau.

630. The BOJhandlesdl the government bond-related procedura work, from issuance to
redemption. Serving as the central securities depository for government bonds, the BOJaso
provides the Financia Network System (BOJ NET)—an online system in which a number of
financid indtitutions participate to settle both government bonds and funds.

631. Being responsble for supervision of financia markets, the Financial Services Agency tekes
the initigtive in establishing rules and systems for trading as well as supervising the secondary
market.

B. Debt Management Strategy and the Risk M anagement Framewor k
Debt management strategy

632. Asmentioned above, the objectives of debt management can be summarized in three points.

Fird, to ensure smooth and sable funding for fiscal management;

Second, to curb costs on medium-to-long-term financing, thus dleviating the burden on
taxpayers, and

Third, to develop a debt market that has high levels of efficiency and liquidity.

633. To accomplish these objectives asawhoale, it is essentid that debt management policy be
based on two different, yet closely related, perspectives—to be market-friendly and to promote
market devel opment.

634. Thissection outlines the debt management strategy with a prime focus on the implementation
of policiesthat are market-friendy. Market development will be the focus of the next section.

Strengthened communications with the market

635. To ensure smooth and stable funding, it is essentid to fully take into account the trends and
needs in the market so as not to cause turbulence. Therefore, to implement policies that are market-
friendly, an appropriate understanding of market trends and needs is indispensable. It isequaly
essential to work on market expectations through two-way communications for any mgjor changein

policy.

636. The Government Debt Divisonwithin the Minidiry of Finance, in charge of the issuance and
maintenance of government bonds, has severd monitoring officias who maintain daily contact with
bond market participants. Vita information collected through this channd is reported to higher
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reaches of government. At time of issue a number of market participants are interviewed just before
the bidding, so that issue terms can be fine-tuned to meet market needs.

637. While such day-to-day market monitoring by the officidsin charge isindrumenta to
market- based debt management, it was redlized that an advisory group, comprising awide range of
participants, would be helpful for a multilateral exchange of views. Thusin Segptember 2000, the
Ministry of Finance established the Meeting on the Japanese Government Bond Market—aforum
of key market participants, scholars, and experts. While this Meeting is not granted policymaking
powers, it promotes an active participation of its members by appropriately reflecting the content of
discusson on debt management policies. Moreover, through discussion at the Mesting, the debt
management authority can indicate its policy stance, ether explicitly or impliditly. Thus, the subjects
discussed a the meetings are diverse, ranging from short-term agenda, such as maturity structure, to
longer-term issues, such as inditutiona improvement of the government bond market.

638. Mestings of this group take place more or less on a monthly basis. Market participants who
take part in this meeting are eected once every six months, based on their bidding performance.
However, it isimportant that participation in a meeting with the delot management authority not leed
to giving pecid attention to those who participate in such ameeting. Thus, in the case of the
Mesting on the Japanese Government Bond Market, the chairman holds a press conference
immediately after each meeting to announce the content of discusson. Furthermore, detailed minutes
are published before the market opens the following morning, thus diminating any information gap
between members and non-members.

| ssuance at par value

639. Japanese investors tend to prefer issues to take place at or near par vaue. Accordingly,
when determine issue terms, the coupon and maturity must be based on the actud market Stuation
S0 that the issue price comes close to par vaue. Consequently, an outstanding issue can only be re-
opened when the market rate immediatdy before an auction is close to the coupon rate of the
outstanding bond. As aresult, whether or not the reopening rule will be applied will not be known
until the announcement of the issue terms on the bidding day. One consequenceisthat it israther
difficult to predict the find outstanding amount for each issue. Thisis a problem that remainsto be
addressed, for example by introducing a regular reopening rule, such as those used in some other
countries. A change could make the issue price either substantialy over-par or under-par. Thus, itis
crucid to seeif the par-driven propengty of Japanese investors will change when current vaue
acocounting becomes more prevaent.
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Bond issuance via auction

640. To ensurethat government bond issuance is market-friendly, it is desrable that the primary
and secondary markets be linked. Accordingly, an effective approach to market- based issuance of
government bonds is to hold auctions among a number of market participants.

641. InJapan, 10-year bonds—the main tenor since the beginning of the JGB history— are
issued exceptiondly through syndicate underwriting. At present, however, 60 percent of theissueis
digtributed to syndicate members via competitive price auction, to reflect the market mechanism as
much as possble. The remaining 40 percent are alocated to syndicate members at afixed price and
share. Asto the amount offered at a competitive- price auction, when the offered bids amount to less
than the scheduled amount, the syndicate members are supposed to undertake the remaining

ba ance according to their fixed shares at a price equivaent to the average contract pricein
competitive price auction.*”

642. All other bonds are issued using auctions. As aresult, 90 percent of the government bonds
issued in the financid market during fisca year 2001 were offered at auctions.

643. What method of auctionto choose—price or yield auction, or whether to issue bonds a a
uniform price or each at a bidding price—is another point to be considered. In Japan, aprice
auction method has been adopted for al government bonds, except for 30-year bonds and 15-year
floating-rate bonds,™ and issue each of them a a contract price.

644. With 30-year bonds, the current market yield—the basis for determining coupon rate—is
not readily avallable since the secondary market for 30-year bonds is not yet fully functioning. These
bonds are therefore offered usng ayidd auction and the coupon rate is determined afterward based
on auction results, a method that ensures the bonds are issued at or near par. All winning bidders
can purchase the bonds at the maximum contract yield (i.e., Sngle-price method). This method is
regarded as effective for issuing bonds with along maturity.

2 To implement public offering auctions, it is essentia that the secondary market be rdlatively mature
and szeable. Thus, when the market is at ardatively early stage of development, introducing a
mechanism that ensures stable funding, such as the syndicate underwriting system in Japan, could be

avalid policy option.

* With 15-year floating-rate bonds, auctions are held on the spread from the reference rate (j.e.,
the yield on 10-year bonds at the most recent bidding).



- 169 -

Risk management

645. Thelargest risksthe debt issuing authority can face are interest rate fluctuation risks and
refinancing risk. For example, concentrating issues on specific maturity when determining maturity
gtructure could increase therisk of raisng yidds or to concentrate redemption to specific iming
could increase refunding risks in the future. Therefore, a priority is to mantain an appropriate

ba ance among different maturity zonesin the debt portfolio. Thisis achieved by assessing the
market |atitude for each zone, such as short-term, medium-term, long-term, and super-long.

646. In recent years, JGBs with maturity other than 10-year bonds have quickly established
themsdlves as new benchmark bonds with increasing liquidity, which has faciliteted the risk
management. However, as aresult, the appropriate balance among different maturity zones has aso
been in agate of flux. Thus, at present no fixed standard either for maturity-wise ratios or for
average maturity exigs.

647. Itisdso essentid to smooth the redemption structure in the debt portfolio as much as
possible. In fiscd year 2002, a buyback program with the aim of adjusting the maturity sructurein
the debt portfolio is expected to be implemented.

648. When thedidribution of debt issuance among maturity zones is subject to change, it could
lead to increasing interest rate fluctuation risks. Smilarly, a change in debt-related systems, i.e.,
systems governing debt market activities such aslegal systems or settlement systems, could increase
interest rate fluctuation risks, if it is not expected by the market. Therefore, when making a policy
change, it is desrable to create a oft landing by sending sgnds to the market via various channds
to ensure that the change will be afactor dready considered in the market expectations. For
example, in compiling a government bond issuance plan for each fiscal year, the market is
particularly interested in knowing the issue amount for each maturity zone. This is where the Meeting
on the Japanese Government Bond Market can prove its worth. An opportunity to have discussons
with market participants, which will help us better understand the market needs, together with
prompt disclosure of the content of discussons, should help increase the predictability of the yet-to-
be-announced maturity structure.

C. Developing the Government Securities Market
Divergification of government bond maturity and product appeal

649. To develop an efficient market for government bonds, it is essentia to achieve asmooth
yield curve by developing a benchmark bond for each maturity zone, thus increasing liquidity across
the entire yield curve. In the past, the maturity structure used to focus on 10-year bonds, making it
virtualy the only benchmark bond in Japan. In recent years, however, introducing new types of
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government bonds with maturities of other than 10 years has diversified maturity zones.** Also, in
compiling the issuance plan for each fiscal year, issues have increased in 2-year, 5-year,® 10-year,
and 20-year bonds in order to develop them into benchmarks, while taking into account the balance
among them. While determining the terms of issue based on the market Stuation, whether or not the
reopening rule can be applied depends on the circumstances at the time of issue as described

above. But, when the reopening rule is applied, it is aimed and expected to increase liquidity of that
particular issue.

650. On the other hand, an excessive diversfication of maturity zones will be incompatible with
the effort to develop benchmarks. At present, it would be ingppropriate to add yet other
benchmarks by establishing new maturity-bonds, in addition to 2-year, 5-year, 10-year, and
20-year bonds.

651. To provideinvestors with varied investment opportunities focused just on maturities, it is
aso necessary to condder diverdfication from the standpoint of implementation of suiteble, needs-
oriented ingruments from the angle of product appeal. For example, today 15-year floating-rate
bonds, with the semi-annua coupon pegged to the interest rate of 10-year bonds, are offered in
public auctions. Thiswasin response to the growing investor needs for products that can dlow them
to hedge againgt interest rate fluctuation risks.

652. Inaddition, STRIPS (Separate Trading of Registered Interest and Principa of Securities)
are expected to be introduced shortly. Thisintroduction should not only increase the number of
options available to investors, but also it will help achieve a more precise zero-coupon yield curve,
thusincreasing the efficiency of the debt market.

I nformation Regarding Bond | ssuance

I ssuance plan for each fiscal year

“ Public offering auctions have begun in recent years for the following government bonds: 1-year
treasury bills (in April 1999); 30-year couponbearing bonds (in September 1999); 5-year coupon
bearing bonds (in February 2000); 15-year floating-rate bonds (in June 2000); and 3-year discount
bonds (in November 2000).

> Although bonds with maturities of four and six years used to be issued, these bonds were
discontinued in fisca 2001/02, and 5-year bonds were positioned as the benchmark for the
medium-term zone. Thiswasin response to the increased liquidity of the 5-year coupon-bearing
bonds introduced in February 2000.



-171-

653. To make debt issuance transparent and predictable, the Ministry of Finance formulates and
announces a government bond issuance plan for the coming fiscd year, a the same time when the
budget is announced. The issuance plan consists of two parts; (i) classfication by funding purpose,
and (i) classfication by issuance methods and meturity.

654. Thelater classfication isdivided into two——tota amount to be distributed in the private
sector and the amount to those in the public sector. The tota amount to be digtributed in the private
sector is further broken down by maturity, while the total amount to be distributed in the public
sector isfurther dassfied by public entity.

655. Sincethe Minigry of Finance makesit aruleto level each issue amount for a given maturity,
market participants should be able to predict the approximate amount per issue based on the total
issue amount by maturity.

Auction calendar

656. In March 1999, in an effort to make debt issuance more trangparent and predictable, the
Minidiry of Finance began to publish the auction calendar and offering amount prior to auctions.
Previoudy, the auction calendar for the coming three months used to be announced quarterly. The
shortcoming of this method, however, was that investors had to wait till the last minute to be
informed of the firgt auction in the coming quarter. Thus, in October 2001, the announcing method
was changed to a monthly announcement of the auction caendar scheduled for the three months
ahead. This has added to the predictability of debt issuance.

I ssue terms

657. Thetotd offering amount for each issue is published gpproximately one week before each
auction. The coupon rate and the date of redemption, on the other hand, are announced on each
auction date, snce these two are determined by referring to the market Situation up to the last
minute before the auction Sarts.

658. Publication of the above information is made to market participants at predetermined times
both via the Internet and news agencies.

Auction results

659. To minimize the risks on the part of market participants, it is desirable to announce the
auction results as promptly as possible. Since May 2001, auction results have been produced within
12 hours. However, results used to take as long as 22 hours to appear, but by April 2000, the time
had been shortened to 2 hours.

Government bond-related taxation
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660. A 20 percent withholding tax islevied on the interest on couportbearing bonds. Those held
by desgnated financid inditutions (e.g., banks and securities firms), however, are exempted from
withholding tax.

661. Furthermore, in September 1999 awithholding tax exemption system for interest on
government bonds held by nonresident investors was introduced. In April 2001, the tax benefit was
expanded even further. Under the expanded scheme, withholding tax exemptionis aso granted to
interest on government bonds deposited by nonresident investors in the BOJ book-entry systems
through foreign financid inditutions (including so-caled globa custodians).

662. Asto discount bonds, profits on redemption are subject to an 18 percent withholding tax
automdticaly a the time of purchase. However, profits on treasury bills and finencng billsare
exempted from withholding tax (Snce they are now held via the transfer settlement system).

Diversified market participants

663. To develop adebt market with high levels of liquidity, it is essentid to diversfy market
participants as much as possible, thusincreasing the depth of the market.

664. Oneof the characterigtics of the Japanese debt market is that the government sector
(induding the public financia sector such as posta savings), together with the private banking and
insurance sector, hold alarge share of the outstanding Japan Government Bonds, while the share of
JGBs held by individud investors and nonresident investors remains at alow level compared with
other countries.*® Perhaps one underlying factor is Japan sindirect finance-oriented structure. Even
today, alarge amount of household financia assets (totaling ¥1,400 trillion) isinvested indirectly in
government bonds via bank deposits and postal savings. One of the reasons that has added to this
trend has been the deteriorating demand for funds in the private sector because of gagnation in the
€conomy in recent years.

665. Assuch, the structure of debt holdersin any givencountry is so deeply rooted in the
financid sysem asawholethat it isimpossible to categoricaly argue how it should take shape.
However, when alimited number of inditutiona investors hold the mgjority of outstanding JGBS, the
debt market is more likely to move more dramaticaly if thereis a shock. Thus, to increase the
gability of the debt market, it is far better to diversfy debt holders as much as possible.

6 At March 31 2000, individuals held 2.5 percent and nonresident investors 5.2 percent of
outstanding JGBs.
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666. Also, theintroduction of the pay-off sysemin April 2002 (meaning a deposit insurance
system that guaranteed term deposits up to ¥10 million, compared to an unlimited amount in the
past), is expected to heighten the public awareness of credit risks. As aresult, macro-economic
flows of capitd may become more risk-conscious. If that happens, there should be greater needs
for government bonds, since they are credit risk-free financid assts.

667. Indiversfying market participants, the current policy priorities are to promote further
participation by individua investors, nonresdent investors, and non-financia corporations.

668. Regarding individud investors, various public reaions activities have started to
communicate the benefits of investing in government bonds. Toward the end of 2001, for example,
a public relations media campaign was designed to reach individud investors, using televison, radio,
newspapers, magazines, and posters. In addition, plans have been set in fiscal year 2002 to
introduce nonmarketable government bonds, specificaly designed for individud investors.

669. Asfor nonresdent investors, while the aforementioned tax exemption measures have
dready facilitated their entry into the JGB market, plans are to further promote their understanding
Japan'stax systems and other related regulatory frameworks. For the overseas audience, the
Internet, in particular, is regarded as an effective vehicle to deiver information.

Improved settlement system

670. TheBank of Japan serves as the centrd securities depository for government bonds and
provides settlement services for JGBs. The platform for settlement of book-entry securitiesisthe
BOJNET system. Bidding-related procedures in the issuance of these securities are also processed
onlineviathe BO}NET system.*’

671. Book-entry securities are settled online on the BOJNET Japanese Government Securities
(JGS) Trandfer System, a part of the BOFNET system. Another part of the BOFNET system s
the BOJNET Funds Transfer System, an on-line system for the dectronic transfer of funds across
the current accounts at the Bank of Japan. These two separate services were linked in April 1999 to
dlow for the delivery-versus-payment (DVP) method of settlement. To maintain security of the
settlement system, the DVP method of settlement is essentid, thus avoiding the risks arising from the
different timing of settling funds and securities.

" The Bank of Japan was the firgt to introduce such an online bidding system for government
bonds. The system reduced the time needed for bidding procedura work dramatically, enabling the
same-day publication of auction results.
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672. Furthermore, in January 2001 a shift in the method of settling government bonds and the
current accounts at the Bank of Japan took place—from designated-time net settlement to real-time
gross stlement (RTGS). Such as systeminvolves a settlement mode thet limits the direct effect of
the one financid indtitution’ s inability to pay (eg., in the event the inditution is unable to transfer
funds or government bonds for any reason) to the counterparties in a transaction. In other words,
the changeover to the RTGS system was aimed at reducing the systemic risk inherent in designated-
time net settlement.*®

673. Introduction of the RTGS systemn has dso solved another problem of the former designated-
time net settlement. Under the old settlement systlem, each payment was interrelated with other
payments settled at the same settlement time through the netting process, whereas with RTGS each
payment is sttled individudly.

674. Inaddition, under the red-time settlement method, settlement of most transactions at the
Bank of Japan isnow completed early in the day. The earlier timing of settlement has dso
contributed to the reduction of systemic risk by sgnificantly reducing the amount outstanding of
transactions remaining unsettled on the settlement day. However, RTGS s not totaly free from
delaysin settlement and an increase in loop transactions (a Stuation where, for example, three
counterparties short sdlls a security among each other, which will start aloop because no one has
the security to transfer) deriving from an increase in settlement work or a chain of transactions.
Therefore, the occurrence of fails,*® up to a certain degree, needs to be permitted.

675. Previoudy, designated-time net settlement was the norm for the Japanese bond market.
Thus to avoid the systlemic risk inherent in this settlement method, failed transactions were generaly
not permitted. Accordingly, the so-caled “good fal” rule (unified business practice for trestment of
fails) was not in demand then. However, introduction of the RTGS system has changed the
circumstances, prompting the Japan Securities Dedlers Association to study and introduce a “good
fal” rue amilar (for explanation, see Appendix) to the ones established in key overseas markets.

Development of related markets

676. Increased convenience of the futures market and the repo market should facilitate hedged or
arbitrated transactions among three markets, including the cash market (i.e., underlying assets
market), thus adding to the liquidity of the government bond market as awhole.

8 This risk involves the systemic disruptions posed to finandia ingtitutions, and ultimately to the
entire financid system, through a chain of settlement failures or delays in settlement.

9 A fail isaStuation where arecipient of government bonds in a transaction does not receive the
government bonds from the delivering party on the scheduled settlement date.
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677. Japan'sfutures market for government bonds opened in 1985 at the Tokyo Stock
Exchange. Trading of long-term (10-year) JGB futures—which account for the mgority of JGB
futures transactions—in the contract month traded most actively has extremey high levels of
liquidity.® Thisis due, in part, to the fact that many market participants take part for avariety of
purposes, such as arbitrage between contract months or spot versus futures, hedging, and
speculations.

678. Therepo market in Japan used to have two types of transactions— “old-type repurchase
agreement” and “repo transactions of JGBs using cash as collaterd” (known as the “JGB repo”).
Both types had some problems to be addressed. Previoudy, repo transactions of JGBs using cash
as collateral were employed for coupon-bearing government bonds, while the former repurchase
agreement was the norm for short-term government bonds. In other words, Japan's repo market
used to be divided by these two different types of transactions.

679. Since July 1998, market participants began studying new guiddines for repurchase
agreements. This amounted eventually to the Master Repurchase Agreement™! compiled by the
Japan Securities Dedlers Association, thus paving the way to the April 2001 introduction of agloba
standard- oriented method (i.e., “new-type repurchase agreement”), whichis safer and more
convenient than the previous method of transactions. The main characteristics of the new-type
repurchase agreement can be summarized as follows.

Nonresident-friendly method since it is based on internationa standards and legdly positioned
as a“buy-and-dl” transaction.

Higher levels of safety due to strengthened methods for risk management (induding haircut and
margin cdl, dso exiging in the JGB repo) and incorporated measures for handling the Situation
of default of a counterparty.

Newly incorporated subgtitution right (the right to substitute a securities with another security
during the course of the repo transaction) in order to facilitate term loan and deposit.

680. From now on, it is expected that al transactions will be consolidated into the new-type
repurchase agreement. The new consolidated method of transactions should aso help the efficient
formulation of short-term benchmark interest rates that are risk-free.

%0 While super-long (20-year) JGB futures and medium-term (5-year) JGB futures are also traded,
the actud trading volume is negligible at present.

*! The Master Repurchase Agreement is based on the Global Master Repurchase Agreement
(GMRA)—a standard agreement for repurchase agreement used in Europe and the U.S. and was
compiled by the Bond Market Association (TBMA) and the International Securities Market
Asociation (ISMA).
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Appendix
The“Good Fail” Rule

681. Under the “good fal” rule, a party who fails to honor atransaction on atimely basis is
neither subject to punishment nor delinquency charges. Thisis because the rule is based on the
understanding that a “fal” accompanies the economic effect that as such serves as deterrent to the
occurrence of afall and, should it occur, as an incentive to address it.

682. Theruleisillugrated in the following example. Suppose X (deliverer) failed to deliver the
JGBsto Y (recelver) on the contract date. Then, certainly X cannot receive the money for those
JGBs. Thus, X may have to bear the extra cost of raisng funds needed to keep holding the
securities. Or, X has to abandon the opportunity to invest the money that was supposed to be paid
by Y on the contract date. Besides, X will only be entitled to recelve the interest payment for the
period that ends on the contract date, no matter how long X isgoing to hold those JGBs. So, smply
put, for X afall isnothing but dl bad news. On the other hand, Y will be entitled to receive the
interest payment for the period from the contract date to the date of actud ddivery, even though the
JGBs are not yet in the possession of Y. What'smore, Y can keep investing themoney Y was
supposed to pay on the contract datetill the actua receipt of the securities. Thus, Y will gain from a
fail on the part of X.

683. However, under the current Situation of prolonged low interest rates, the mentioned
economic rationdity is less effective in sarving as deterrent. Thus, to put an extradrag on fails, a
temporary measure that dlows'Y for the time being, to demand X to pay for the cost Y would need
to obtain the equivaent amount of securities by borrowing JGBs againgt cash collaterd have been
introduced.
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IX. MExico™
A. Developing a Sound Gover nance and I ngtitutional Framework
Objectives

684. Public debt management aims to ensure that the government’ s financing needs and its
payment obligations are met at the lowest possible cost over the medium to long run, consigtent with
aprudent degree of risk.

685. Theimportance of the government’ s debt management strategy liesin helping generate
macroeconomic stability and stronger public finances. The debt policy for 2002 has the objective of
adequately managing the government’ s debt, helping to generate a stable macroeconomic
environment aswell as sronger public finances. Thisis even more important during ayear where
most economies are encountering difficulties, probably characterized by low growth rates and
uncertainty in the internationd capita market. In this regard, the government’ s has adopted the
following debt management policy for 2002:

Asin past years, the fiscd deficit will be financed in the domestic market. The uncertainty in the
internationa market aso underlines the need for this strategy during 2002.
The drategy in the domestic debt will be focused on three areas:

- improving the maturity profile;

- extending the average life of domestic debt; and

- developing the long-term yidd curve. It isimportant to note that issuance of the 10-year

nomind fixed rate bond dates only to July 2001.

The externa debt strategy is expected to continue to extend the maturity profile and a the same
time lower costs by implementing active debt management Strategies aming at reducing market
imperfections in the sovereign yidd curve. The srategy dso intends to avoid refinancing risk due
to large concentrations of maturitiesin any given yesr.

Legal framework

686. Thelegd framework for the debt management is covered by the following Articles:

Article 73 Section V111 of the Political Constitution of the United Mexican States (UMS)
empowers the Congress to establish the basis upon which the Executive may borrow upon the
credit of the Nation, approve such borrowings and order the repayment of the National Debt.

*2 The case study was prepared by the Mexican Public Debt Department of the Ministry of Finance.
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Article 89 Section | of the Political Constitution of the UMS empowers and establishes the
duty of the President to promulgate and execute the laws enacted by the Congressin order to
provide for exact observance of the laws by the government.

Article 31 Sections V and VI of the Organic Law of the Federal Public Administration
provides that the Ministry of Finance and Public Credit shall manage the public debt of the
Federation and perform and authorize dl transactions involving the public credit.

Article 1 of the General Law of Public Debt provides that the following entities are
authorized to borrow: (i) The Federd Executive and its branches, acting through the Ministry of
Finance and Public Credit, (ii) decentralized public agencies as well as public corporations (i.e.,
corporations with mgority government ownership), (iii) government credit inditutions and
auxiliary credit organizations, government insurance and surety companies, and (iv) trusts for
which the grantor is the Federd Government or any of the agencies mentioned above.

Article 4 Section V of the General Law of Public Debt establishesthat the Federa
Executive, acting through the Minigtry of Finance and Public Credit, shdl be vested with the
power to contract for, and manage, the Federd Government public debt and to provide the
guarantee of the Federd Government in credit transactions.

Coordination with monetary and fiscal policies

687. Debt management policy is determined by fisca policy. If fisca policy is coordinated with
monetary policy, debt management policy will beindirectly related to monetary policy. In this
regard, borrowing programs are based on the economic and fisca projections contained in the
government budget. The financid projections used in the government budget such asthe inflation
rates and interest rates are consistent with the monetary program of the Bank of Mexico (BOM),
the centra bank. In addition, as will be described later, for many transactions the BOM acts as
financid agent of the Federd Government (government). This requires a continuous working
relationship between the fiscd and monetary authorities regarding delot management policy.

Guidelinesfor debt management

688. When the budget is authorized at the end of each year, the Congress approves the annua
limit for net externd and interna borrowing submitted by the government through the Minigtry of
Finance and Public Credit. Thislimit reflects the debt policy for the coming year, which isaso
submitted to the Congress who andyzes thisinformation carefully. Thisingitutiond framework ams
to support that a prudent government debt management strategy is implemented.

689. In addition, every new adminigtration sets forth a genera program for borrowing and debt
management, directly related with the fiscal objectives established for the period.
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Ingtitutional structure of debt management
I nstitutional structure of debt management within the government

690. The principa agency of debt management is the Ministry of Finance and Public Credit,
acting through the unit Generd Direction of Public Credit. The main powers that are delegated to
the unit are to negotiate and execute all documents related to:

the public credit;

the authorization and registration of borrowings by public entities, including the devel opment
banks; and

financia transactions and derivatives to which the government is a party.

691. ThePresident of the United Mexican States appoints the Generd Director of Public Credit.
The Senate mudt ratify the appointment.

692. The Generd Director of Public Credit reports to the Under Secretary of Finance and
Public Credit. Every quarter the issuance program for domestic debt is discussed with the Under
Secretary before its publication. Moreover, the reporting covers the negotiations rel ated to the
authorization of borrowings by public entities, and the financid transactions to which the government
isaparty. This covers, for example, every new operation of the government in the internationa
capital market. The frequency depends on when these negotiations take place.

693. Asmentioned, the central bank acts as financiad agent of the government in the issuance and
the service of domegtic bonds as well as other liability management operation . The BOM isadsoin
charge of paying the government debt derived from most of the externa debt, with the funds of the
federad government and under the ingtruction of the Genera Public Credit Direction. This entailsa
constant working relationship between the two entities.

Organizational structure within the debt management office

694. The debt management office is organized as follows:

General Direction of Public Credit

Deputy Deputy General Deputy General Deputy General Deputy General Deputy General
General Direction of Internal Direction of Direction of ~ Direction of Legal  Direction of
Direction of Credit International Project Procedures Public Debt

External Credit Financial Organisms Financing
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The Deputy General Direction of External Credit manages the issuance of securitiesin the
internationa capital markets and carries out ligbility and risk management concerning the debt
portfalio.

The Deputy General Direction of Internal Credit formulates the policies and managesthe
programs concerning the financing in the domestic market.

The Deputy General Direction of International Financial Organisms negotiates the
conditions of the loans with the World Bank, , the Inter- American Development Bank and other
finandd organiams.

The Deputy General Direction of Project Financing negotiates and implements the policy,
regarding the financid operations, specid schemes and infrastructure projects.

The Deputy General Direction of Legal Proceduresisin charge of solving issues related with
the legd framework applicable to public debt management and provides legd advice to the
Generd Direction of Public Credit and to the others Deputy Generd Directions.

The Deputy General Direction of Public Debt negotiates, authorizes and registers the public
debt. This department also gathers and records the statistical information related to the public
debt.

Retain qualified staff

695. Newly hired directors, deputy directors, and head of departments must have a strong
knowledge in & least one of the following subjects: public finances, economics, accounting, public
debt management, law, gatistics and any other subject relating to public debt management.

696. For the &&ff, there are internd training programs in public finances, law and accounting. In
addition, scholarship programs are offered to the staff according to the specific area where they
work.

697. Exduding the deputy generd directors, directors and deputy directors, the staff turnover
within the Generd Direction of Public Credit islow. The economic benefits are the samefor al
government employees, in that there are no additional economic incentives for Public Credit staff.
However, since there are possihilities to learn different aspects of debt management—such as
policies concerning the financing in the internationa capital markets and in the domestic market,
knowledge of the lega framework related to public delt management and/or risk management of
the debt portfolio—the Public Credit Direction is regarded as an attractive place to work.

Trangparency and accountability

698.  During the course of each year aunit of the Ministry of the Comptroller and Adminigtrative
Development monitors the accounts, financid statements, activities and operations of the Genera
Direction of Public Credit. Also during each year, the Congress, through its auditing organization,
reviews the accounts, financia statements and other specific topicsthat are of interest to its
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members. The audit follows generdly accepted auditing standards as well as generdly accepted
accounting principles applicable to government finances and debt management.

699. Inaddition, it isimportant to mention that Mexico belongs to the Data Dissemination Group
of the International Monetary Fund. In this regard, hitorica data on Mexico's public debt from the
Ministry of Finance is available on its web page (www.shcp.gob.mx).

B. Debt Management Strategy and Risk Management Framework

700. The government has been able to reduce the country’ s vulnerability to contagion of
internationdl financid crises mainly through sound macroeconomic policies and fisca discipline. The
fiscal deficit has been decreasing for the past severd years and the government will continue with its
medium-term god of achieving a baanced budget. On the monetary policy front, discipline has
contributed to the achievement of the BOM’ s inflation target for the past two years and,
consequently, to more stable domestic financia markets.

701. A prudent and congstent debt management policy has dso been an important tool in the
ambition to reduce the country’ s vulnerability. Since the late 1980s, issues regarding public debt
have acquired grester importance in the strategy carried out by Mexican authorities. The focus has
been on a strategic debt management that permits control over the debt and, at the same time,
improves the debt’ s terms and conditions.

702.  Since 1995 the public debt as a proportion of GDP has diminished substantialy, reaching
levels not seen since the mid-1970's (see Figure 1). This has resulted in an important reduction in
the debt service dlocation, in reducing the vulnerability of the economy to external shocks and also
decreasing the public finance s pressure. Furthermore, due to the effective tranamission of fisca and
monetary policies, areduction in the interest rates has aso been observed.

703. Naturdly, debt policy hasto coincide with economic policy. A greater local indebtedness
could put pressure on interest rates and increasing the financing cost for the private sector, causing a
form of “crowding-out” effect in the domestic market. Furthermore, a greater externd indebtedness
increases the refinancing risk and could lead the loca currency to gppreciate, affecting the
competitiveness of the private sector and motivating imports of products and services. Therefore,
the yearly debt policy approved by the Congress establishes what will be the sources of the
financing the government requires—whether it will fund itsef abroad, in the domestic market or a
combination of both—in accordance with the economic policy. The issuance of debt by both the
government and the agencies has to be considered in debt policy in order to avoid the concentrating
of repayments in the same year. Consolidated reports on this issuance of debt are aso presented to
Congress.
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Figure 1. Public Debt Evolution, 1971-2001
(In percent of GDP)
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Note: IPAB; Instituto de Proteccion al Ahorro Bancario. The government created this institution in order to
back up the credit defaults, thus avoiding the banking system failure.

704. 1t should aso be noted that the government hes been very active in promating the
development of the local debt markets by providing new regulations and instruments. The policy has
alowed Mexico to fund its budgetary needs with loca debt, which in turn aso has helped the
development of local debt markets, and alowed areduction of the externa debt. In this sense,
external debt as a percentage of tota debt has demonstrated a clear downward trend thanks to
declining limits on net externd indebtedness.

Internal debt

705. The Mexican government today faces two different types of risk with respect to domestic
debt.

Interest Rate Risk. Given that alarge amount of floating rate debt is ill outstanding, thereisan
inherent risk of anincreasein interest rates will result in higher financia costs. However, as can



be noticed from Figure 2, the relative importance of floating rate debt has decreased over the

last years.

Refinancing Risk. Thisrisk arises from the possibility of an adverse environment in the globa
capitd market, where the government could face difficultiesto roll over its maturing debt in
favorable conditions. Given the improvement of the amortization profile during the past few
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years (see Figure 3), the refinancing risk is managegble.

Figure 2. Internd Debt Composition by Type of Instrument
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Figure 3. Amortization Profile of Domestic Debt

05
04
03

0.2

Il

00
6 7 8 9 10 1

1998  B2001

706. To manage the interest rate risk and the refinancing risk, the government has undertaken a
issuance strategy based on the following assumptions:

issuance of long-term floating rate debt with 3-to-5 years maturities in order to reduce the
refinancing risk started in 1997 and;

gradud issuance of fixed rate long-term ingrumentsin 3-, 5- and 10-year maturities to reduce
further the refinancing risk, while at the same time lowering interest rate risks.

707.  Sincethe market for instruments with long duration is not deep, the Mexican Government
has continued to issue floating rate debt. When the market permits, a gradua shift to fixed rate debt
issuance will continue to occur.

708. Thisissuing drategy is part of the overal debt management drategy that the government has
in place. In order to guarantee that the current strategy in the loca market is sustainable, the
government has put specid emphasis on macroeconomic policies, both fisca and monetary, aimed
a promoting sability.



- 185-

External debt

709. The solid fiscd position registered throughout the most recent years, dong with the
gructura reforms aimed at opening the economy to the externa sector, has strengthened the
liquidity position of the public sector with its externa creditors. This development hasled to a
reduction in Mexico's vulnerability. Today, the entire stock of public externa debt could be covered
with ahdf year’ sworth of exports, alevel not seen since the 1950s. The government regards it as
highly important to maintain this Stuation through prudent management of public finance and externd
debt. The issuance of Externa Debt by the government and the agenciesis constrained by aceiling
imposed in the budget by the Congress at the beginning of the year.

Figure 4. Net Public Externa Debt to Total Export Retio
(In percent)
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710.  Therisk management framework for the externa debt management is oriented toward
covering the government’ s refinancing needs, servicing existing debt and improving the maturity
profile, aswdl as lowering the financing cost of debt. The main risks that the government faces with
respect to its externa debt portfolio are refinancing risk, currency risk, and interest rate risk.

The refinancing risk is managed by maintaining a prudent maturity profile, (see Figures 5 and 6)
and not alowing large amounts to mature in asingle year.
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The U.S. dollar isthe natural source of exterrd funding because of the large inflows of U.S.
dollars that enter Mexico through foreign direct investment, portfolio investment and aso
through transfers of dollars from Mexicans living in the United States. Consequently, the nor
dollar-denominated debt represents greater risk for the government.

The government has been prudent in sdecting the portfolio’s compostion of floating and fixed
rate debt, and thusit is composed mainly of fixed-rate instruments. To hedge againgt any risk
incurred from any floating rate debt, the government may use the derivative market to hedge that
risk. In hedging securities with derivatives, the government mainly uses cross-currency swaps,
embedded options, and interest rate forwards.

711. Thegovernment's externa debt portfolio consists of both marketable debt and of nor-
marketable debt. Collateral deposits guarantee some of the external debt of the government, which
are mogily Brady Bonds. This guaranteed debt is usualy bought back or called whenever there are
net present value savings, in order to monetize the collaterd and generate additiond resources for
the government. The government is currently trying to retire this debt by adding more market debt to
its debt stock (see Figure 7), making its portfolio more liquid and qudifying it for more benchmark
credit indices as alarge and liquid issuer, adding vaue to the government’ s bonds.

712.  The government takes advantage of market opportunities as they occur. In the last few
years, due to favorable market conditions, it has completed its funding early in the year. Snce
funding requirements have been rdatively low, refinancing risk, as such, has not concentrated in any
particular month within the year. Once the externa funding needs are fulfilled, either in capita
markets or from bilaterd or multilaterd ingtitutions, the government focuses on management of the
debt according to the celling imposed by Congress. Liability management is mostly used to retire
collateradized debt (i.e., Brady Bonds) and debt with embedded options, dlowing the federa
government to benefit from net present value savings.

713. Inorder to assessrisk and find an opportunity to lower cogts, the government congtantly
monitors the financial markets, especialy markets for securities issued by smilar rated Sovereign
and corporate borrowers. Neverthel ess, the main factors that help the government to reduce the
cost and risk of its debt portfolio are without doubt sound fiscal and macroeconomic policies.
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Figure 5. Federd Government External Debt Amortization Profile, as of September 30, 2001
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Figure 6. Agencies External Debt Amortization Profile, as of September 30, 2001
(Inbillions of US$)
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Figure 7. Percentage of Public Externa Debt
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Contingent liabilities

714. The government also guarantees debt issued by the agencies. Every three months, it
presents a report to Congress containing al the relevant information about public debt, which
includes the public sector’ s debt stock, amortizations, new funding, and smilar information.

Management information systems

715. Thegovernment’s debt managers have the necessary informationd tools to andyze the risk
profile of the debt portfolio. Thisis achieved mainly from day-to-day observation of the different
financid and economic indicators, taking this information and performing various stress tests using
current interest and foreign currency rates, then examining the outcome of each scenario and
assessing the probability of an adverse outcome. In addition, this is supplemented with periodic
reports and databases.

716. Naturdly, any anadyss depends on the continuity and reliability of qudity information, adding
great importance to the various information systems used by the government. It currently uses,
through its debt management office, such services as Bloomberg, Reuters and Infosdl, aswell as
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having access databases, vauation programs, and on-line quotes from both the loca and the
externd markets.

C. Developingthe Marketsfor Government Securities
Internal debt

717.  Inaddition to the strategy followed by the government to develop the domestic debt market
mentioned earlier, the centra authorities have undertaken measures to foster the development of an
efficient secondary market.

Extend the yield curve

718.  Ascan be notice from Figure 8, the average maturity of the debt portfolio has increased
substantidly during the last years. In order to continue the development of the long-term government
securities market, the length of the yield curve has been extended through issuance of longer-term
bonds. Instruments of 3-, 5-, and 10-year fixed rate maturity were introduced in January and May
2000 and in July 2001 (see Figure 9). This strategy will be continued in order to consolidate the
yield curve and possibly extend it further. With the development of the yield curve, the government
has aso paved the way for private sector issuers and has facilitated the development of aliquid
derivatives market.
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Figure 8. Average Life
(In days)
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Figure 9. Evolution of Interest Rate Curve
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I ntroduction of market makers (primary dealers)

719.  In October 2000, market makers were introduced to the market to increase liquidity,
reduce transaction costs, and facilitate end-buyers their purchases of government securities.
Brokerage firms and financia inditutions can be selected as market markers, based on their activity
in the primary and secondary markets. There is an aso continuous evauation of the market
development vis-a-vis the activity of the market makers, in order to guarantee that they continue to
be an important piece in the development of the domestic market.

720. Market makers have the following main obligations:

Pace bidsin the primary auction for each type of fixed rate insrument, for a minimum amount of
20 percent of the auctioned amount.

Pace continuoudy bid-offer quotes for fixed-rate instruments with authorized brokers, for a
minimum amount of 20 million pesos and amaximum bid-offer spread of 125 basispoints (in
terms of yield).

Provide authorities with al the requested information to quantify their activity.
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In exchange for the obligations, market makers have the following privileges

The right to buy securities after the primary auction. This cdl option (“Green Sho€’) hasthe
following characteridtics:
- only good for fixed-rate ingruments offered in the primary auction;
- only can be exercised by market makers who offered a competitive rate in the primary
auction;
- additiona securitieswill be assgned at the weighted average rate registered in the
primary auction;
- themaximum amount that can be exercised through the call option is 20 percent of the
auctioned amount.

The Market Makers may borrow from the central bank the minimum of the following fixed rate
securities of Cetes or Bonos:

- 2 percent of thetotal outstanding amount of each issue of Cetes or Bonos,

- 4 percent of the total amount outstanding Cetes and Bonos.

721.  Withtheintroduction of market makers, an important increase in secondary market liquidity
(see Figure 10 below) has occurred. As a consequence, bid-offer spreads for dl fixed-rate
securities aso have tightened substantiadly. On average, the spreads have decreased from 36 basis
points in January 2000 to 27 basis pointsin November 2001. This has facilitated the distribution of
government securities dl the way down to end-buyers and smdler clients.

Reopening of outstanding issues to increase size and liquidity

722. Inorder to incresse liquidity to the government securities secondary market, the government
has been reopening outstanding issues. This has helped to build up issues with alarger outstanding
amount and at the same time reduce the number of issuesin the market, thereby concentrating
liquidity. Currently, the average outstanding amount of long-term securitiesis 17,000 million pesos
per issue, compared to less than 4,000 million pesos per issue at 1999.

Securities linked to an inflation index

723. The government is currently issuing 10-year inflation-indexed securities on aregular basis.
Asaresult of the current price stability, the relative importance for this type of indruments has
declined (see Figure 2). Neverthdess, since there is a natural demand for inflation-indexed
indruments coming from pengons funds and insurance companies, it is highly possible thet the
government will continue to incorporate these insruments in the issuing program.
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Figure 10. Secondary Market Trading of Bonos
(In millions of pesos)
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Other measures

724. Inline with the objective of strengthening government securities markets, the government
has aso been doing the following:

Announcement of the government securities auction caendar on aquarterly basis.

Continuous contact with the financid community. There are monthly meetings with market
makers to discuss recent developmentsin the loca markets, and the overall macroeconomic
environment. Moreover, periodic meetings or conference cdls are held with other ingtitutiona
investorsin order to discuss relevant issues and get feedback the current issuing program of
government securities issuing program.

Improvement of the repo market and securities lending regulation. Substantial changes are being
discussed on the way the repo market currently operates with the financial community. Some of
these changes include the standard documentation by which this market regulatesitself (ISDA
type) that is not used currently for repo transactions.
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External debt

725. Mexicoisaways sendtive to market demands whenever investors are interested in investing
in anew issue. Efforts are made wherever possible to satisfy investors who take the risk of
providing funding, and in the end motivate good performance in the secondary market. This alows
Mexico to better defineitsyield curve, and therefore, to lower it’s financing costs. Another step the
government has taken to make possible healthy and well-performing portfoliosisto issue new
bonds in an amount that is lower compared to the total orders made by investors for the new bonds.
In this way, the government is able to avoid oversupplying the market with the new issue, whichin
some way's could affect secondary market performance. The supply-demand information, provided
by investment banks, is crucid to better understand the timing and Sze of anew issue. The
government aso devotes itsdlf to trying to improve the compostion of the debt portfolio by retiring
or replacing bonds that cause distortions on the curve. This generates cost savings to the
government and satisfies investors.

726. When sdecting the best borrowing dterndtive in the internationa market, it isimportant to
mention that the government has to consider private sector needs. It does this by trying to choose a
tenor that will fill agap in the sovereign yidd curve in the internationa market, and whenever
possible, establish points of reference—in the form of benchmark issues—for market participants
from the private sector. Once the government has established a wdll-defined yidd curve, it will be
easier to price anew bond issue for Mexican corporations. Since the sovereign risk component is
established and measured with the sovereign yield curve, corporations only have to price their own
risk, mainly credit risk. Thiswill achieve amore accurate price of corporate bonds.

727.  Inorder to finance itself abroad, the government uses mainly three different markets, which
provide different advantages. These are markets for the dollar, the euro, and the yen (see Figure
11).

728. Because of the large flows of dollarsinto and out of Mexico due to trade, and because
some fisca revenues are o dollar-related, the most important foreign market for the government
to finance itself abroad isthe dollar market. The yield curve of the debt portfolio in this market isthe
maost complex the government has built in externd markets, having securities ranging up to 30 years
in maturity and very liquid benchmarks (see Figure 12).

729. Having awel-defined yidd curve in the dollar market alows the government to distribute its
debt placements through time when refinancing debt or when new financing is needed. Thisdso
helps the private sector to finance itself abroad, by establishing reference points to which they can
compare to, making it easier to vaue their credit risk. The government has been able to build ayied
curve that has provided the market with information and thus has dlowed the government to
correctly price its market debt in any
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Figure 11. United Mexican States Market External Debt |ssuance, 1996-2002
(asof January 14, 2002)
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Figure 12. United Mexican States Dollar Yield Curve
(as of February 13, 2002)
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given maturity. Although the government has had an important success in the achievement of this
god in the dollar market, it plans to continue doing so while providing other markets, such asthe
euro market, with thisinformation.

730. Evenif the euro and the yen market are smaller in proportion compared to the dollar
market, they sometimes present arbitrage opportunitiesin terms of spread over the U.S. Treasury
once euros and yen are swapped into dollars, making financing possible at alower cost compared
to that of the dollar market.

Information

731. Mexico ataches high importance to providing accurate and transparent information to the
financid community, whether it isforeign or domestic. Toward this end, senior government officers
carry out regular “road shows’ in financid capitas, where they present the most recent economic
developments in the economy and projections for the near future. During these presentations the
government aso announces any new policies that have been made.
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732.  Whenever the government accesses the internationa market with anew debt issue, it
digtributes a press bulletin to the media containing the most relevant characteristics of the bond issue
with comments on how the issue complies with the delbot and economic policy.

733.  The government dso makes available rdlevant investor information on its web Site
(www.shep.gob.mx). This information consists of quarterly reports containing debt statitics, tables,
and the like. Since 2001, the Government has been aso publishing debt reports on a monthly basis.
Even though monthly reports have less detailed information, they are often ussful in monitoring
public finance and debt.

Tax treatment of gover nment securities

734. Thefiscd trestment for holders of bonds issued by the government aso can be attractive for
investors, in that any payments of principa or interest are exempt from any withholding tax if they
are held by anonresdent of Mexico or through atemporary establishment in Mexico.
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X. KINGDOM OF M orocco™

735.  Asanintroduction to the description of public debt management in Morocco, it would be
useful to present some aggregates, illustrating trendsin Morocco’s public debt burden and
associated charges.

736. Externa public debt (direct and guarantee debt), at the end of 2000, amounted to US$16
billion—equivaent to 48 percent of GDP or 121 percent of balance of payments current revenues.
Externa public debt is distributed between the Treasury’ s direct debt and guaranteed debt in the
proportions of approximately 70 and 30 percent, respectively. Charges on the external public debt
paid during 2000 amounted to more than US$2.5 billion, i.e,, 19 percent of balance of payments
current revenues.

737. The Treasury’sdirect debt (domestic and externd) at end-2000 amounted to the equivalent
of US$25.2 hillion, representing 76 percent of GDP, including US$14.1 billion, or 42 percent of
GDP, in domestic debt.

738.  The Treasury'sdirect debt service amounted to US$3.7 billion, including US$2 hillionin
domestic debt and US$1.7 hillion in externa debt. Interest charges, which amounted to the
equivaent of US$1.7 hillion, absorbed 22 percent of current budget revenues.

739.  During the period 1983-1992, the Moroccan authorities concluded six rescheduling
arrangements with the Paris Club and three with the London Club, entailing the rescheduling of
US$12.7 hillion, including US$6.9 billion with the Paris Club and US$5.8 hillion with the London
Club. Morocco ended the rescheduling cycle in 1993.

A. Framework for Public Debt Management
Public debt management objectives

740. The objectives pursued in the area of public debt management have been established in the
light of the trendsin Morocco's economic and financia Stuation and the congraints thet the country
has had to address. Accordingly, until the early 1980s, emphasis was placed primarily on raising the
funds required to finance the central government’ s ambitious invesment program. In this context and

*3 The case study was prepared by Lahbib El Idriss Lalami and Ahmed Zoubaine fromthe
Treasury and Externa Finances Department of the Ministry of Economy, Finance, Privatization and
Touriam.
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to offset insufficient domestic saving, the authorities relied subgtantialy on the internationa financid
market where abundant liquidity was available with favorable interest rates.

741.  With the outbreak of the debt crissin the early 1980s, debt management objectives shifted
subgtantialy to reducing pressure on the balance of payments and the budget by rescheduling of
debt charges, mohilizing concessiond financing; and by relying on domestic resources to cover the
Treasury’s requirements.

742. Beginning in 1993, as Morocco’' s macroeconomic viability was restored, the authorities
adopted a more dynamic approach to debt management, with the objectives of

Financing the Treasury’ s requirements with optimized cogts and risks through arbitrage between
domestic and external resources, and
Reducing the burden and cost of existing public debt to sustainable levels.

L egal framework for debt management

743.  Public debt operations, in terms of borrowing (domestic borrowing issues and externd [oan
arrangements) as well as debt expenditure (payment of principd, interest, and commissions), are,
like government revenue and expenditure, subject to the principle of prior authorization incorporated
each year into the budget law.

744. Theannud budget law voted by Parliament therefore includes specific provisons authorizing
the government to borrow externaly within the celling of the programmed overal amount, and to
borrow domesticaly to cover the Treasury’s deficit and cash requirements. Parliament dso
approves the budget appropriations required to honor payments of principa in connection with
medium and long-term debt and interest on all debt.

745.  On the revenue side, the authorization to borrow is covered by two decrees accompanying
the budget law, under which the Prime Minister delegates power for that purpose to the Minister of
Economy and Finance or his authorized representtive, to arrange external borrowing and provide
government guarantees under the First Decree, and to issue domestic debt under the Second
Decree.

746.  On the expenditure Sde, the Minister of Finance, who is the authorizing officer for
settlement of domestic and external debt service, delegates powers to make scheduled debt
payments to the managing units officers.

I ngtitutional framework for debt management

747.  Public debt management is the respongbility of the Treasury and Externd Finance
Department, of the Ministry of Economy and Finance. This Department is responsible, in particular:
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For meeting the Treasury’ s financing requirements through mobilization of the required domestic
and externd resources,

Borrowing and payment of debt service;

Dynamic management of exigting debt; and

Proposing legidative and regulatory texts and reforms reating to the Treasury financing and the
finanda market in generd.

748. Attheexternd levd, the Treasury and Externd Finance Department establishes the externd
finance drategy and coordinates the tasks of negotiating and mohilizing the resources involved. The
Department is therefore respongible for negotiating financia protocols, mohilizing borrowing in
connection with the balance of payments and structura adjustment loans, and addressing issues
related to onlending and providing guarantees for externa borrowing. It dso centraizes externd
debt data relating to public and private sectors.

749. At thedomedtic levd, this Department’ s tasks consist of

Initiating domestic borrowing issues by supervisng operations to issue Treasury insruments,
establishing the needed amounts to be borrowed, issue conditions, and redemption modalities;
Monitoring debt stock and repay debt charges;

Processing records related to domestic centra government guarantees; and

Supervising the program to modernize and reform the financia sector and initiate the relevant
legidative and regulatory texts.

750. Theroleof Bank Al-Maghrib (BAM)—the centrd bank—acting asfinancid agent of the
government, consgs of:

Collecting drawings in foreign currencies in connection with externd borrowing and supervising
Treasury instruments auctions (domestic issues), by crediting the Treasury’ s current account for
the dirham equivaents of externd drawings and the amounts subscribed through the auction
market; and

Making settlements on the basis of payment orders received from the Treasury and Externd
Finance Department , for debt servicein foreign currenciesto foreign creditors, and in dirhams
to loca subscribers, by debiting the Treasury’ s current account.

751. Lagt, acentra depository, known as Maroclear, was established following the
demateridization of certificates of indebtedness (including Treasury instruments). Maroclear is
responsible for custody of Treasury instruments and supervising settlement and ddlivery operations
in connection with buying and sdling of Treasury notes on the secondary market.
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Organizational framework for debt management

752.  Debt management is the respongbility of the Treasury and Externd Finance Department,
primarily through the following three divisons:

Treasury Operations Division, whose tasks are, in particular, to (i) prepare budget
projections, monitor government finance equilibria and determine the Treasury’ s financing
requirements; (i) mobilize domestic resources needed to cover financing requirements by
conducting Treasury instruments auctions; (iii) propose reforms and measures to stimulate the
market; and (iv) process and monitor onlending of externd loans,

External Debt Management Division (DGDE), which isresponsible for (i) covering public
externa borrowing and settling central government debt service; (i) preparing debt statistics and
analyses on debt, on a sectoral basis and in aggregate form (by country, sector, currency, €tc.);
(ii1) andyzing debt and financia conditions for loans and formulating proposals to reduce debt
service and/or debt stock; and (iv) implementing debt relief activities such as refinancing onerous
debt and renegotiating interest rete;

Debt Restructuring and International Financial Market Division, which is respongble for
(i) implementing debt relief and restructuring operations such as conversion of debt into public
and privae investment; (ii) preparing for Morocco' s return to the internationa financial market
and initiating issuance operations in that market; and (iii) executing Svap operationsinvolving
exigting debt.

753. The Treasury and Externa Finance Department also has a subdepartment responsible for
mohbilizing and coordinating traditiond externa financing, a divison responsible for bank regulation
and monetary research, and a balance of payments divison responsible, inter dia, for reguleating
externd financid and commercid operations.

754.  Intermsof human resources, the debt management units have ateam of 30 professonds
highly trained in the areas of economics, finance, law, computer science, and statistics, among
others. These professionas have devel oped sound expertise in debt management through their
acquired experience in this area, and through targeted continuing education—interndly (study days,
workshops, and training seminars) and externdly (in-service training and courses organized by
internationa banks and ingtitutions).

Budget and monetary policy coordination

755.  Coordination of debt management policy with centra government budget policy and the
monetary policy implemented by the central bank poses no particular problems.

756. Inthisconnection, the Treasury and Externa Finance Department, which is responsible for
debt management, participates actively in defining the orientations of the budget law, particularly at
the leve of the budget deficit and the resources to cover it; budget execution; and rectification of
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any overruns that may occur. It aso prepares government cash projections generated during the
budget execution and identifies and implements financing mechanisms.

757. At the monetary leve, coordination with the centra bank is the task of an oversight joint
committee which is respongble, inter dia, for defining monetary and inflation objectives, monitoring
their execution, and proposing reforms and measures to be enected. Guidelines and measures to be
gpplied are presented to participants at meetings of the National Committee on Money and Saving,
which is held at the centra bank, and is chaired jointly by the Minister of Economy and Finance and
the Governor of Bank Al-Maghrib.

758.  Further, asthe main borrower on the domestic market, the Treasury enhances the stability
of the money market, primarily through its constant presence on the auction market, and through the
announcement of its financing requirements to provide maximum vighility on that market. Thisis
increasingly important as the interest rate curve on government bonds has become a reference for
Morocco' s financia market in generd, particularly for remuneration of saving and financid
instruments.

Transpar ency and communication

759.  During the annud press conference on financing policy held after adoption of the budget
law, the Minister of Economy and Finance assesses indebtedness by presenting the key results and
dtatistics on debt for the year ended, announces the objectives established to cover the Treasury’s
financing requirements for the current fisca year, and the measures and actions to be implemented in
the area of financing.

760. Some datistical data on Treasury debt such as drawings, amortization, and outstanding
balances are published on the Internet (www.mfie.gov.maldtfe/tbstat.htm) in a Note de Conjoncture
(economic brief) produced monthly by the Treasury and Externd Finance Department.

761. The Moroccan authorities also report externa public debt data annudly to the World Bank
(Report forms | and 11) for publication in the form of summary statements, and intend to subscribe
to the IMF Special Data Dissemination Standard.

762. Inaddition, the Treasury and Externd Finance Department organizes meetings from time to
time among various participants in the domestic market, and in particular, the central bank and
transactors (Treasury securities dedlers, OPCVMs (mutual funds), stock brokerage firms, etc.) to
enhance communication and transparency in indebtedness policy. Topics discussed are mainly
related to macro-economic fundamentds, financia market devel opments (such asthe liquidity in the
market and the interest rate curve), and reform proposals.
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763. Inaddition, while looking for achieving the adopted objectives, the Treasury and Externd
Finance Department issues monthly announcements of the amounts to be raised on the auction
market and the results of subscriptionsin terms of volume, interest rates, and maturities.

Collection of debt data

764. The Treasury and Externa Finance Department is responsible for collection and
centraization of public debt data. The data available to the Department are supplemented and cross
checked regularly with information provided by:

Various Departments of the Ministry of Economy and Finance, and in particular, Budget
Department, Centrd Guarantee Fund and Foreign Exchange Office;

The central bank for credit and debit notices relating to drawings and reimbursements of
Treasury debt;

Public enterprises benefiting from a government guarantee, for data on their externd borrowing;
and

Creditors.

765.  Where government debt is concerned, data collection does not pose any particular problem
as the channds for systematic data reporting are well established and the indebtedness processes—
externa (commitment, disbursement, and repayment) and domestic (subscription and repayment)—
are centralized with the Ministry of Economy and Finance.

766. For externa debt guaranteed by the central government, data collection problems were
solved by recording information upstream upon the issue of guarantees and by disseminating a
circular from the Minigter of Economy and Finance indituting the requirement for public enterprises
to regigter thair externd financing agreements with the Externd Debt Management Divison and to
file monthly or quarterly reports with the Divison, containing the data on their externd debt, using
standard reporting forms provided for that purpose.

767. For domestic guarantee debt, data collection poses no problems as guarantees are granted
by adecree of the Prime Minister and decision of the Minigter of Economy and Finance etablishing
the maximum amount of each issue. In addition, guarantee operations have so far involved only a
few public indtitutions and securities issues have been subscribed by government agencies and
insurance companies.

768. Privae debt satistics are collected by the Foreign Exchange Office based on information
collected a the levd of the banking system, in which aform must be completed for each cusomer’s
externa borrowing operations and the relevant movements. Similarly, an awareness campaign was
conducted with the banking system, and mgjor enterprises were informed they should report this
information directly to the Foreign Exchange Office.
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Computerization of debt management

769. A debt management computer system designed by a Moroccan research firm for public
externa debt (both central government and public enterprises) became operationa in mid-1993,
and was later extended to domestic debt and on+lending activities. This system, developed on the
basis of ardationa database management system known as Informix, operatesin a Unix multitask,
multi-user environment. A program generator is used to facilitate maintenance and development of
the management system, which are the responsibility of the computer unit of the Treasury and
Externa Finance Department.

770. The system was audited in 1997 by an expert from the United Nations Conference on
Trade and Development (UNCTAD), who deemed it satisfactory from the standpoints of design,
functioning and functiondities. In fact, it meets the requirements for current management, including
establishment of a comprehensive debt database, calculation and generation of repayment
schedules, issue of payment orders, and coverage of payments. It dso can be used to produce a full
complement of datistica statements required for management, analys's, and preparation of reports
to be used as decison-making aids.

771.  Thissystem was recently updated to:

Incorporate active debt management operations implemented , such as conversion of debt into
investment, prepayment and cancellations,

Reflect the introduction of the euro while maintaining al prior transactionsin the origind
currency; and

Regster swap transactions, and particularly currency and interest rate swapsto beinitiated in
connection with risk management.

772. Intheareaof Satistica processng, the system produces standard Statistical reports on
debt—theoretica (based on initid schedules and conditions), actual, or projected, and on
outstanding balances, debt service (principd, interest, and commissions), and drawings, broken
down by lender, borrower, currency, interest rate, etc. The system can also be used to produce
World Bank Report forms | and 11 and to generate Treasury debt charges to be incorporated into
the budget law.

B. Debt Management Strategy

773. After adecade of structural adjustment and externa debt rescheduling, the Moroccan
authorities have managed to reduce the country’ s vulnerability through significantly enhanced
economic and financia equilibriaand by ending Morocco’ s rescheduling cycle in 1993.

774. Theexternd debt burden, however, has remained high, and the balance of transactions
induced by the public externd debt (amortization plus interest less drawings) during the period 1993
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to 1997 led to significant net outward transfers, which exceeded US$1.5 billion per annum. These
transfers were expected to increase sharply with the beginning of principa repayments of
rescheduled debt from 1999 for the London Club arrangement and Paris Club’ s fifth arrangement
and from 2001 for the Paris Club’s sixth arrangement

775. Asaresult of this debt trend and considering the macroeconomic framework improvement,
Morocco has undertaken an active management strategy for its debt, with three main thrugts,
described in the following.

Treatment of the Treasury’s external debt

776. Since 1996, treatment of the Treasury’s externd debt involved a stock of more than US$2
billion (20 percent of the Treasury’ s externa debt). In this connection, the following two
mechanisms were used.

Conversion of debtsinto investment

777. Thismechanismisapplied as provided in the Paris Club proceedings. The last two
rescheduling arrangements (the fifth and sixth) concluded with the Paris Club in fact provided that
the lenders may sdll or exchange—in the framework of debt-for-nature, debt-for-aid, debt-for-
equity swaps or other local currency debt swaps—the amounts of outstanding loans rescheduled
and digible for rescheduling with a ceiling of 100 percent for governmental debt and 10 percent or
US$10 million for commercid debt. The latter celling was increased to 20 percent in 1997, and
subsequently to 30 percent or US$H40 million in 1999.

778.  Implementation of these provisions has required identification of (i) potentid rescheduled
debits suitable for conversion operations classified by lender country and (ii) actionsto be
undertaken to convince these countries of the advantage of the debt conversion mechanism to both
the lender and the debtor.

779. Two typesof conversons were implemented in this connection:

Conversion of debts into public investment. The creditor cancels an agreed amount of the
rescheduled debt and Morocco uses the counter-vaue of the cancdled amount to carry out
public investment project; and

Conversion of debt into private investment. After debt conversion agreement, the foreign
investor presents his investment project to Moroccan authorities for approval. This approva
sets aredemption price of agiven amount of the debt. After that, the investor purchases the said
amount of debt from the creditor country at alower price. Then, he transfers this debt to
Morocco and receives the agreed price after his commitment to carry out the investment
project.
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Treatment of onerous debt

780. Thistreatment is carried out through prepayment of onerous debts using domestic or
externd resources associated with more favorable terms, or by renegotiating interest rates on
onerous loans to aign them with the rates prevailing on the financid market.

Implementation of this mechanism requires preiminary work in the following aress.

Use of the debt database, and use of actuaria techniques to determine onerous debt potentia
and to identify onerous loans;

Andyssof legal cdausesin loan agreements to determine the conditiondlity of prepayment,
refinancing, or interest rate revison;

| dentification and sdlection of refinancing resources that can be mobilized with rdevant financiad
conditions; and

Assessment of the present vaue of the gain—debt service to be saved—and potentid for
annud reduction of the interest charges generated by the operation.

781. For operationsinvolving trestment of guarantee debt of government indtitutions, the initiative
may come from the Treasury and Externa Finance Department, or from the debtor indtitution. In
both cases, the Department,  in consultation with other Departments of the Ministry of Economy
and finance, issues an opinion on the prepayment operation envisaged based on an assessmernt of
the indtitution’s financid Situation, and the budget implications that may be involved.

Policy to mobilize financing

782.  Since rescheduling ended, domestic financing has been relied upon substantialy to cover the
budget deficit and negative net transfers associated with externa borrowing. Despite low levels of
the budget deficit, this Situation has led to an increase in the stock of domestic debt, which
amounted to US$14.1 billion (representing 42 percent of GDP) at end-2000, as against the
equivaent of US$12.5 hillion (35 percent of GDP) at end-1996, and US$8.8 hillion (31 percent of
GDP) at end-1993.

783. Thispoalicy, which isexplained by the prudent stance of the authorities in the area of externd
financing, was fostered by availability of resources onthe domestic market at favorable rates, and
by the authorities' concern to develop an efficient, modern domestic market to meet the
requirements of al transactorsin connection with the overdl reform of the domestic financia market
undertaken in 1993.

784.  For externd financing, a highly selective gpproach was established, characterized by:

Sdection of new commitments according to the degree of concessiondity;
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Enhanced sdlection of investment projects to benefit from financing from bilateral sources or
multilaterd financid inditutions, and
Improved performance in executing financed projects.

785. Inaddition, aprocess to enable Morocco to reaccess the internationa financial markets was
undertaken with the establishment of an internationd rating by Standard and Poors and Moody’ s to
alow investors to assess Morocco' s risk, and through a familiarization with risk management
ingruments by developing technical skills for ongoing monitoring of the exposure of Morocco's debt
to market risks, aswell asthe use of appropriate swap operations, as required.

Framework for risk management

786. The process of implementing arisk management framework, undertaken in 1996, primarily
involves three factors, which will be described in the following.

| nstitutional framework

787. A study of thelegd environment has reveded that Morocco’s legal system does not contain
any provison opposing dynamic debt management, and that the government is authorized under the
current legidation to use hedging instruments only for the purpose of sabilizing or lowering debt
Service costs.

788.  Accordingly, a decree of the Prime Minister has since 1998 been appended to the texts
accompanying the budget law delegating authority to the Minister of Economy and Finance, or
his’her authorized representative, to contract externa borrowing to repay onerous debt and enter
into foreign exchange and interest rate swap arrangements to stabilize debt service.

789.  Further, with a permanent budget law provision, aspecid Treasury account was established
to reflect foreign exchange and interest rate swaps separately and on a multi-year basis, and to
cover the charges generated by these operations.

Management of risksrelated to external debt

790. Anayssof the Treasury’s externa debt structure shows that this debt is subgtantialy
sengtive to exchange rate and interest rate fluctuations, and that the liquidity risk is limited since the
debt is amortizeble, and is arranged exclusively in the medium and long terms.

791. Where the exchange risk is concerned, debt exposure exists because the foreign exchange
Structure of the debt is still inadequate to accommodate Morocco' s foreign trade structure. Where
interest rates are concerned, the risk is attributable to the substantial share of debt associated with
floating interest rates, which represents over 36 percent of the debt.
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792.  Accordingly, a benchmark portfolio was identified for externa debt, with which the
Treasury’s current debt structure must converge, and to guide externa debt financing and
management policies. Thisforeign exchange structure of this benchmark is 60 percent euros, 35
percent U.S. dollars, and 5 percent Japanese yen, and the interest rate component entails

20 percent floating-rate debt.

793.  Inthisconnection, the conversion into Euro of World Bank currency pool loans
denominated in U.S. dollars and Japanese yen was undertaken in the amount of US$1.3 hillion to
increase the euro denominated debt’ s share.

Management of risks associated with domestic debt

794.  After establishing an auction market having the key features of amodern financid marke,
andysis of the debt portfolio has brought to light certain risks related to maturities and interest rates,
and arisk management program was implemented to manage risks related to repayment, financing,
and interest rates:

To address the repayment risk, debt managers try to smooth the debt schedule as much as
possible to avoid excessive concentrations of maturities;

To offset potentid financing risk and enable the Treasury to raise the required fundsin atimely
manner, in addition to a smoothing of the debt schedule, the Treasury ensures, in connection
with government cash management, that the rate of revenue collection is commensurate with the
rate of expenditure execution.

Concerning the interest rate risk, firgt, it should be borne in mind that Treasury instrumentsis
issued at fixed rates. The risk therefore appears when rates decline and remain below the rate of
the issue. To address this risk, then, the Treasury and External Finance Department has
established the objective of adopting aleve of 25 percent, which is deemed sustainable, for
short-term debt. The Treasury is aso now focusing on indexing medium and long-term
maturities to shorter ones. The Treasury, accordingly, has aready proceeded with two 10-year
borrowing operations indexed on 52-week treasury bills and is now studying the possibility of
issuing 5-year indexed bonds.

I nformation system

795. Debt managers are provided direct access to the debt database using client Windows
gations, with Gragphical Query Language (GQL), making it possible to use customized queriesto
perform data analysis and generate various reports and graphics. In addition, these data can be
exported to other gpplications or software (Excel spreadshests, for example) for other types of
processing, as required.

796. Thissubsgtantid flexibility dso makesit possible to prepare medium and long-term
projections based on different assumptions of trendsin interest rates, exchange rates, or both.
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Smilarly, different indebtedness or refinancing Sirategy scenarios are prepared, in particular, with
arbitrage between use of domestic or externa resources and the choice of currency and interest
rates.

797.  Inaddition, managers of the Treasury and Externd Finance Department were introduced,
with support from internationa financia indtitutions and with a management system used by banks,
to techniques for managing different types of risksinherent in externa debt, mainly interest rate risk
and exchange rate risk, and amode for managing domestic debt is being prepared.

C. Development of an Efficient Domestic M ar ket

798.  Concurrently with the vast program to modernize the financia sector and inditutiond
reforms of the Moroccan financia system in the area of mohilization and alocation of resources, it
was hecessary to review the policy in place for domegtic financing, which is characterized by:

Mandeatory holdings in the form of floors on government instruments that the banking system
was required to subscribe at low interest rates, that had amounted to 35 percent of deposits;
Issue of government borrowing at widely attractive interest rates and long-term bonds
subscribed by inditutiona investor;

Tota exemption of interest accrued on instruments subscribed by individuals, and

Recourse to Bank Al-Maghrib for additiond financings

799. To end this Stuation, the Treasury’ s financing method was thoroughly reformed o thet the
required domestic resources could be mohilized a market terms by ingtituting the Treasury
ingruments auction market as a sole source of financing, and through the implementation of
meaaures to diminate distortion and stimulate the market.

Elimination of the Treasury’s privileges

800. The privileges from which the Treasury benefited, as compared with other borrowers, were
eiminated by:

A gradud reduction of Mandatory holdingsin the form of afloor on government instruments
until their totd dimination in 1997;

Subjecting interests generated by Treasury instruments subscribed by individuasto the
corporate tax (1S), or the genera income tax (IGR); and

Abandon of different types of issues such as bond issues at attractive rates, nationa borrowing
operations, etc., that promote segmentation of the market and limit the liquidity of those instruments.

Institution of the Treasury instruments auction market
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801. The Treasury insruments auction market, which has become the main financing source for
the Treasury, is governed by a decree of the Minister of Economy and Finance and by a set of joint
circularsissued by the Treasury and Externa Finance Department and Bank Al-Maghrib.

802. The Treasury and Externd Finance Department informsinvestors of the monthly schedule of
auctions to be held with the following periodicity, by maturity:

Every Tueday for 13-, 26-, and 52-week hills,
The second and last Tuesday of the month for 2-, 5-, 10-, and 15-year bonds;
The last Tuesday of the quarter for 20-year bonds.

803. The Department reserves the right, however, to cance scheduled sessions or to hold
additiond auctions. These changes are announced one week in advance.

804. Theauctions, which were held according to the Dutch auction method, proceed as follows.
Ingtitutions authorized to submit bids transmit them by fax to Bank Al-Maghrib no later than 10:30
am. on Tuesday. Bank Al-Maghrib then submits the bids to the Treasury and Externd Finance
Department in ordered, anonymous form. The Department selects the interest rate or limit price for
the auction, which it reports to Bank Al-Maghib. The latter in turn individualy informs the bidding
inditutions of the status of their bids. The results are also disseminated through Reuters. For the
successful bids, the equivaent amounts are paid on the Monday following the auction.

805. Findly, only issues of Sx-month bills have been maintained to assst in mobilizing smdll
savers. These hills, reserved for nonfinancid indtitutions and individuals, are issued below par, with a
coupon. They are issued on a continuous basis, with small face vaues, redeemable after three
months by surrendering the coupon. These securities are dematerialized.

Stimulating the auction market

806. Action has been taken to stimulate the auction market and enhance the liquidity of securities,
through particular the following.

Designation of Treasury securities dealers (IVT)

807. To gimulate the auction market and contribute to its well-functioning, certain inditutions
have been designated as Treasury securities deders. To that end, these dedlers agree to report
periodicaly to the Treasury and Externa Finance Department on their assessment of overal market
demand on the domestic Treasury securities and to subscribe to at last 10 percent of the volume per
semiannual period issued in the three categories of securities.
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808. Inreturn, Treasury securities dedlers may submit “noncompetitive’ bids within the limit of a
maximum approved based on an award coefficient calculated to reflect their participation in the past
three weeks in competitive auctions involving securities in the same category.

809. To encourage Treasury securities dealers to contribute effectively to stimulating the
secondary market, these operators committed, in connection with an agreement between themselves
and the Treasury and Externa Finance Department, to quote a certain number of lines covering all
meaturities

I ntroduction of issues by assimilation

810. The Treasury and Externa Finance Department introduced the technique of issues by
assimilation to develop the secondary market for Treasury securities and enhance ther liquidity. This
technique consists in announcing the coupon in advance, associating new issues with exiging linesto
establish substantial resources and reduce the number of lines issued.

I ntroduction of enhanced communication with partners

811. TheTreasury and Externa Finance Department opted to establish permanent contact with
the financid community to keep it doreast of its interventions in the market.

812. Tothisend, periodic meetings are held between the various participants, i.e., the Treasury
Department, Bank Al-Maghrib, Treasury securities dedlers, and secondary market transactors
(mutud funds, brokerage firms, etc.) for more effective communications.

813. Further, in connection with the agreement between the Treasury Department and Treasury
securities deders, meetings are organized regularly with these dedlers to discuss the market Situation
and any problems that the different ingtitutions may encounter. The Treasury Department dso
coordinates with Treasury securities dedlers in connection with the implementation of new measures
amed to develop the auction market.
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XI. NEw ZEALAND™

814. TheNew Zedand Debt Management Office (NZDMO) was established in 1988 with the
am of improving the management of risk associated with the government’ s debt portfolio. Itis
respongble for managing the government’ s debt, overal net cash flows, and some of itsinterest-
bearing assets within an appropriate risk management framework.

815. This paper outlines the evolution of public debt management in New Zedand, the portfolio
and risk management framework in which NZDMO operates, and the development of the market
for government securities.

A. Devdoping a Sound Governance and | ngtitutional Framework
Objective of NZDMO

816. Theobjective of NZDMO is to maximize the long-term economic return on the
government’ s financial assets and debt in the context of the government’ s fiscal srategy, particularly
itsaversion to risk. That objective requires NZDMO to baance the likely risksincurred in
minimizing cod.

817. Intermsof managing the government’s debt portfolio, NZDMO adopts arisk-averse
approach for anumber of reasons. For instance,

evidence suggests that individuas tend to be risk-averse in their decision making and expect the
government to reflect that preference in managing its interests,

lossesincurred in the government’ s portfolio impose costs thet taxpayers are unable to avoid;
and

the government does not have a competitive advantage over other market participantsin
attempting to derive excess returns from its portfolio management, except for its privilege as an
indtitution exempt from taxation and regulaion, which NZDMO does not consider ethical to
exploit.

818. The debt management objective has changed through time, with earlier versons placing an
emphasis on risk reduction. That position reflected the Sgnificantly higher net debt levelsin the late
1980s and early 1990s and the fact that nearly haf of the debt was denominated in foreign
currencies. Since then, net debt has been reduced by 65 percent, and foreign-currency exposure
has been diminated.

* The case study was prepared by Greg Horman from the New Zealand Debt Management Office.
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Responsibilitiesof NZDMO

819. NZDMO's mgor responghilitiesinvolve the following:

developing and maintaining a portfolio management framework that promotes the government’s
debt management objectives,

financing the government’ s gross borrowing requirement, managing foreign-currency assets
required to meet net foreign-currency interest and principa payments, and settling and
accounting for dl debt transactions;

managing the six principd types of risk—market, credit, liquidity, funding, operationa, and
concentration—in amanner consstent with the government’ sfisca strategy and NZDMO's
internd policies;

determining a portfolio structure in terms of currency, maturity, and credit exposures condstent
with the Government’ s risk aversion, having regard for costs;

implementing a sound framework for measuring performance on a risk-adjusted basis,
maximizing the value added to the portfolio, on arisk-adjusted basis, subject to limits set in
respect of market, credit, and liquidity exposure;

disbursing cash to government departments and facilitating departmental cash managemernt;
undertaking lending to government organizations and state-owned enterprises and facilitating
and executing derivatives transactions, in accordance with government policy;

providing capital markets advice for other areas of the New Zedland Treasury, other
government departments, and government organizations,

providing debt-servicing estimates and accounting reports for fisca forecasting and reporting
purposes; and

maintaining and enhancing, where appropriate, relationships with investors who hold, or are
potential holders of, New Zedland government securities, financid intermediaries, and the
internationd credit-rating agencies.

Establishment of NZDMO

820. NZDMO was established because alarge volume of government debt crested considerable
risks for the taxpayer, and those risks needed to be managed in a comprehensive manner.

821. Beginning inthe 1970s, largefiscd deficits became the norm in New Zedand, and
ineffective monetary policy led to one of the highest rates of inflation in the OECD. By the early
1980s, a price and wage freeze had been introduced, and monetary policy was exercised primarily
through direct controls and regulation. At the same time, to limit the rate of monetary growth,
financid indtitutions were subject to lending growth guidelines, which in practice were largely
ineffective. Increasingly restrictive measures were introduced by tightening reserve-ratio
requirements for banks and raising the government-securities retios for finance companies and
building societies. An attempt was made in 1983 to absorb excess liquidity through auctions of
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government securities. The effectiveness of the auction program to neutrdize the fiscal injection
through higher voluntary holding of government securities was severdly congtrained by a requirement
that upward pressure was not be exerted on interest rates. In that environment, most of the
government’s borrowing was in foreign currencies, which aso served to finance the country’s
persistent balance of payments deficits.

822. Fallowing the dection of anew government in 1984, dramatic changes occurred in
economic management through a series of macroeconomic and microeconomic reforms that enabled
the price system to emerge as the dominant signd for investment, production, and consumption
decisons. Mgor changes included:

the removal of controls on prices, interest rates, and wages,

afreefloat of the New Zedand dollar and the removal of capita controls,
areduction in margind tax rates and a broadening of the tax base;

the eimination of subsdies and price supports;

the removal of reserve-asset requirements for financid ingtitutions;
extensve deregulation; and

substantia reforms to the public sector.

823. Trangparency around fiscal policy improved, and deficits were reduced. Typica of most
OECD countries at the time, New Zedland had no separate objective regarding debt management.
There was agrowing view, however, that a more professond approach to portfolio and risk
management was required to manage the stock of public-sector debt, particularly the large foreign-
currency component. Agains that backdrop, NZDMO was formed in 1988 to manage both the
public debt denominated in foreign-currency and New Zedland dollars under the authority of the
Minigter of Finance.

824. NZDMO was established as a self-contained unit within the New Zedland Treasury, rather
than as a separate entity, because at the time it was thought that important linkages would otherwise
be lost. In addition to debt-servicing forecasts for the budget and other fiscal releases, NZDMO
provides arange of capital markets advice to other sections of Treasury. Location within Treasury
aso dlows dose monitoring of NZDMO' s development and its effectiveness in managing the
government’ s asset and ligbility portfolios.

825. Later restructuring of Treasury, prompted by a heightened emphasis on the government’s
aggregate baance sheet, led to NZDMO being folded more closdly into Treasury’s branch
gructure. Since 1997, NZDMO has formed part of the Asset and Liability Management Branch.
Activities of the branch that are not the respongbility of NZDMO include managing the
government’ s contingent ligbilities and advising on the financial management of departments, Sate-
owned enterprises, and other indtitutions in which the government has an ownership or balance-
shest interest.
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Structure of NZDMO

826. The Secretary to the Treasury is directly responsble to the Minister of Finance for the
actions of NZDMO. The head of NZDMO is the Treasurer, who reports to the Asset and Liability
Management Branch Manager, who is a Deputy Secretary.

827. Inaddition to normal accountability arrangements, NZDMO' s operations are o overseen
by an Advisory Board, which provides the Secretary to the Treasury with quaity assurance on
NZDMO's activities, risk management framework, and business plan. Members of the Advisory
Board are selected on the basis of their experience in supervising portfolio management, payments,
and banking activities; finance and risk management theory; and operationd risk and reporting
requirements. The Advisory Board currently includes a senior partner with amajor accounting firm,
the director of a corporate treasury and risk management advisory firm, and a finance academic.

828. By design, the structure of NZDMO resembles that of a private-sector financid-markets
inditution, with separate front, middle, and back offices. That Sructure leads to clearly defined
respons bilities and accountabilities, procedura controls, and the segregation of duties, which is
consstent with best practice. The Portfolio Management Group is responsible for portfolio analys's,
developing and negatiating transactions, managing the government’ s liquidity and cash disbursement
system, and relaionship management with internationd investors and rating agencies. The Risk
Policy and Technology Group is responsible for measuring NZDMO' s performance in adding value,
measuring risk, monitoring compliance with the gpproved policies for managing the government's net
debt portfolio, maintaining NZDMO' s portfolio and risk management framework consistent with
internationa best practice, and maintaining NZDMO' sinformation technology systems. The
Accounting and Transactional Services Group is responsible for NZDMO' s accounting and
forecadting functions and ensuring that transactions are settled in atimely, efficient, and secure
manner.

Minister of Finance

1

| )
Secretary to the Treasury | I Advisory Board

| Branch Manager, Asset and Liability Management Branch |

| Treasurer, NZDMO II

—| Portfolio Management Group |

—| Risk Policy and Technology Group |

—| Accounting and Transactional Services Group |
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829. When the government had a significant proportion of its debt in foreign currencies,
NZDMO maintained an office in London. It was responsible for arange of foreign currency
transactions, including commercia paper issuance, and for reationship management with financid
ingtitutions in the European and North American capita markets. It enabled NZDMO to maintain a
24-hour transacting capacity, mitigating the effects of the time-zone differences between New
Zedand and mgjor financia markets. The London office was closed in 1997, following the
elimination of net foreign currency delat.

830. NZDMO'sdff currently numbers 24, with legal and some administrative services provided
by other personnd within Treasury.

L egal framework for borrowing

831. Thelegd framework in which NZDMO carries out its functions includes the Public Finance
Act 1989 and the State Sector Act 1988. In generd, the powersin those acts are vested in the
Minigter of Finance, but many of them have been delegated to the Secretary to the Treasury and
then further sub-delegated to specified personnel within NZDMO. One power that cannot be
delegated is the power to borrow in the name of the government, and NZDMO recommends and
obtains approva for its borrowing activities.

832. NZDMO must operate within the strategic parameters gpproved by the Minister of
Finance, but much of the discretion over day-to-day operations has been delegated to the Treasurer
of NZDMO.

Coordination with fiscal policy

833. NZDMO coordinates with other parts of Treasury that advise the Minister of Finance on
the content of the government’ s annua budget and prepare budget documents and the government’s
financid Satements.

834. TheFiscd Responshility Act 1994 requires the government to act in accordance with the
principles of respongble fiscd management. The act establishesfive principles

reducing debt to a prudent levd;

maintaining debt at a prudent leve;

achieving and maintaining the government’s net worth at aleve that provides a buffer againgt
adverse future events,

prudent management of fiscd risk; and

reasonably predictable tax rates.
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835. Theact does not define a prudent level of debt. Rather, each government determines and
publicly discloses what it regards as prudent. However, the current official gross debt target is 30
percent of GDP on average over the economic cycle.

Coordination with monetary policy

836. During the mid 1980s, debt management was secondary to monetary policy. The priority at
the time was to Stabilize the economy. By the end of the decade, NZDM O was established and the
Reserve Bank, the centra bank, was made independent in the implementation of monetary policy.
Under the Reserve Bank Act 1989, the objective of maintaining price stability was identified asthe
central bank’s primary role.

837. NZDMO isresponsble for managing the government’'s debt and for ensuring that the
government’ s cash management is conducted efficiently. The Reserve Bank is responsible for the
formulation and implementation of monetary policy. The two organizations have a close working
relationship, which isformalized in agency agreements.

838. NZDMO managesthe government’ sligbilities. Financid assets, in the form of bank deposits
and high-grade marketable securities, are held to enable NZDMO to meet that function. The
Reserve Bank manages the government’ s foreign-currency reserves of about $NZ 4.9 billion as of
July 2002, which are maintained to mitigate serious liquidity problemsin the New Zedand foreign
exchange market, should they ever occur. Although these reserves are available to the Reserve
Bank for intervention when needed, the Reserve Bank has not intervened in the foreign exchange
market since the New Zealand dollar was floated in March 1985. The foreign currency reserves are
funded by loans to the Reserve Bank from NZDMO. An agency agreement clarifiesthe
responghilities of both organizations, including in the event of foreign exchange intervention.

839. Anocther agency agreement between NZDMO and the Reserve Bank clarifies the central
bank’ sroles where it provides servicesfor NZDMO. The Reserve Bank acts as NZDMO's issuing
agent, regigtrar, and paying agent in the domestic market. It conducts auctions of treasury bills and
government bonds on NZDMO's behdf, but NZDMO retains responsbility for al pricing decisons
on these ingtruments. In addition, the Reserve Bank publishes information on domestic government
securities that supports the market in those securities.

840. The Reserve Bank offers advice to NZDMO on the structure of the government’s domestic
borrowing program. NZDMO, however, has sole responsbility for advisng the Minister of Finance
on the size and Structure of the domestic borrowing program.

841. Animportant provison in the agency agreement on cash and wholesale debt management is
that dl functions carried out by the Reserve Bank as agent for NZDMO are conducted without
reference to monetary policy consderations.
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Trangparency and accountability

842. TheFiscd Responshility Act requires the government to be explicit about its objectives and
explain any changes to them and ensures the provison of comprehengve financid informetion for
informed and focused debate about fisca policy. Two documents caled for in the Act are the
Budget Policy Statement and the Fiscal Strategy Report. The government is required to table them
in Parliament to show that its actions are fiscally responsible. They outline the government’ s short-
term fiscd intentions and long-term fiscal objectives, including those regarding gross and net det,
and explain the consstency of those intentions and objectives with the four-year forecastsin the
Economic and Fiscad Updates, which are published with the budget and at mid-year.

843. Thegovernment' sfinancid statements are prepared according to generally accepted
accounting practice and are made public. They show how public resources have been used and
report the government’ s assets and liabilities, revenues and expenses, cash flows, borrowings,
contingent liabilities, and commitments. They are prepared monthly. The annud financid satements,
in particular, provide detailed information on the stock of outstanding New Zedland dollar and
foreign currency debt, the maturity profile and interest-rate structure of that debt, and cash flows
during the year associated with issuance, redemption, and servicing of debt. The notes disclose
information on NZDMO' s risk management practices and the extent of off-balance sheet positions.
The Public Finance Act requires the Audit Office, an office of Parliament, to audit the annua
financid statements presented by the government and express an independent opinion on them.

844. NZDMO sresponghilities are not codified in legidation. For the past decade, it has
operated a arm’ s length from the Minigter of Finance, but that is a matter of custom and practice as
opposed to statutory independence. Nothing in the Public Finance Act or the Fiscal Respongbility
Act explicitly congrains the Minister of Finance in his relaions with, or power to direct, NZDMO.

Management of internal operations

845. Thebassof operation, strategic objective, risk management framework, and performance
measurement framework for NZDMO are specified in its Portfolio Management Policy, and
NZDMO's activities are audited for compliance with it. Internal operations are managed through a
body of palicies, reporting and performance management requirements, procedural manuas,
established processes, limits, formal delegations, and segregated duties. Managers within NZDMO
warrant compliance with those controls.

846. NZDMO hasin place procedures and resources to mitigate risk to its operations caused by
naturd disasters, infrastructure failures, or other disruptions. Live tests of the business continuity plan
are routinely conducted.

847. The State Sector Act establishes the standards and genera obligations of the public service,
and Treasury’ s corporate policies and code of conduct establish the guidelines for behavior
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expected of Treasury personnd. Additional guidelines for ethical behavior gpply to NZDMO
personne to ensure that they are free from red, potentia, or gpparent conflicts of interest and that
NZDMO conforms to the practices and conduct expected of a participant in the financia markets.

848. NZDMO recruits successfully from the private sector and places a strong emphasis on staff
training and professona development within the organization. Among other reforms to the public
sector in the late 1980s was the decentralization of remuneration to departmental chief executives.
Asaresult, NZDMO is adle to offer terms and conditions of employment thet are competitive with
private sector financid indtitutions, in the context of the unique opportunities that can be offered.

I nfor mation management systems

849.  Underpinning NZDMO's operations is an information management system that integrates
the front, middle, and back offices.

850. Theinformation management systems used by NZDMO have evolved through the years.
Until 1987, prior to the establishment of NZDMO, the officid recording of outstanding debt and
interest payments was contained in manud ledgers and informa spreadsheet tools that lacked
adequate control and verification. Innovations in the financid markets during the 1980s aso gave
urgency to the development of an effective information management systlem. At thetime, no
commercidly available product could satisfy the most pressing needs for vauation, performance
measurement, and sensitivity andyss, owing in large part to the diversity of instrumentsin the
government’ s debt portfolio. Consequently, a custombuilt information management system was
devel oped that, with near continuous development, served NZDMO through 1997.

851. By themid 1990s, however, it was apparent that the closed design of that system would be
inadeguate in the long run. By that time, as well, commercid systems had advanced to the point
where they could accommodate most of NZDMO' s requirements. In 1995, contracts for the
purchase and maintenance of acommercid system were signed. Implementation was completed on
time and within budget in 1998. Although the new system adequately met front office needs,
sgnificant customization, accomplished in-house, was necessary to satisfy requirements of the back
and middle offices. That said, the new system provided tangible benefitsin terms of:

enhanced pricing, reference benchmarking, and risk management functiondlity;

greater system integyrity; and

reductions in in-house development costs, system maintenance overhead, and key person
dependency

852. Over the years, the system has been continually developed to meet NZDMO'’ s ongoing
requirements. That development has taken place outside the commercia system. While generdly
meeting NZDMO' s current requirements, the commercia system lacks the flexibility for NZDMO's
increasingly sophisticated requirements. NZDMO is currently congdering its information technology
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drategy for the next three to five years. The preferred approach islikely to be a series of
incrementa solutions rather than an entirely new system, with the high cost and risk that would
entall.

B. Debt Management Strategy and Risk Management Framework

Strategy for debt management

853. Over the past decade, NZDMO has undertaken a considerable amount of work to analyze
the sructure of the government’ sliabilities within an assat-liability framework. There are severd
points of departure for such a framework.

854. Oneapproach isto argue that the government should concern itsalf with congtructing a debt
portfolio with the aim of hedging the economy as awhole againgt shocks to nationa income or net
worth. Under such an andysis, domestic debt is regarded as an internal transfer, and the objective is
to determine a configuration of net externd liabilities that would fal in vaueif a shock negetively
impacted on the collective economic baance sheet of resdents.

855. A second, narrower approach is to consder the assets and liabilities that relate to only the
government as an entity. Even if public accounting conventions do not extend to the publication of a
balance sheet, it can be congtructed in anotionad manner.

856. A third way to define the rlevant assets and liabilitiesis to adopt definitions that accord
with generaly accepted accounting practice. In such a manner, the asset side comprises physica
infrastructure, lending by government, securities, receivables, and so on. In addition to deb,
ligbilities include payables, provisons, and unfunded pension lighilities.

857. To hdp identify the characterigtics of alow-risk portfolio of liabilities, NZDMO researched
private sector best practice and the academic literature. It was concluded that decisons on the
government’s asset and liability management should be taken with reference to the government’s
balance sheet. In particular, the risk characterigtics of the government’ s liahilities should match as
closdly as possble therisk characteristics of the government’ s assets.

858.  With that principle in mind, NZDMO commissioned specidigts in duration theory to quantify
the risk characteristics of the assetsin the government’ s balance sheet. While there were sizegble
standard errors around the estimates of the interest rate sengtivity of the assets, three important
recommendations emerged, which were implemented over the course of the 1990s.

the duration of the assets tends to be quite long, implying that the debt portfolio should aso have
along duration;

the assets are sendtive to changes in red interest rates, implying that there is a case for issuing
some inflation-indexed debt; and
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the asset vaues are not sengtive to exchange-rate movements, implying thet thereislittle reason
to hold foreign-currency debt in the government’ s debt portfolio.

859. Tax-smoothing considerations support those conclusons as well. The objective thereisto
structure total public debt in order to hedge againgt fluctuations in the tax base, with aview to
dabilizing tax rates over time and reducing dead-weight cogts. The government’ s revenue flows
exhibit little senstivity to the exchange rate, implying that the level of foreign-currency debt should
be reduced. Smilarly, the susceptibility of New Zedand to negative supply shocks, which have the
effect of increasing inflation and reducing red income, leading to a deteriorating fisca position,
favors adebt portfolio of predominantly nomina long-term debt.

860. Recently, NZDMO developed a stochastic smulation model to improve understanding of
the trade- off between financia cost and risk associated with the composition of the portfolio of
domestic borrowing. NZDMO is using the modd to identify opportunities to reduce the cost or risk
of the portfolio, stress-test dternative strategies, and inform decison making when establishing the
borrowing program for the coming years.

861. Going forward, debt srategy is likely to beinfluenced by andysis underway in Treasury
amed a underganding financia risks across the government from a whole-of- government
perspective and how the government’ s balance sheet is likely to change through time. Financid
assets will increasingly dominate other assets, dlowing more flexibility in terms of implementing a
desired composition to meet net worth-related and other objectives, while necessitating new
approaches to government-wide financid risk management.

Management of domestic currency debt

862.  Within the assat-liahility framework, the domestic debt portfolio is shaped by a set of sub-
objectives, or principles, that support NZDMO' s debt management objective, rather than one
grategic benchmark. They are used to manage the risks and costs of the domestic debt portfolio
and help NZDMO issue debt cost-effectively.

863. Atthehighest levd, the issue of debt composition has been tackled by thinking about the
government’s balance sheet. The conclusions from that work have helped identify the retionale for
holding nomind and inflation-indexed debt. Underlying that work, however, are differencesin
theoretical opinion and considerable empirical challenges. To date, it has not been possible to
identify with any precision the proportions of each type of debt that should be held.

864. An additiond reason for usng a set of sub-objectives to manage the domestic debt portfolio
is because exigting risk-pricing models do not address the trade-offs between different types of risk.
In addition, they do not help NZDMO understand the risk preferences of a sovereign, a sovereign's
appropriate level of indebtedness and creditworthiness, the implications for the New Zedand
economy as awhole, or intergenerationa equity issues.
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865. The principles for managing the New Zedand-dollar debt portfolio include the following:

To manage risk with respect to refinancing, NZDMO maintains a redively even maturity profile
for term debt across the yield curve to reduce pressure on the domestic bond market when
supply increases unexpectedly and to provide the government with greater flexibility in an
environment of fiscal surpluses.

Thefunding program is caculated on the basis of the cash required within one financid yeer.
NZDMO builds benchmark bonds of around $NZ 3 billion to improve liquidity in the market
and, consequently, reduce the government’ s cost of borrowing.

When deciding which benchmarks to build up in the current financia year, NZDMO trades off
the sze and number of benchmarks to be offered.

To diversfy interest-rate risk and lower the cost of the portfolio, NZDMO maintains amix of
fixed-rate and floating-rate debt and uses interest rate swaps. Inflation-indexed debt makes up a
component of the portfolio and isissued when it is cost effective to do so.

When issuing debt, NZDMO samples interest rates throughout the year by conducting around
10 tenders of government bonds.

NZDMO is committed to transparency, predictability, and even-handedness.

866. NZDMO seeksto lower the government’s cost of funds by reducing price uncertainty and
encouraging competitive bidding through an efficient auction program. NZDMO issues dl domestic
debt securities through auctions. Reserve pricing is used only in very exceptiona circumstances, on
only two occasions since 1993, to encourage investors to cover the government’ s borrowing
requirements.

867. Nomina bonds and treasury bills are auctioned through a multiple-price system. Inflation-
indexed bonds have not been issued since 1999, asit has not been cost effective to do so. They had
been auctioned through a uniform:price system in order to reduce the potentia winner’s curse
problem, which is viewed to be greater for alessliquid ingrument that is more difficult to price.

868. Transparency surrounding the government’ s domestic borrowing intentions is enhanced by
the publication of the details of the borrowing program when the annua budget and mid-yeer fisca
updates are released. For instance, NZDMO issues a press rel ease that states the financing
arithmetic for domestic-currency borrowing and sets out the schedule for bond auctions. It states
the parameters of the treasury bill program and notes whether NZDMO intends to undertake New
Zedand dollar interest rate swap transactions. Similarly, NZDMO consults the market before
introducing new policies and practices, which reduces uncertainty around the process of policy
change. That predictability enables market participants to plan with confidence, helping the market
absorb sizeable amounts of government securities.

869. Although those principles limit the NZDMO's ability to borrow opportunisticaly or engage
in secondary market intervention, the possble opportunistic gains are outweighed by the benefits of

being transparent.
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870. Thisdebt management framework aso assists other public policy objectives. It seeksto
enhance the development of the domestic capitd market, including a derivatives market for
managing risk, and to reduce the cost of capital for private-sector borrowers by improving New
Zedand' s sovereign creditworthiness.

Management of foreign currency debt

871. Sincethefloat of the New Zealand dollar in 1985, the government has borrowed externdly
only to finance foreign exchange reserves. All other borrowing has been in the domestic market. At
the same time, over $NZ 18 hillion of foreign currency debt has been retired, largely through the
proceeds from asset sales and, since 1994, sizeable fisca surpluses. Net foreign currency debt was
eliminated in 1996.

872. Unless otherwise directed by the Minister of Finance, net foreign currency debt is kept
closeto zero. NZDMO aimsto:

maintain aforeign-currency liquidity buffer;

hedge the remaining foreign-currency debt in alow-risk and efficient manner, having regard for
the government’ s overal baance shest;

fund the Reserve Bank in alow-risk and efficient manner, having regard for the government’s
overdl balance sheet; and

manage funding risk through the maintenance of adequate reserves and through diversified and
long-term fundiing.

873. Thedecision to reduce net foreign currency debt to zero was an outcome of the anadlysis of
the government’ s debit in an asset-liahility framework, which indicated that the value of the
government’ s assets are sendtive to movements in domestic interest rates but not movementsin the
exchange rate. Other consderations were the volatility of New Zealand' s terms of trade and
susceptibility to exchange-rate shocks, which could not be effectively hedged given the magnitude of
the overdl externd debt portfolio and the capacity of the New Zealand foreign exchange market.

874. Prior to the dimination of net foreign currency debt, the strategy for the foreign-currency
debt portfolio drew ingghts from mean-variance modding that consstently showed that the U.S.
dollar represented the dominant currency when atempting to reduce risk. The mix between
Japanese yen and European currencies was unstable, and rebaancing costs were prohibitive.
Consequently, NZDMO adopted a benchmark for the net liability of 50 percent in United States
dollars, 25 percent in Japanese yen, and 25 percent in European currencies. Those alocations
corresponded approximately to relative gross domestic product weights of the currency blocs, and
S0, were aso consstent with a* sall the market” strategy. For the target duration for each currency
sub- portfolio, NZDMO adopted the duration of the government bond market in each currency.

Strategic and tactical portfolio management
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875. The portfolio is managed at both a srategic and atacticad level. Strategic management refers
to the management of the overall parameters of the portfolio, in terms of currency mix and interest-
rate sengtivity, within the condraints established from time to time in respect of the mix of New
Zedand dollar and foreign currency debt. The strategic parameters are disclosed in the
government’s annua financid statements. The Minigter of Finance gpproves the strategic parameters
of the portfolio and the annual New Zealand dollar borrowing program on the recommendetion of
NZDMO.

876. Tacticd management refers to the discretionary management of the net debt portfolio within
edtablished limits around the srategic portfolio. Within those limits, portfolio managers have
discretion asto the use of instruments and timing of transactions to effect movements in the portfolio.
Argumentsin favor of providing NZDMO with the flexibility to manage tactica positions within
established limits, as opposed to adhering to the Strategic parameters, include the following:

Temporary pricing imperfections do sometimes occur, making it possible to generate profit from
tactica decison making.

Tacticd trading brings with it knowledge of how various markets operate under a variety of
circumstances, which improves NZDMO' s understanding in managing the overal portfolio. Itis
important, for ingtance, to maintain high-quality information flows about markets or sectors
where intermediation transactions occur but are infrequent. Intermediation transactions occur
when a subgtantia proportion of the vaue of tactical management is redlized.

Tacticd trading enablesNZDMO to develop and maintain skillsin anadyss, decison making
under uncertainty, negatiations, and dedl closure. Theimmediate benefit is areduced risk of
mistakes when transacting and the projection of amore professona image to counterparties.

877. Conggent with its commitment to transparency, predictability, and even-handedness,
NZDMO does not engage in tactical trading with respect to the domestic debt portfolio.

Risk management

878.  With minigerid approval, NZDMO maintains a portfolio and risk management framework
within which it operates. That includes NZDMO' s strategic objective, objectives for New Zedand
dollar-denominated and foreign currency debt, the instruments in which NZDMO may transact,
limits regarding market and credit risk utilization, and composition requirements for the liquidity asset
portfalio.

879. NZDMO manages six principa types of risk: market, credit, liquidity, funding, operationd,
and concentration.

880. NZDMO manages market risk associated with tacticd trading through the use of value at
risk (VAR) limits and stop-loss limits. It maintainsa VAR limit for the overdl tactical portfolio and



- 225-

a0 VAR limitsfor individua currency sub-portfolios. The limits are expressed over daily, monthly,
and annua time horizons at a 95 percent confidence level and reflect the risk tolerance of the
government in respect of tacticd activity undertaken by NZDMO. The limits are set so that
NZDMO:

can ficiently operate its daily business activities within the limits;

has sufficient capacity to intermediate transactions on behdf of departments and other
government organi zations and manage the funding requirements for the Reserve Bank; and

can absorb increases in market risk as aresult of changesin globa volatilities and correlations to
within the risk tolerance of NZDMO.

881. Thelimits have evolved with the reduction of the foreign currency portfolio to a net zero
position and in step with the evolution of internationd best practice. When the tacticd trading limits
were first gpproved by the Minister of Finance in the early 1990s, interest rate exposure and
exchange rate exposure were managed separately, whereas the current VAR-based limits recognize
divergfication bendfits.

882. Stop-losslimitsarein place to protect NZDMO from further |osses once actual losses
resch acertain point. They reflect the tolerance of the government in respect of maximum
acceptable losses over monthly, quarterly, and annua time horizons.

883. NZDMO uses back-testing to evauate the performance of its VAR model. Actud profit
and loss is compared to the market risk estimates calculated using the VAR modd to determine its
integrity and performance. Consstent with industry best practice, NZDMO supplements VAR with
dress testing to understand how extreme or unusua events would impact on the portfolio.

884. NZDMO manages credit risk associated with transaction counterparties and security issuers
through the use of credit-exposure limits. Because NZDMO maintains credit exposures only with
highly rated indtitutions, for which the probability of default islow, it is primarily concerned with
losses arising from downgrade. Credit risk is further controlled by incorporating credit support
annexesinto NZDMO' s master swap agreements with swap and foreign exchange counterparties.

885. Thenature of NZDMO'’s businessis such that large amounts may be settled on one day.
For that reason, monetary limits are not placed on NZDMO' s exposure to transaction banks,
cugtodians, fisca agents, and clearing brokers. NZDMO manages risk with respect to those
indtitutions through its procedures for selecting and monitoring its transaction settlement agents.

886. NZDMO measures credit risk using an in-house credit mode, as no suitable externd
product was available when it was developed in 1996. The model has been reviewed, and inputs to
it have been updated, on a periodic basis since then. The modd can be characterized as a mark-to-
market mode, which dlowsfor credit losses as aresult of changesin credit qudity; a multi-year
time horizon modd, which spans the entire life of each transaction; and a bottom-up modd, which
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caculates the credit risk for each individud transaction and then aggregates those individua credit
risks a a portfolio level.

887. Theobjective for managing NZDMO'sforeign currency liquidity portfolio isto have
aufficient liquid assets available to meet dl the government’ s obligations as they fal due. Liquidity
risk is managed through policies that require NZDMO to hold assets of gppropriate quantity and

qudity.

888. To manage funding risk associated with New Zedland dollar borrowing, NZDMO
edablishes ardatively even maturity profile for term debt across the yield curve to manage the
funding requirement, and the uncertainty around it arising from fiscal shocks, flexibly and without
putting undue pressure on interest rates. With respect to foreign-currency borrowing, NZDMO
establishes a maturity profile for term debt thet reduces the likelihood of the government being
unable to access markets in atimey manner or raise funds a an acceptable cost.

889. Operationd risksin NZDMO are managed in anumber of ways. Operationa risk policies
gpan, for instance, transaction processng, lega and regulatory issues, ethicd standards, physica and
systems security, and business continuity. They are supported by close communications and regular
management meetings that, in turn, reinforce a strong team ethic. Independent experts, suchas
externd auditors, and specific initiatives provide additiona support in managing operationd risk. The
combination of soft and hard practices provides the basis by which operationd risks are managed
and serves to heighten awareness of relevant risk events.

890. NZDMO manages concentration risk as a second-order risk that forms part of the other
risksthat are managed. NZDMO' s gpproach is to ensure that risk concentrations are managed
prudently within the context of the other individua risks.

891. NzZDMO' srisk management framework has been in place snce NZDMO was established.
However, the specifics of implementation have been, and are, subject to continuous improvement as
resources dlow and as information technology capability and anaytical techniques have improved.
Careful prioritization has been required to ensure that scarce resources are dlocated to managing
the mogt significant risks first and that fundamental risks are covered. In addition, NZDMO
periodicaly commissions reviews of its risk management framework and practices, including the
dtrategic parameters of the portfolio, by externa experts.

Perfor mance measur ement

892. NZDMO measures performance on arisk-adjusted basis. The performance measurement
regime provides the following benfits

NZDMO management with information regarding the magnitude of risk associated with
discretionary decisons and assigts thinking on dternative financing or investment strategies,



- 227 -

portfolio managers with information to assist them in managing the controllable risks for which
they are responsible and feedback on the quality of their decisons, and

information necessary to generate incentive structures that ensure saff incentives are digned
with those of NZDMO.

893. NZDMO undertakes performance measurement as atool for internad management
purposes, including the dlocation of resources and the assessment of performance of individuals. It
is not arequirement under generally accepted accounting practice, which establishes the framework
for NZDMO' s public reporting. For that reason, the performance outturn is not publicly disclosed.

894. Asnoted previoudy, the overal portfolio managed by NZDMO is divided into strategic and
tactica portfolios. Performance measurement gpplies to only the tactical portfolios, which are
considered “ performance” portfolios, whereas strategic portfolios are considered “ norr
performance.” All activity with respect to domestic currency borrowing is strategic. The daily profit
or lossfor each tactica portfolio is caculated as the difference in the present vaue of the portfolio
from one day to the next.

895. In 1999, NZDMO implemented atransfer-pricing regime (TPR) to dlocate the changein
the end- of-day vauation from one period to the next. TPR enables transactions and risk positionsto
be transferred under agreed-upon rules from one sub-portfolio to another and to better track the
attribution of value added by activity. Prior to the implementation of that program, performance was
measured relative to a shadow, or benchmark portfolio. It was also measured on acost basis done
with respect to liquidity management, investment, and foreign exchange transactions. The
introduction of TPR made it possible to measure performance on arisk-adjusted basis.

896. Vaueadded—that is, profit or loss—is measured for each day, month, quarter, and
financia year by tacticd portfolio and aso by currency. Risk positions are measured againg the net
zero foreign-currency debt strategic benchmark. Risk utilization is calculated for the totdl tactical
portfolio and aso by currency.

897. Risk-adjusted performance measurement (RAPM) refersto the return of tactical
management relative to the risk undertaken to achieve that return. RAPM provides information, in
addition to smple profit and loss or risk utilization, that NZDMO management can use to assess the
performance of tactical portfolio management activity. The practica effect of RAPM isto encourage
portfolio managers to take on risk only when the potentid upsideis high compared to the sze of the
rsk.

898. Therisk-adjusted performance return is defined as net value added divided by notional risk
capital. Net value added accounts for profit or 1oss and recognizes the expenses incurred in tactical
management. It is defined as gross vaue added, |ess expenses attributable to tactica management.
Notiona risk capital accounts for market, credit, and operationa risk utilization. Market risk is
measured relative to the Strategic net zero foreign-currency debt position and is based on the
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average totd monthly VAR. Credit risk is measured relative to a credit risk-free position, which
NZDMO defines as a portfolio with exposure to only AAA-rated entities, and is based on the
average monthly deviation from that AAA benchmark. It is estimated using the NZDMO credit risk
moddl. Operationd risk is assumed to be either zero or the maximum of market or credit risk, as
NZDMO does not have amodel to quantify that risk.

899. Risk-adjusted performance is caculated monthly. NZDMO compares current risk-adjusted
performance againgt historica performance, instead of a static benchmark. Risk-adjusted
performance on an annua basis is measured as a moving average of the monthly returnsin the
previous 12 months.

C. Deveopingthe Marketsfor Government Securities

900. In 1989, net foreign-currency debt was $NZ 13 hillion, equivalent to 19 percent of gross
domestic product and 43 percent of total net debt. Given the government’ s borrowing requirements
at the time, the scope for reduction in the foreign currency exposure of the public debt to meet
NZDMO' s balance sheet objectives was limited by the capacity of the New Zealand market to
absorb additiona borrowing. That encouraged NZDMO to give a high priority to the development
of the domestic debt market.

901. The pre-conditions with respect to securities market regulation and market infrastructure
were aready in place. There was along-standing, sound legd framework, as well as gppropriate
accounting and auditing practices. Banking, clearing, and settlement systems were efficient. An
independent central bank was able to implement monetary policy and manage market liquidity.

902. To develop the primary market for government securities, NZDMO established a
commitment to the principles of trangparency, predictability, and even-handednessin its activities, as
described earlier.

903. In 1988, the Minister of Finance agreed to concentrate the issuance of bondsin

benchmarks of large-volume, standardized securities. The aim of that gpproach isto reduce debt-
servicing costs by achieving greater liquidity in the market, thereby attracting investors for whom
liquidity isamgor requirement. The domestic debt market until that time congsted of many tranches
of relatively smdl volumes. By 1993, it had been transformed into eight benchmark maturities, each
with up to $NZ 2.5 hillion in outstanding volume. That pattern has continued through today,
athough the maximum outstanding volume is now around $NZ 3 hillion.

904. A mgor consideration when firgt establishing benchmark bonds was that the maturity of a
bond with alarge outstanding volume involves amgor outflow from the government to the private
sector, which requires careful handling through the Reserve Bank’ s liquidity management operations.
In New Zedland, benchmark bonds are large relative to the size of the economy, at about 3 percent
of gross domestic product, so their redemption represents amgjor flow through the financia system.
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That has been mitigated by buying back bondsin thefinal sx months of life. The Reserve Bank aso
undertakes reverse repos in open market operations with maturity dates that coincide with the
maturity date of abenchmark bond. A number of benchmark bonds have matured since 1993, and
those processes have worked well, without distortion to the cash market.

905. To accderate the building of benchmark bonds, NZDM O introduced bond switchesin
1989. They involved the issuance of new benchmark bonds in exchange for exigting illiquid bonds.
The process that was used included both reverse auctions, typicaly when a switch window was first
opened, and negotiations with individua investors. The pricing for those negotiations was framed as
a spread to the benchmark bond curve, on a duration-adjusted basis. At times the savingsto the
government were subgtantia, of up to 30 basis points per annum.

906. A further development was the lengthening of the maturity of government securitiesto
reduce funding risk. The origind benchmark was for five years. A sevenryear benchmark was
introduced in 1990 and a 10-year benchmark in 1991. The timing of each successve extenson was
ajudgment about the level of demand in the market and, in New Zedand's casg, it was closdy
associated with diginflation. The 10-year maturity has become an important pricing point in the
market for internationa investors, asit is acommon point of comparison across markets.

907. NZDMO has not found it necessary to introduce primary dealers or officidly agppointed
market makers to assst with the distribution of securities. Instead, NZDMO considers that a better
outcome is market-making in government securities on the basis of commercid decisions by market
participants themsdaves. New Zedand's banking system is efficient and open to new entrants, and
this was aso the case when aliquid government bond market was developed in the late 1980s and
early 1990s. The banking system has been characterized by a high degree of foreign ownership for
over acentury, and financid market reforms beginning in the mid-1980s included the remova of any
limit to the number of registered banks. It has been comparatively easy for New Zealand banks to
develop the necessary skills and systems required for adomestic bond market.

908. All market participants, including end investors, may bid in auctions, subject to criteria
related to creditworthiness. The arrangement has worked well, with a core group of about Six to
eight market makers at any one time, who agree among themsdves secondary-market standards for
liquidity, such asticket Sze and spread. A smilar gpproach appliesin the New Zedand dollar
foreign exchange market.

909. A further development that was important for the expansion of the market was the effective
remova of nonresident withholding tax. NZDMO had been aware for some time that this was an
issue with internationa investors, but earlier action had not been possible given anumber of
condderations relating to tax policy. Although investors were able to avoid the tax by not holding
securities on coupon payment dates, that procedure imposed costs and inconvenience, and many
international investors were not prepared to take those measures for ethica reasons.
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910. Holdings by nonresidents of New Zealand government securities increased markedly from
1993. According to surveys by the Reserve Bank, nonresident holdings peaked at 62 percent in
1997, dipping back to 33 percent in 2000. The reduction has been orderly and has occurred for a
number of reasons, including afdl in differentia interest rates between New Zedand and mgor
markets and a depreciation in the New Zealand dollar as an adjustment process to awesk externd
position.

911. One potentia concern about high levels of nonresdent participation is the threst that those
investors attempt to exit the market dl at once. Over the years, there have been periods of
divestment, but they have tended to be orderly. Part of the reason isthat the number of foreign
investors participating in the market has increased over time, so the exit and entry of individud
investorsis based on their individua views, which tend to vary over time. Another reason is that
successive governments have adhered to trangparent and prudent fiscal and monetary policies,
which provide an anchor of stability for the market.

912.  Anocther festure of the maturity of the market has been its ability to weether a number of
crisesin international markets. Events such as the 1994 internationa bond market sall-off saw yields
adjust upwards, but the market continued to function continuoudly and prices generally adjusted
smoothly.

913. Onedeveopment in recent years that has improved the efficiency of the secondary market
has been the increased use of repos. NZDMO, aong with the Reserve Bank, encouraged the
development and use of standardized repo documentation, which assisted in that process. The
increased use of swap transactions, by both residents and non-residents, has al'so had spin-offs for
the liquidity of the bond market.

D. Conclusion

914. Over thelast 13 years, NZDMO has undertaken continuous improvement in all aspects of
its management of the government’ s debt. The latter half of that period has seen a considerable
improvement in the government’ s finances and a reduction in debt levels. That has created its own
technical chalengesin relation to debt defeasance and management of uncertainty surrounding
asset- sde proceeds and the size of surpluses. Changes in government policy and other initiatives
have seen NZDMO' s role expand in the areas of intermediation and risk management. That islikely
to continue in the future and, combined with finance industry-driven improvements to risk
management techniques, will lead to further evolution of government debt management in New
Zedand.
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XIl. PoLAND™
A. Developing a Sound Gover nance and I ngtitutional Framework
Objectives

915. In 2001, the evauation of the existing objectives and changes in macroeconomic conditions
led to revision of the existing objectives.® The new objectives were incorporated in the Strategy of
Debt Management for the years 2002—2004. The mgor change in comparison with the previous
drategy was a shift in emphasis regarding the god of cost minimization, from reducing the cost
burden in the three-year time horizon to long-term cost minimization. The objectives are divided into
two groups with three main objectives and four complementary (conditiond) objectives. The
fulfillment of the conditiond goaswill depend on the Stuation in the financid markets.

916. Themain objectives are:

Minimization of debt service cogts. Thisis to be achieved through an optimal selection of debt
management insruments, their structure and issue dates. The time horizon is determined by the
meaturities of debt management instrument with the longest maturity.

Limitation of the exchange rate risk and the risk of refinancing in foreign currencies. This
objective isto be met, mainly through reducing the share of foreign debt.

Optimization of state budget liquidity management.

917. The complementary (conditiona) objectives are:

Limitation of the refinancing risk in the domestic currency. Thisisto be mainly achieved

through the rise in the average maturity of domestic debt.

Limitation of the interest rate risk. This objective is to be met through increasing the share of
long-term fixed-rate ingruments in total debt.

Increasing flexibility of debt Sructure. Thisgod isto be achieved mainly through  converson
of nortmarketable debt into marketable instruments.

Decrease in debt monetization. Thisis to be met through increased share of the nonbanking
sector in total debt.

* The case study was prepared by the Public Debt Department of the Ministry of Finance.

% See Attachment 1 for a detailed description of the previous objectives.
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Scope

918. The debt management policy pursued by the central government encompasses dl activities
involving the management of state budget debt. Thisincludes the issuance, management and service
of treasury securities as well as the management and monitoring of other liabilities of the date
budget. The influence on the central government debt, other than state budget debt as well as on the
loca government debt, isindirect only (unless specia procedures of recovering sound financia
policies are executed) and includes imposing legd and forma regulations.

Coordination with monetary and fiscal policies

919. Inorder to coordinate the debt management policy with monetary and fiscd policies, the
Committee of Public Debt Management was founded in 1994. The committee comprises members
from the Minigtry of Finance, the National Bank of Poland (NBP) and the Ministry of State
Treasury. The meetings of the Committee are held on amonthly basis and have an advisory
character. However, the participation of directors of crucia departments of Ministry of Finance and
the NBP, responsible for implementing and executing the policies, assures agrong informd

authority of the conclusons drawn by the Committee. The main fields discussed by the Committee
include monthly plans of financing the state budget borrowing needs, the budgetary situation, and the
gtuation of the money market.

920. The management of liquidity is coordinated on an interdepartmenta level within the Ministry
of Finance. Under the congtraint of a pre-determined safe level of the balance of the account
(exduding the risk of losing liquidity), the coordination ensures the minimization of aternative costs
of holding cash on the central government account. The main ingruments of the liquidity
management are short-term deposits made of surplus cash and issuance of short-term treasury hills.

Legal framework

921. The Condtitution of the Republic of Poland, Art. 216, forbids the acceptance of loans and
grant guarantees and sureties, as aresult of which the relation between public debt augmented by
the amount of the anticipated disbursements on sureties and guarantees to the annua gross domestic
product would exceed 60 percent. With the purpose of not exceeding the limit referred to in the
principle rule, a provison of Smilar content was included in Article 37 of the Public Finance Act,
and reinforced in Article 45 by the definition of the so-called prudence and recovery procedures
that come into play if the 50 and 55 percent thresholds are exceeded. The Minister of Finance
(MoF) must control the public finance sector in generd and—to ensure the principad rule—the State
Treasury debt.

922. The basic legidation governing the conditions of the government debt managersis the Public
Finance Act. Under this Act, only the Minister of Finance is authorized to draw financid
commitment on behaf of the State Treasury, to repay the drawn commitment, and to carry out other
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financid transactions connected with delt management, including transactions related with derivetive
finandd ingruments.

923. The Public Finance Act requires the MoF to develop athree-year strategy of public finance
sector debt management. At the same time, the MoF also presents a strategy for influencing public
Sector debt. These two topics are collected in one document. The need for the above regulations
was a consequence of the provisions of the Congtitution of the Republic of Poland.

924. To govern the generd conditions of issuing bonds, the Minigter of Finance issued five
ordinancesin 1999 under the delegation laid down in the Public Finance Act.

Ingtitutional structure
Institutional structure within the government

925.  Debt management unit in Poland is Stuated within the Ministry of Finance. Public Debt
Department as one of the units of the Ministry manages day-to-day debt policy, prepares the
drategy of debt management and cooperates with the Polish and internationa financid marketsin
the field of borrowing and development of the treasury securities market.

926. Pogtion of the Public Debt Department as a part of the Ministry of Finance has advantages
and disadvantages. At the very early stage of development of the domestic financid market, when
the trangition to the free market economy had just began, the Public Debt Department (the unit with
adminigtrative power) had more instruments to support development of the market, to cooperate
with other regulative ingtitutions and to prepare efficient legal and infrastructure environmern.

927.  Along with the development of the market in Poland, the Situation has changed. The number
of sophisticated market participants has increased, the base of securitiesiswell developed and
hedging instruments are available. Together with chalenges in the risk management of the debt, a
more flexible and active gpproach to debt management is required. The bureaucratic structure in the
Ministry of Finance, subjected to the long procedures, hamper the flexibility in the debt
management. Tendency in OECD countries to separate debt management offices from the Ministry
of Finance are based on the experiences that being the unit of the Minigtry of Finance, makesit hard
to avoid the conflict between short-term objectives of the fisca policy and the long-term Strategy of
debt management. Lessons learned from the yearly meetings of OECD working group indicates that
acting outsde the Ministry of Finance as a separate debt office makes it possible to avoid direct
intervention in the borrowing policy, in the sructure of offered ingruments, and in the policy of
minimization of debt servicing cogts on the medium- and long-term horizon.
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Organizational structure in the debt management office

928.  In 1998 the domestic and foreign debt management was concentrated in the Public Debt
Department (PDD), and divided into 4 functiond units; front office, middle office, back office and
the foreign debt unit. The decision to develop a separate unit for foreign debt was the result of the
Szable percentage of foreign debt within total debt. However, externd financid inditutions perform
alarge part of the traditional front and back offices operations, and the work of the PDD retainsa
rather anaytical character. Currently 49 people work at the PDD.

929. Theframework and the point of reference for daily debt management will be described
under Debt Management Strategy in the next section, where objectives and tasks of debt
management are clearly defined. The forma procedures of daily management are ill awork in
progress. So far the procedures of decision making during the auctions of salling of treasury bonds
and tressury hills has been introduced, thet is, the determination of the cutoff price.

930. Themain operating risk of debt management isthe lack of an integrated information system
of debt management, which implies that the databases are fragmented and not fully compatible with
each other. The integrated debt management system is to be implemented by the end of 2002.

Auditing

931. Thefinancid accounts of the public debt, as well as other parts of the state budget, are
subject to annud audit by the Supreme Audit Office, reporting to the Parliament. Regardless of that
reporting structure, the Supreme Audit Office has the authority to carry out additiona control in any
area of public finances. The Minigter of Finance submits the report on execution of debt servicing
cogts quarterly to the Parliament’s Commission of the Public Finance.

B. Debt Management Strategy and the Risk Management Framework

932. Pdlicies are implemented to ensure that the public debt management is carried out in a
prudent and predictable way with the aim to minimize any possible thrests to public finances and the
country’ s economy.

933.  Public debt management is one of the crucia areas where the accountability of applied
policies and macroeconomic prospects of the economy are subject to scrutiny. In order to prevent
excessve levels of debt by lega measures, the limits of the public debt to GDP ratio were imposed,
including specid procedures if the debt exceeds 50 percent and 55 percent. As mentioned, these
rules and regulations were set forth in the Public Finance Act, aswdl as an upper limit of 60 percent
st by the Condtitution of the Republic of Poland.

934. Inorder to increase the credibility of public debt management, each year the Council of
Minigters submits to the Parliament the Debt Management Strategy for the coming three years,
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which includes a set of clear gods of debt management, the assessment of executing the objectives
of previous dtrategies as well as analysis of possible scenarios regarding public debt.

935. Themain risks that the government faces with respect to its foreign currency debt portfolio
are defined as the refinancing risk and the exchange rate risk. For domestic currency debt portfolio
the main risks are regarded as the refinancing risk and the interest rate risk.

936. Thepalicy of reducing the foreign debt outstanding and financing mainly in the domestic
market results in the development of alarge and stable domestic debt market, which reduces the
country’ s exposure to foreign currency crises and adverse external shocks.

Strategy for managing the costsand risks
Foreign currency debt portfolio

937. Despite consderably higher service costs of the domestic debt, limitetion of the exchange
rate risk and the refinancing risk in foreign currencies are among the primary gods in the Public
Finance Sector Debt Management Strategy for 2002—2004. The basic measure of these two types
of risk isthe share of foreign debt in total debt. Hence, the main means of reducing the exposure to
both the defined risks is decreasing this foreign debt share.

938. Consequently, the overdl drategy states that the borrowing needs of the government should
be satisfied to the greatest possible extent in the domestic market. Fundsraised in the foreign
market should not be higher than the amount of principa of the foreign debt due in the given fiscd
year. However, additional borrowing can be executed in the foreign market to facilitete early
repayment of the foreign currency debt. The maturity of the newly issued debt should avoid the
years with the highest foreign debt repayments, namely 2004—2009. Furthermore, proceeds from
privatization obtained in foreign currencies are used for foreign debt service and repayment.

939. The percentage of foreign debt (according to the place of issue) to total debt decreased
from 49 percent in 1999 to 35 percent at the end of November 2001. During the same period, the
debt expressed in terms of U.S. dollars fell from US$31.3 hillion to US$24.7 billion in November
2001. These significant declines were mainly the result of the early redemption of the Brady Bonds.
In addition, Poland signed an agreement in October 2001 with Brazil under which, by exception and
gpprova of the Paris Club, debt with nomina vaue of $US3.32 hillion was repaid early for amount
of $US2.46 hillion.

940. Currently, an important issue is the preparation of the foreign debt refinancing for the period
of peak paymentsin the Paris Club in years 2004—2009. Owing to the very strong dependency of
the debt repayment manner on Poland’ s palitical and economic Stuation, the actions undertaken
should be geared to the current Stuation. Poland’ s entry into the European Union will strengthen the
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country’s credibility and broaden its access to internationad markets, while the subsequent joining the
Monetary Union will mean a substantid decrease in share of foreign debt.

941. The drategy of establishing and maintaining access to the most important segments of the
internationa capita market is a continuing one due to the possible necessity of having to refinance
most or dl of the maturing foreign debt in the period under consideration. This will be conducted
through the placement of issues of treasury securitiesin the key market segments. Moreover, in
order to upgrade its credit rating, the State Treasury conducts operations, within its current
capabiilities, of early repayment of some debt, aimed at reducing foreign debt, minimizing service
costs, and aso reducing principle repayments in the years 2004—20009.

942. Inthefuture, when Zlotyswill be replaced with euros, the situation will change. Since 43
percent of the external debt consists of euros, the exchange rate risk connected with foreign debt
will be reduced significantly. The possbilities of raisng fundsin financid markets will aso change
gregtly. Poland' s entry into the European Union will have a considerable influence on Poland's
credit rating, which will engble financing cogts to be reduced. Theinflow of the EU funds could aso
help lower foreign refinancing by alocating the EU funds for repayment of the foreign debt and
enlarging domestic debt to raise money to finance gods for which the EU funds were origindly
intended.

943. Inorder not to digtort the exchange rate resulting from inflows of foreign currency in large
quantities to the market, the privatization proceeds in foreign currencies are put into the specia
account used for foreign debt servicing.

Domestic currency debt portfolio

944. Therefinancing risk is most often measured by the average term to maturity. Hence, limiting
refinancing risk in domestic currency can be achieved by increasing the average maturity of domestic
debt. The average term to maturity of domestic market debt in February 2002 was 2.52 years; at
the same time the duration of the market debt denominated in Polish zlotys amounted to 1.90 years.
These maturities do not guarantee the appropriate level of safety in the medium-term. Extension of
the average maturity of domestic debt should be done gradually dong with the development of
financid market in Poland, increase in demand for long-term indruments, and fdl in long-term
interest rates.

945. Therefinancing risk can aso be assessed by the time structure of the future redemptions.
The policy of reduction of debt in treasury billsin favor of increased debt in medium- to long-term
bonds results in the smoothing of aredemption profile, or areduction of redemptionsin the next few
years (increasing Smultaneoudy the redemptions in the years afterward). This same policy of
increased debt in fixed-rate bonds and a decline of debt in treasury bills caused areduction in
interest rate risk. The share of fixed-rate marketable bonds in the domestic debt of the State
Treasury grew from 39 percent in 1999 to 53 percent at the end of February 2002. The increase
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was mainly aresult of increased sales and the effects of conversion of the non-marketable into
fixed-rate marketable securities. The share of treasury hills in domestic debt amounted to 20
percent in February 2002 and has not changed since 1999.

946. These measures have lead to a decreased senditivity of debt service codts to the fluctuations
of interest rates on the financial market aswell as an increase in the rate of predictability of these
cogts, both in the current years as well asin the future years.

Risk analysisundertaken

947.  When formulating the Debt Management Strategy as well as the Budget Act, different
scenarios were considered. Severa included the possible macroeconomic and market risks of
adverse events, aswdll as the budget environment. Possible threats to the redlization of the Strategy
were aso taken into account.

948. Themain concern in goplying the Debt Management Strategy involved a tradeoff between
minimizing cogts and reducing risks. Therisks refer especidly to interest rate risk, refinancing risk
and exchange rate risk, as well as liquidity management. This requires a dynamic approach, taking
current market and budget conditions into consderation. The process of decison making isa
heurigtic one, rather than involving the use of formal procedures, dthough some quantitative
measures and formalized models are used as a support (a system of formd proceduresis ill a
work in progress).

949. Therisk measures are computed historically and also forecasts are made. The desired
characteritics concerning foreign/domestic and fixed/floating ratios as well as duration are modified
according to the market Stuation and financing needs. Currently the following measures of risk are
used:

The debt to GDP ratio, debt service costs to GDP ratio—the most general measures,
summarizing the overdl ability to service public debat;

The share of foreign debt to total debt—mainly as a measure of exchange rate risk;

The average maturity of the domestic debt—as a measure of refinancing risk;

Duration of the domestic market debt—as a measure of refinancing and interest rate risk; and
Other measures, mainly descriptive satistics, such as the share of floating and fixed dett,
meaturity profile by months and years, and smilar data.

950. Econometric and other quantitative® models, devel oped within the Public Debt Department,
are also used. Formalized optimization problems solved periodically are aso used to support

*" Using applications of mathematical programming, game theory and neural networks, among
others.
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various decisons made. However, the results derived from these moddls depend heavily on the
assumptions regarding future interest rates and other forecasted variables, which can be subjective
at times.

951. Thequantification of risks is subject to further methodologica research. A bregkthroughin
this area is expected after the implementation of the integrated debt management system. Currently,
information systems used to assess and monitor risk are highly fragmented and are not automated.
Theinput datais collected from different databases manualy. The tools of risk monitoring dso are
not integrated.

952. Thequdity of risk assessment and monitoring, as well as other aspects of data management
are expected to improve significantly when the integrated debt management system, financed by the
PHARE 2000 program funds is introduced, as well as aloan from the World Bank. The objective
of the project isto prepare (in cooperation with the Finnish Ministry of Finance) for amore effective
and efficient debt management through an integrated IT system in conformity with sandards in place
in the EU member countries. The system will support the public debt management and the budget
process, including defining financing needs and debt service cogts. It will dso reduce debt service
costs by using sophidticated anaytica tools provided by the system. Furthermore, it will improve the
knowledge of the development in the capital markets and strengthen the market approach to debt
management. The system will dso enhance risk management and control.

953.  Currently no benchmark portfolio isin use. The comparison of actud portfolio and forecasts
is often of an informative nature, due to high market volaility and frequent changes of long-term
assumptions concerning budget deficits and market conditions.

Active debt management

954.  The public debt management does not encompass activity in the domestic secondary
market. The primary concern is cost minimization in over the long term and the current policy is
subordinated to it. Active debt management includes actions undertaken besides the regular
caendar of debt issuance and servicing, amed at executing the gods of the debt management
drategy. These include occasiona buybacks of the domestic and foreign debt before its maturity,
regular switch auctions of treasury bonds, swap transactions, use of other derivative insruments.
These |atter two options are planned.

955.  Active debt management is not used to generate returns in foreign currency debt. The only
exception involves buybacks of collaterdized Brady bonds, which generate proceeds from sold
collaterd.

Management contingent liabilities
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956. A separate department within the Ministry of Finance coordinates the management of
contingent liabilities, especidly granting sureties and guaranties by the State Treasury. The
disbursements effected under this department constitute a service cost of public debt asawhole.
The anticipated amount isimportant for the debt management process.

The management of risks associated with embedded options

957. Theonly case where a put option is used (the possibility for an investor to receive an early
redemption) isin savings bonds, namely the two-year fixed-rate (DOS) and the four-yeer inflation
indexed savings bonds (COI). Therdatively smal share of these ingrumentsin tota debt, aswell as
higtorical data on the share of bonds where the option was executed, shows that the risk involved
was inggnificant. The early redemption accounts for about 4 percent of the total value of bonds
having this option. One of reasons for this low percentage isthe rdatively smdl senstivity of retall
investors to changes in market conditions. However, the potentia threats connected with the options
are taken into account and suitable precautions are made in order to reduce the liquidity risk.

958.  Early redemption isfinanced by the interest accrued from not taking back funds by
bondholders, which is then placed on a banking account maintained by the issue agent. In addition,
the issuer has a one-week period to submit cash to the bondholder executing the options.

C. Deveopingthe Marketsfor Government Securities
Borrowing instruments

959.  According to the Public Finance Sector Debt Management Strategy for the years 2002—
2004, government borrowing should be redlized mainly in the domestic market. Borrowing in the
foreign market is limited to refinancing maturing debt. In the future, the funds raised in the foreign
market will gradudly increase ong with the increasing repayments of the debt to the creditors
associated within the Paris Club.

960. Increasing Sgnificance of minimizing cogts, over atime period determined by the maturities
of debt management instrument with the longest maturity, affected the structure of saes of treasury
securities, especialy in 2001. Decisions concerning the choice between the issuance of short- and

long-term instruments was determined by market conditions and the predicted future shape of the

yiedld curve. The increase in the average term to maturity is acknowledged to be the main means of

reducing the refinancing risk of domestic debt.

961. Marketable and savings treasury securitiesissued on the domestic market in 2001 included
the following ingruments.

Treasury bills with maturities ranging from 1 to 52 weeks
Treasury bonds offered at auction (“wholesale bonds”)
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2-year zero-coupon bonds (OK)
5-year fixed-rate bonds (PS)
10-year fixed-rate bonds (DS), and
10-year floating-rate bonds (DZ)*®
Treasury bonds offered in the retail network (“retail bonds’)
2-year fixed-rate savings bonds (DOS)
3-year floating-rate bonds (TZ)
4-year savings bonds (COI) indexed to inflation, and
5-year fixed-rate bonds (SP)

In 2002 a 20-year fixed-rate bond (WS) was introduced. Thefirst auction took place on April 17,
2002.

962. Retail instruments are used to back up the sdes of wholesde instruments, widen the
investor base, and promote the propendty for saving. The tasks within this areawill include the
diverdfication of insruments offered and the increase in their accessibility to potentia investors
through the implementation of the new IT technologies. The sde of retail indexed bonds accounted
for about 1.0 percent of the total value of al bonds sold by the Minister of Finance and approx. 5.8
percent of retail bonds.

963. Thematurity of bondsissued on internationa capital marketsis congirained by exising
foreign debt redemption profile. Until 2001, due to very low funding needs, the Ministry executed
only one benchmark transaction ayear in the international market not exceeding the amount of
principa payments. The main reasons for issuing bondsin the international market are to maintain
access to the most important segments of the international capita market due to the possible
necessity of refinancing most or dl of the foreign debt in years 2004—2009 and to create a
benchmark for issues of Polish corporate bonds.

Consolidation of public debt

964. Dataon Polish public debt (debt of unitsincluded in the sector of public finance)™ is
available since 1999 (since 2001 in a consolidated form). Since then, based on the Public Finance
Act, two ordinances regulating the recording of debt have been issued. Thefirst one regulates the
recording of debt of unitsincluded in *budgetary entities.” The second one regulates the recording
of debt of the rest of units of the public finance sector. These regulaions make it possble for the
Ministry of Finance (which has the obligation of publishing data on public debt twice ayear) to

*8 The sdes of DZ were suspended in 2002.

% The Nationa Bank of Poland is not included in the sector of public finance.
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caculate the entire amount of debt of the public sector after consolidation. Theregulationsaso am
to obtain the data needed to meet the requirements of international reporting (e.g., reports prepared
for the EUROSTAT, IMF, and OECD).

M echanisms used to issue debt
Treasury bills and treasury bonds

965. Treasury bills and treasury bonds are offered for sde in the primary market at auctions
organized and held by the Nationa Bank of Poland (NBP). Bids are submitted to the NBP by
11:00 am. on the auction day. Upon receipt of abid summary, the MoF makes adecision on the
minimum price with a given maturity. Bids containing prices thet are higher than the minimum price
are accepted in their entirety, while bids with the minimum price can be reduced or accepted in
whole. Each bidder buys bonds at the proposed price.

966. Dates of auctions are announced at the beginning of each year in a cdendar of issuance,
published on the Ministry’ s web site . The detailed information on forthcoming auction is published
on the Minigtry’ s web site and on Reuter’s Termina two days before the date of the tender. The
announcement contains the type and maturity of the instrument offered, vaue of the offer, a brief
description of terms of issue, and the time and place for submitting bids.

967. Treasury bills are sold at adiscount at auctions, which are held regularly on each first
business day of the week (i.e., usualy on Mondays). However, extra auctions can be held on other
days. Participants dlowed to submit bids in the auctions are entities that purchased at least 0.2
percent of dl bills sold in the primary market in the previous quarter. They are verified every quarter
basing on this criterion. Other investors can participate through their intermediation. Payment for
bills purchased and redemption of maturing bills are usudly effected on the second day after the
auction through banks' current accounts maintained by the NBP Payment System Department.

968.  Treasury bonds auctions are held usually on Wednesday.®* Additiona auctions can be held
on other days. Entities allowed to submit bids in the auctions are direct participants of the Nationd
Depository for Securities (NDS); other interested parties can participate through their
intermediation. Auctions of treasury bonds are settled in cash and in securities through the NDS;

% \sww.mofnet.gov.pl

®! The first Wednesday of the month for 2- and 5-year fixed-rate and zero-coupon bonds; the
second Wednesday of the even months for 10-yeer floating-rate bonds; and the third Wednesday
of the odd months for 10-year fixed-rate bonds.
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cash settlements of bonds auctions are handled directly by the NDS through its account with the
NBP.

Retail bonds

969. The sde and management of retail bonds intended for smdl investorsis handled by the
Central Brokerage House of Bank Pekao S.A. (CDM Pekao SA) under agreements signed with
the Minigter of Finance. CDM Pekao SA is the issuing agent, and aso the organizer of aconsortium
of the largest banking and nonbanking brokerage houses, atota of 21. Bonds are offered through a
network of customer service outlets (CSOs)—at the beginning of 2000 about 550 units throughout
the country—and via Internet.

970. The marketable bonds (3-year floating rate and 5-year fixed-interest rate bonds) are sold at
the issue price published prior to the commencement of sdle. The sales price contains, in addition to
the issue price, interest accrued from the sale commencement date to the purchase date. There are
four seriesissued every year, with digtribution taking place in the following three months. The sdes
price for 5-year bonds is settled monthly. The savings bonds (the two-year fixed-interest rate and
the four-year indexed) are sold a 100 polish Zlotys, on every business day of each month. During
each month, the issuer introduces a new series for each type of savings bond.

971. Disbursement of interest and repurchase of bonds take place at the point of purchase or via
the bank account indicated. It is dso possible to deposit the three-year floating rate and five-year
fixed-interest rate bonds in an investment account at any stock brokerage house, in this case the
servicing and redemption of the bonds takes place via the same account. Both types of bonds are
admitted to officid listing on the regulated market (The Warsaw Stock Exchange).

Foreign debt

972.  Standard mechanism of foreign bond issuance is used, including a syndicate of internationd
investment banks. Each transaction in the internationd market is carefully prepared, using the Public
Debt Management’s aswell asinvestment banks expertise to sdect the best timing and segment of
the market. The pricing of bondsis based on market conditions and takes into account the
secondary market performance of the bonds.

Development of the secondary market

973. Themain actions taken to increase the liquidity, effectiveness and trangparency of the
treasury securities in the secondary market are:

the eimination or the reduction of retrictions in the settlement infrastructure, for example, the
implementation of the Red- Time Gross Settlement (RTGS) system and securities borrowing in
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preparation, the reduction of transaction fees and commissions, and the development of the
repo market;

the support of trading on the eectronic platform for debt instruments and their smooth
incorporation into the regigtration and settlement system;

the continuation of the policy to increase the depth of the treasury securities market through
sizeable issues of different series, which means fewer maturity dates for different types of
treasury securities and an increase in their value in theindividud series,

supporting the activity towards the dimination of regulations aimed to subject repo transactions
to the system of mandatory reserves, and

the introduction of switch operations.

974. Theintroduction of aprimary deders system isawork in progress. In 2001, the rules of
governing, selecting, and properly assessng primary deders, in addition to evauating the scope of
ther rights and duties were prepared, and then during meetings with the banks they were eventualy
verified. The cooperation with primary deders will dso lead to the identification of risks for public
debt management and the development of the treasury securities market. The process of monitoring
and evauating of the candidates began on April 26, 2002.

Contactswith the financial community

975. A proper relationship between the debt managers and investorsis crucid to the effective
management of public debt. To achieve this, regular meetings with groups of domestic investors
such as banks, brokerage houses, pension funds, investment funds and insurance companies are
held. Individua meetings with important domestic and foreign participant of the treasury securities
market are also executed.

%2 The RTGS was launched on April 26, 2002.
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Relation to the private-sector market

976. The debt market in Poland is dominated by government securities (treasury bonds and
treasury bills account for about 90 percent of the total debt outstanding). The issues of non-treasury
bonds are mainly private placements. The modest sgnificance of private-sector debt makes public
debt management independent of considerations regarding current Situation in the private debt
market. On the contrary, the development of public debt market congtitutes a key condition of the
development of private debt markets.

Rules of taxation
Taxation of residents
Legal entities

977. Interest and discount income as well asincome from the sale of treasury securities were
subject to income tax under genera principles, thet is a the rate of income tax applicable to income
redlized by legd entitiesin the year in which the income was obtained (in 2001 the rate amounted to
28 percent).

Private persons

978. Interest or discount on securitiesissued by the State Treasury and acquired by private
persons before December 1, 2001 was exempt from tax. Interest or discount on securities issued
by the State Treasury and acquired by taxpayers after November 31, 2001 are subject to
withholding tax of 20 percent.

979.  Income from the sale of domestic treasury bonds (issued after January 1, 1989 and
acquired before January 1, 2003) received by December 31, 2003 is not subject to income tax
unless the sdeisthe object of busness activity. Income from the sale of securities other than bonds
issued by the State Treasury are subject to persond income tax.

Taxation of Nonresidents

980. Personsredizing income from treasury securities purchased on the domestic market were
subject to the provisions of treeties on the avoidance of double taxation between Poland and the
country of residence or domicile of the nonresident earning income in Poland. Where no such treaty
existed, the following principles goplied.
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Legal entities

981. Interest and discount were subject to withholding tax of 20 percent. Income from the sdle of
treasury bonds or bills was subject to income tax under generd principles, that is, at the rate of
income tax gpplicable to income redlized by legd entities in the year in which the income was
obtained (in 2001 the rate amounted to 28 percent).

982. Income redized by legd entities based abroad from the sale, conversion or another legal
transaction transferring rights in bonds issued by the State Treasury of the Republic of Poland on
foreign markets since the year 1995 has been exempt from tax.

Private persons

983. Foreign private persons with adomicile other than the Republic of Poland or those with no
right of permanent or temporary residence in the territory of the Republic of Poland (temporary
residence being a sojourn with a duration of not more than 183 daysin atax year) were liable to tax
only on income from work performed in the territory of the Republic of Poland under service based
relationship or employment relationship, irrespective of where the remuneration is paid, and on other
income redlized in Poland.

984. Interest and discounts on securities issued by the State Treasury in the domestic market
acquired by taxpayers before December 1, 2001 were exempt from tax. Interest or discounts on
securities issued by the State Treasury and acquired by taxpayers after November 31, 2001 are
subject to withholding tax of 20 percent.

985.  Income from the sale of domestic treasury bonds (issued after January 1, 1989 and
acquired before January 1, 2003) received by December 31, 2003 are not liable to income tax
unless such sale was the object of business activity. Income from the sale of other domestic
securitiesissued by the State Treasury was ligble to persond income tax.

986. Income redlized by foreign private persons having their domicile abroad from the sde,
converson, or another legd transaction transferring rights in bonds issued by the State Treasury of
the Republic of Poland on foreign markets in the years 1995-2001 was exempt from tax.

Effect of tax on trading of government securities

987. Currently, the sdle of government securitiesis not affected by taxation because of the relief
from the tax on civil actions, which isin force from 1998.

988. Thereforeit isdifficult to give an estimate of the effect of taxation on private personstrading
because of the short period of tax law binding. At the same time, income from al kinds of bank
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deposits was taxed; therefore both of these forms of investment are treated equaly. Thisis a pattern
gpplied aso in the European Union.
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Attachment 1
Development and Changesin Debt Management Objectives before 2001

989. The Strategy of Debt Management was prepared for the first time in 1999, as a document
submitted to the Parliament together with judtification of the draft State Budget Act. Long- and
short-term objectives were formulated. The long-term horizon of the Strategy corresponded to the
maturity profile of most of Poland’s externa debt (to the Paris Club), and it coincided with the
horizon adopted for the Public Finance and Economic Devel opment Strategy. Poland 2000-2010.
The primary objectives of the Strategy of Debt Management for the period were as follows:.

Reduce the share of externa debt in total debt by refinancing part of the debt due with interna
debt and by early redemption of certain externd ligbilities.

Achieve the desrable vaue of the indicators describing the debt maturity Structure: average
maturity, duration, and the ratio of debt duein a given year to total debt.

Ensure even digtribution of debt repayments and debt servicing costs over time, in particular to
eliminate peaks of payments.

Reduce the risk related to variability of debt servicing costs (increase their predictability) by
increasing the share of fixed income ingrumentsin total debt.

Make the externd debt structure more flexible.

990. Thefollowing objectives were st forth in the srategy for the three-year horizon:

Minimize the debt servicing costs under congraints on:
- the borrowing needs of the state budget (net cash requirements);
- thelevd of risk involved in debt financing, including: exchange risk, refinancing risk,
interest rate risk;
- the dbility of the domestic market to absorb medium and long-term instruments (given
that the national budget does not “displace” credit for the economy);
- the conditions prevailing on the internationd financid market, related to a country credit
rating; and
- compliance with the monetary policy of the centra bank.
Develop an optimum schedule of externa debt payments for the years 2004-2009 (i.e., during
the period of high intensity of the payments).
Reduce the degree of debt monetization by increasing the nonbanking sector’s sharein total
debt.

991. Thegods presented in the first strategy were modified in 2000 owing to the conditions that
arose in relation to the need to lay grester emphasis on the minimization of the burden of debt
service codts for the public finance in the period of the next two to three years.
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992. Godsformulated in the strategy were asfollows:

Minimization of the debt service costs over the adopted horizon—understood as:

- minimization of the burden of debt service cogsfor public finance in years
2001-2003—mainly through the risng share of the fixed-rate bonds in total debt and
the limitation of the share of treasury bills and floating-rate bonds;

- cods minimization over atime limit determined by the maturities of debt management
ingrument with the longest maturity and with the pre-set parameters (including the ones
arising from the need to minimize the cogsin the period between 2001-2003)—
through an optimal selection of debt management instruments, their structure and issue
dates;

- minimization of the service cods as an action to diminate the reasons causing the fixing
of the debt interest rates at aleve higher then the minima one, that can be atained on
the market through increased liquidity and depth of the secondary market for tressury
securities, increase in the trangparency and safety of trade in debt ingtruments, and
actions amed at dimination of the technica hindrances in the trade in treasury securities
(fees, settlement system, and so forth).

Limitation of the exchange rate risk and the risk of refinancing in foreign currencies—as a result
of the lowering of the foreign debt share.

Limitation of the refinancing risk—mainly through the rise in the average maturity of domestic
debt.

Limitation of the interest rate risk—through an increase in the share of medium and long-term
fixed-rate insruments in total debt.

Increasing flexibility of debt structure—as a result of the conversion of non-marketable debt into
marketable insruments.

Decrease in the debt monetization—through increased share of non-banking sector in total debt.
Optimization of the foreign debt amortization schedule for years 2004—20009.

Optimization of state budget liquidity management.
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XIIl. PorTUGAL %

993. Asaconsequence of Portugd’ s entry into the European Monetary Union, the environment
underlying the management of the Portuguese government debt has gone through very important
changesin the lagt few years. By adopting the euro asits currency, the country now benefits from
both the credibility of amonetary policy that is defined at the leve of the European Union (EU) and
the fiscd discipline that EU members have to comply with. Furthermore, the congtraints over
government debt management resulting from the execution of the monetary policy have been greetly
diminished with EU membership, as Portuga has gained access to amuch larger “domestic”

financid market—the euro debt market. The chalenge the country faces with this new pogtion isthe
loss of being the reference issuer of the Portuguese escudo and becoming asmall borrower in a
large market, where one has to compete with other sovereign issuers for the same base of investors.

994.  Inthe second hdf of the 1990s, and in anticipation of these changes, a series of important
reforms took place that aimed to develop conditions for a more efficient management of public debt
in this new environment. These reforms included, & the indtitutiond level, the creation of an
autonomous debt agency, the IGCP, in 1996, the publication of anew Public Debt Law (the Law)
approved by the Parliament in 1998 and the government approval of forma guidelines for debt
management in 1999.

A. Developing a Sound Gover nance and I ngtitutional Framework
Debt management obj ectives

995. The drategic objectives to be pursued in government debt management and State financing
were made explicit by the new Public Debt Law, which states that these activities should aim to
guarantee the financia resources required for the execution of the State budget and be conducted in
such away asto:

Minimize the direct and indirect cost of public debt on along term perspective;
Guarantee a balanced distribution of debt costs through the several annual budgets,
Prevent an excessve temporal concentration of redemptions,

Avoid excessverisks, and

Promote an efficient and balanced functioning of financid markets.

% The case study was prepared by Rita Granger, Lucia Leitao, and Vasco Pereira from the
Portuguese Government Debt Agency (IGCP).
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996. Minimizing the cost of debot was dready an implicit objective of debt management before the
gpprovd of the new Law. Nevertheless, its enactment has been an important step, in that it has
formalized these objectives, clarifying theissue of the minimization of cost so that it would be
pursued on along-term perspective and introducing an explicit reference to risk limitation, namely
how to reduce refinancing risk and the volatility of debt cost over time.

997. Theobjective of promoting an efficient and baanced functioning of the domestic financia
market was particularly important before the cregtion of the European Monetary Union, in a context
where most of the debt was denominated in escudos and placed on the domestic market. The
relevance of creating and maintaining a benchmark yield curve to support the escudo capital market
vanished as the Portuguese escudo was integrated into the euro.

998. The Guiddines for Debt Management, approved by the Minister of Finance (MoF) in late
1998 and in force since 1999, adopted amodd for risk management and trandated the Strategic
objective of minimizing debt costs into the definition of abenchmark which, since then, has been the
reference point for debt management. The risk management approach has four basic components.

adoption of a consistent model for the development of primary and secondary market for
Portuguese public debt;

development and implementation of clear debt management guidedines and risk/performance
evauation (benchmark);

invesment in IT systems, to support well-informed management decisons, reduce operationa
risk and increase transparency by improving availability and qudity of dl transaction data; and
development and implementation of a comprehensive manual of operationa procedures, to
reduce operationd risk and support externa and interna auditing.

The scope of debt management activity

999. Debt management includes theissuing of debt instruments, the execution of repo
transactions and the completion of other financia transactions with the purpose of adjusting the
structure of the debt portfolio.

1000. Thereisno limitation in the Law as to the nature of the financing instruments that can be
used for funding. However, concerns with the liquidity of the government debt led to a progressive
concentration of the financing activity into the issuance of arestricted number of sandard fixed-rate
treasury bonds (Obrigagtes do Tesouro — OT) and commercia paper (ECP). The issuance of
savings certificates, aretall instrument sold to individuas on a continuous basis, remains an important
funding source.

1001. Asafacility of last resort, repo transactions are made available to market makers. The
objective isto support the market-making obligations of the primary dedersin the secondary
market of the OT. Repos are provided in arange of amounts for each security. Taking into account
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market conditions, the price isfixed at arate below the average posted euro overnight interest rate
(Euro Over Night Index Average, EONIA).

1002. In order to adjust the redemption profile of the government debt, the Law includesthe early
redemption and buyback of existing debt and the direct exchange of securities within the scope of
operations alowed to debt managers. Since 2001, this practice has o been used more intensively
for the purpose of promoting liquidity in the treasury bond market through the concentration of
exiding debt into larger and more liquid issues.

1003. The Law dso includes within the scope of debt management the trading of derivatives,
namely interest rate and currency swaps, forwards, futures and options. Those transactions must be
linked to the underlying instrument in the debt portfolio. Swaps and foreign currency forwards have
been the instruments most used for this purpose.

1004. Although contingent lighilities are not now taken into account in debt management decisions,

it is planned to andlyze them in the future with a view to include them in the risk management
framework. The debt agency, IGCP, is only responsible for the management of the direct public
debt of the centrd government, even though it is required to gppraise the financid terms of
guaranteed debt and debt issued by (public sector) services and funds with administrative and
finandia autonomy.®* Within the Ministry of Finance, the Treasury Department follows, quantifies
and reports explicit contingent liabilities in a systematic way.

1005. The scope of IGCP s activity does not include, for the time being, the investment of
aurpluses that may exist in the State centra cash accounts, which are dso under the responsibility of
the Treasury Department.®® The exchange of information on policies and forecasted treasury flows
between the two entitiesis carried out on a permanent basis in order to coordinate funding and
surplus investment in an effective way.

L egal framework

1006. Themain legd framework that regulates the issuance of central government debt and the
management of public debt includes:

the Public Debt Law, which statesthat State financing has to be authorized by Parliament;
the annua Budget Law, which establishes limits for the amounts that the Government is
authorized to borrow during the year (in terms of net borrowing). The annua Budget Law may

® Above a certain threshold, set yearly.

% The Decree-Law that created the | GCP recognized the importance of further integration between
treasury management and debt management. Formd integration is under consideration.
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a0 define maximum terms for the debt to be issued and limits to the currency exposure and to
the floating rate debt; and
the Decree-Law that regulates the activity of the IGCP.

1007. According to the legd framework, IGCP s responsibility is to negotiate and to execute dl
financia transactions related to the issuing of central government debt and to the management of the
debt. The MoF is empowered to define specific guideines to be followed by the IGCP in the
execution of the financing policy.

1008. Permanent guiddines from the MoF were formaized through the adoption of along-term
benchmark structure for the composition of the debt portfolio. The benchmark reflects selected
targets concerning the duration, the interest rate risk, currency risk and refinancing risk and set the
reference for the evauation of the cost and performance of the actua debt portfolio.

1009. The Government gpproves annudly, through a Council of Ministers Resolution, which debt
ingruments should to be used in State financing each year and their repective gross borrowing
limits. The Minister of Finance gpproves annudly specific guiddines for the IGCP. The guidelines
include broad lines for the management of the debt portfolio (e.g., buyback of debt and repo
transactions) and the issuing strategy in terms of instruments, maturities, timing and placement
procedures. The guidelines aso cover measures to be implemented regarding the marketing of the
debt and the rdationship with the primary dedlers and other financid intermediaries. These
guiddines are made public.

Organization

1010. Previoudy two departments ingde the Ministry of Finance werein charge of central
government debt management. The Treasury Department was responsible for the external debt and
the issuance of treasury bills and the Public Credit Department was responsible for domestic debt
(excluding treasury bills). Since 1997 operationd activities associated with the centra government
debt management, including the servicing of the debt, have been centrdlized in the IGCP. The IGCP
is empowered to negotiate and carry out dl financia transactions related to the issuing of centra
government debt and to the active management of the debt portfolio, in compliance with the
guidelines approved by the MoF-.

1011. ThelGCPisorganized in asructure intended to alow the use of its resourcesin aflexible
way, namely with recourse to project teams. The organizational structure comprises the Board of
Directors, two departments and five technica and four operational units, with atota staff of 65

people.

1012. The agency isgoverned by aBoard of three Directors, appointed by the Council of
Minigers for aterm of three years. The Board reports to the Minister of Finance. An Advisory
Board, composed by the Chairman of the Board of Directors, a member of the Board of Directors
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of the central bank and four expertsin economic and financid matters, gppointed by the Council of
Minigters, plays an advisory role in strategic matters.

1013. The Debt Management Department is responsible for al the aspects related to the definition
of the issuing and portfolio management palicies, the follow-up of the secondary market, the
relationship with the primary-dedlers and other financid intermediaries, the negotiation and
placement of non-retail debt and the active management trading. The department comprises two
units, the trading room and a markets unit.

1014. The Operations Department is responsible for matters related with the confirmation and
settlement of the wholesale transactions executed by the trading room, delot accounting and
procedures related with withholding tax over the debt interests. The department is aso responsible
for the issuance and amortization of savings certificates and the debt service of other retall
ingruments. The Operations Department isin charge of the Post Office, which acts as an agent for
the sdlling and redemption of savings certificates. It includes three operationd units, adocumentation
and settlements unit, a debt accounting and budgeting unit and aretall debt unit.

1015. Four other units report directly to the Board:

the Financial Control unit, which is responsible for al aspects related with risk and
performance evauation, interna control, procedures definition and interna auditing;

the Research and Statistics unit, which produces economic analys's, definition of scenarios
and externd reporting;

the I'T Systems unit, responsible for the operation and maintenance of IT systems; and

the Administration unit, whichisin charge of dl internd matters, including personnd,
acquisitions, and o+ Site premises.

1016. A Markets Committee meets weekly to analyze market devel opments, treasury forecasts
and the position of the debt portfolio againgt the benchmark and to define guiddines for the activity
during the week. The Committee includes the Directors and heads of the Debt Department, the
Operations Department, the Financia Control unit, the Research unit, the Trading-room and the
Markets units.

1017. There has been a strong concern with transparency since the IGCP began to operate in
1997. Key functions are now covered by written interna procedures, which include delegation of
powers and the role of each unit insde the organizationd sructure.

1018. A detailed quarterly report is submitted to the MoF, portraying al the transactions executed
during the period and presenting the figures for cost and risk of the debt portfolio relative to the
benchmark. A report describing the activities carried out throughout the year and presenting the
financid accounts of the debt is published annudly.
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1019. Inorder to dlow the IGCP to hire and retain qualified staff, some aspects were legdly
provided for including a high degree of adminigrative and financiad autonomy within an annua
budget approved by the Minister of Finance and the possibility of hiring people under the generd
labor law, that is not as civil servants. The guidelines for personnel compensation —approved by
the MoF—are basad on the need to maintain competence in competition with the private banking
sector. Budgeting was also adequate in providing the financia resources necessary to acquire and
update the information systems.

Auditing

1020. AnAudit Committeeis responsble for following up and contralling the financid
management of IGCP aswell as supervising its accounting procedures. The Audit Committeeis
composed of a chairman nominated by the Inspectorate-Genera of Finances and two permanent
members (one being an officid chartered accountant) appointed by the Minister of Finance.

1021. TheAudit Court (public sector audit body) is responsible for overseeing the activity of the
IGCP, covering the financid accounts of the debt and the compliance with the guiddines and limits
established by Parliament and the Government. This audit has been recently extended to the interna
procedures and to the quarterly report presented to the MoF.

B. Risk Management Framework
Main risk variables

1022.  Sincethe inception of IGCP, asgnificant effort was developed to formulate and,
whenever possible, quantify the types of risk reevant for public debt management.®®

1023. Themain priority for IGCP isto guarantee the fulfillment of Portugd’ s yearly borrowing
requirements. In order to minimize therisk of not being able to meet this requirement, the focus has
been on two key areas—firg, the development of an efficient market for the public debt and
second, smoothing the redemption profile of the debt portfolio.

1024.  Consequently, a high priority was given to the minimization of refinancing risk®” in spite of
the “comfort” derived from the depth and liquidity of the euro capitd market. The congraints

% And, for thet purpose, al the learning process associated with the modeling of a benchmark
portfolio had acritical contribution, making that project, as such, a worthwhile invesment.

®" For ingtance, such risk involves not being able to roll over the maturing debt close to previous
market prices, or, in the extreme, a any price.
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imposed at thisleve are increasingly important, given the market’ s constant demand for liquid
bonds, basicaly meaning large outstanding volumes. The reconciliation between these two
conflicting requirements has been partidly achieved by investing both on the efficiency of the primary
and secondary markets (basically trying to compensate lack of sze with extra efficiency) and on the
set up of other methods of managing the redemption profile (besides issuance), namely buyback
programs. Subject to that, the debt manager has the overdl objective to minimize the long-term cost
of debt without incurring any excessve risks. In this context, | GCP assessed the mgjor risk for a
public debt manager as being the extent to which the volatility of financid variables affectsthe
budgets volatility (through changes in debt servicing costs), thus reducing the range of maneuvering
of the fiscd policy maker. Therefore, in management of the debt, risk is more accurately measured
on a cash-flow basis, in contrast to a“vaue-at-risk” bass commonly used by asset managers. Asa
consequence and like severa other public debt managers, the IGCP is working on the devel opment
and implementation of an integrated budget-at-risk (BaR) indicator for the debt portfolio.

1025.  Until the process to implement the BaR mode is finished and tested, cash flow risk is
measured through a combination of indicators, namely duration, refixing profile® and currency
exposure. Duration works as a proxy for the degree of cash flow cost immunization to interest rate
movements and has the advantage of being a sandard market measure. To give amore
comprehensgive picture of tota interest rate risk, the duration indicator is complemented with the
refixing profile. Since 1999 and the introduction of the euro, the foreign exchange risk, measured as
the percentage of the portfolio denominated in foreign currency, has been significantly reduced, so
that nowadaysit isadmost negligible.

1026. In apure liability management framework,?® only the use of derivatives causes credit risk.
Derivatives are used when the desired portfolio structure isimpossible to obtain, by whatever
reason, through funding transactions. |GCP measures this type of risk with an adapted version of the
BIS moddl, ™ and controls it through tight procedures for counterparty approval including credit
scoring, limits attribution and International Swap Deders Association (ISDA) agreement

negotiation. The use of collateral as a means of partidly covering credit risk has been gpproved by
the Minigter of Finance and should be implemented during 2002.

% The refixing profile indicates, in nomina terms, the percentage of the portfolio that will either be
refixed or have to be refinanced in the future, aggregated in yearly time buckets, It amsto indicate
the sengtivity of cash-flow cost to future changesin interest rates.

% Not considering the cash management function or the “credit” component of settlement risk.

" In this modd, the credit risk is assessed by calculating the current market value of the contract
and then add a factor to reflect the potentid future exposure over the remaining life of the contract.
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1027.  Findly, in its debt management activities, IGCP incurs operationd risk. This last type of
risk is not measured explicitly, but underlies severa policy measures. It was first addressed when
IGCP was crested, leading to the choice of an organizational structure based on the financia
industry standard of front-, middie- and back- office areas, with clearly segregated functions and
responghbilities. The operationa risk has since then been afocus of attention by means of three main
initiatives incdluding asgnificant investment in IT (eg., the purchase of a management information
system), followed by the development of amanud of interna operating procedures, and findly the
investment in qualified and experienced human resources. In the future these measures will be
complemented with internd auditing, besides the externd auditing that is dready done by the Audit
Court.

Management guidelines and benchmark portfolio

1028. The debt portfolio management mandate given by the MoF to IGCP was, as mentioned,
further formdized in 1998 with the gpprovd of management guiddines and areference portfolio in
the form of a benchmark.

1029. The management guiddines aim to describe the main types of risks associated with the
debt portfolio, to specify whether they are measured on an absolute (e.g., refinancing and credit
risk) or ardative™ basis (cash flow risk) and, where appropriate, impose limits on the risk
variables. The maximum divergence that the debt portfolio can show relative to the benchmark for
the rdevant risk variables (i.e., the maximum level of additiona risk the debt manager can take) is
a0 established in the guiddines.

1030. Themain purpose behind the adoption of a benchmark by IGCP wasto have a
measurable reference of the long-term target portfolio structure, based on the conviction that this
type of guidance would improve consistency between day-to-day debt management decisions and
long-term goals. Furthermore, the fact that IGCP was created as an independent entity raised the
need for atool that alowed an objective eval uation of management results (accountability). This
influenced the decision to adopt the benchmark aso for performance measurement purposes.

1031. No standard exists for how to establish and follow a benchmark for public debt
management. IGCP s approach isto create a management instrument, which incorporates the
governments  preference concerning the trade-off between short and long-term risks and costs. The
benchmark is therefore deemed to incorporate the long-term objectives of the portfolio owner—
that is, the Minister of Finance, acting on behaf of the tax payersin terms of risk profile and
expected level of cos— embodied in afinancing strategy and the resulting portfolio structure.

"' Measured as a deviation from the benchmark portfolio equivaent figures.
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1032. The determination of this benchmark portfolio was based on a mixed
smulation/optimization modd, where the key decision variables were cash flow cost and risk, with a
regtriction to address explicitly refinancing risk (other risk components were analyzed for every
possible solution, but no limits were imposed on them in the modd). A short list was then made of
the modd’ s solutions, not only in terms of efficiency, but aso in terms of robustnessto the moded’s
main assumptions (macroeconomic and interest rate scenarios).” Thefind choice of asolution
among the subset of efficient and robust possibilities was determined by the conjunction of three
factors:

The trade-off between cashtflow risk and costs. The shape of the efficient frontier given by the
mode showed a clear reduction in cash+flow risk for portfolio durations of up until 2-2.5 years,
justifying the increase in expected cost. For durations above 3.5-4 years, the margina decrease
in cash-flow risk was low, compared with the expected increase in cogt. Thisandysis led to the
choice of afirgt subgroup of possible solutions.

Comparison of the resulting risk figures (especidly interest rate risk) with the equivaent vaues
for other euro area sovereigns. Consderation of the relevant framework in which fisca policy
operates in Portuga, namely the existence of the stability pact and of a single monetary policy
led to the conviction that the Portuguese debt portfolio should not take on excessiverelative
interest rate risks, when compared to the other sovereignsin the euro area. A survey done at
that time on the durations of the public debt portfolios in other countries showed durations
varying between three and five years. Based on this, it was then decided that the benchmark
portfolio should have and expected duration close to the three-to-four years range.

Findly, the financing strategy associated with each possible solution was andyzed, asthe
funding strategy associated with the benchmark portfolio had to be afeasble strategy for an
euro-market sovereign issuer.

1033. Thesefactors ended up determining the choice of the portfolio that should be taken as a
benchmark for the debt management at IGCP, and associated financing strategy.

1034. Formaly, the management guiddines gpproved by the MoF are divided into five sections,
containing:

A lig of rlevant definitions (of scope and risk/cogt variables);

The st of authorized instruments and transactions;

Limits for the key risk variables (namdy refinancing profile, modified duration, refixing profile
and currency exposure) and reporting requirements (timing and content);

Compoasition and dynamics of the benchmark portfolio; and

"2 Given the context in which Portuguese debt management is performed, this reference portfolio
was built so as not to have any net foreign exchange risk.



- 258 -

Credit risk.

1035. Of dl these, the first three were published. The theoretical modd behind the definition of
the benchmark was dso published in the IGCP s Annua Report 1999, even though the approved
benchmark portfolio is not publicly disclosed (neither are the credit risk guideines).

1036. Inorder to use the benchmark as afair base for performance measurement, conditions that
alow a separation of funding and market development decisions from portfolio management
decisons mugt be in place. For Portugd, this possibility has been given in 1999, with the first stage
of the European Monetary Union. Since then, the euro capital market became the relevant
“domedtic” market, where Portugd isa sufficiently small player for its derivatives transactions to
have no mgor impact, and to be subject to no other interpretation from market participants than
pure portfolio management decisons.

1037. Inthistype of framework, debt management decisions performed through the combination
of financing and derivative transactions aim at a certain relative positioning versus this benchmark, in
terms of both interest rate and foreign exchange risk, being expected from the debt managersto
outperform the benchmark. However, when the benchmark modd was first developed and
andyzed, it was done with a strong emphasis on the strategic objectives, meaning that the main
purpose of that reference portfolio was to improve the consistency between the day-to-day
management decisons and the long-term portfolio gods. The fact that, for reasons of accountability,
it was decided by IGCP to dso propose its use for evauation purposes, led naturaly to the
expectation of out performance. However thereis no forma or informal policy statement (from
either the MoF or IGCP) transforming that expectation into a debt management objective, as such.

1038.  Thebenchmarking processin IGCP had an experimentd year in 1999, and has since been
in place formdly. Even though the overal assessment about its usefulness is positive, it has to be
sadthat itis, in aliability management context, aless straightforward process than for asset
management, for saverd reasons. Firg of dl, not only isit very difficult to quantify dl the restrictions
and objectives of a sovereign debt manager, but aso these change in time, which leads to ether the
non-duplicability of the benchmark, i.e. the possibility to replicate the benchmark, (making it unfair
as a performance measurement tool) or to the need of making frequent changes in the benchmark
itsdlf, aStuation that goes againg the desired nature of such atoal.

1039.  Another specific problem isthat, even in asmdl player/big market Stuation like Portugd’s
in the euro market, the funding policy adopted by IGCP has an influence in the credit spreads of
Portuguese government bonds, which however is very difficult to quantify. This circumstance makes
it even harder to estimate the cost levels associated with different funding policies (e.g., the cost of
the benchmark smulated financing strategy), turning the operationd maintenance of that reference
portfolio into arelatively complex exercise.
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1040. 1GCPis continuoudy improving the modd for determining the benchmark portfolio and the
methodology for its implementation. However, the project is il in an early phase, and the
benchmark has therefore not been made public. In addition, the disclosure of the benchmark may

be negative for the debt manager, snce it may alow the market to anticipate its postion. This
problem could occur when the debt manager is asking for quotes on derivatives, such asinterest
rate swaps. Thisisarisk that should be analyzed carefully, even in the context of the large euro
market. This question will be reassessed during the next revision of the guiddines (including the
benchmark), which is scheduled for the end of this year.

1041. Findly, aperformance benchmark in sovereign liability management should aways be
taken with a high degree of pragmatism and discernment, from both the portfolio manager and the
portfolio “owner,” (in this case the Government).

Management information systems

1042. At the end of 1999, IGCP bought a standard treasury system ” to support its debt
management transactions. The choice of auser-friendly front-, middle- and back- office integrated
system™ was made not only in order to mitigate operationa risk, but also because of the conviction
that, by increasing the use and share of information across IGCP, it would lead to better data
qudity. Having one robust database of al debt transactions was one of the selection process main
priorities. The system was initialy developed and designed for corporations, and therefore had a
strong cash+flow focus, having reveded a good fit to the risk management policy a IGCP.

1043. Moreover, asystem was developed to handle the retail debt transactions, which are then
registered in the new treasury system only in aggregate form, on amonthly basis, for pogtion
keeping, accounting and reporting purposes.

Operational procedures manual

1044. Theimplementation of these two systems had a considerable impact on the internd
processes a |GCP, increasing the need for the development of awritten manua of operating
procedures, including the new tools for operationa control. Thisis an ambitious project, which
started in 2001 with ams not only to optimize the interna processing circuits at IGCP, but dso, and
in that process, to develop anew culture regarding operational risk matters and associated control
procedures (including internd auditing).

3 “Finance Kit" by Trema.

™ This was done at the loss of amore specidized risk management software.
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C. Debt Management Strategy and Gover nment SecuritiesMarkets
Debt management strategy

1045. The Portuguese debt management follows a market-oriented funding strategy. It
acknowledges the importance of issuing marketable insruments at market prices and building up a
government yield curve with liquid bonds aong different maturities. The new euro environment did
not change this target. However, thisgod is now conducted in a different environment. The former
role of developing a benchmark yield curve to support the development of the domestic capita
market disappeared. Instead, the new competitive environment in the euro area has been driving the
funding strategy. A much larger domestic market, where the 12 euro countries compete, replaced
the “ protected” Portuguese escudo market. As a consegquence, the market participants require
higher liquid and more efficient markets.

1046. Liquidity became, in fact, one of the most important factors behind the spreads displayed
by sovereign debt in the euro area. An outstanding amount of no less than EUR 5 hbillionis
commonly accepted as afirg criterion of liquidity. Therefore, the target size for Portuguese treasury
bonds was increased to this new threshold.” Due to the relatively low level of the Portuguese gross
annua borrowing needs, agradua approach to achieving this god has been followed. Since 1999,
every year priority isgiven, fird, to the introduction of anew 10-year issue and, second, to a new
five-year issue. These two maturities, backed by an efficient derivatives market, reflect the market’s
preference. In support of this strategy, most of the funding through marketable instruments has been
channeled to the euro-denominated treasury bond market. To accelerate this Strategy, since 2001,
the IGCPis dso relying on an active buyback program amed at refinancing old issues (with smal
outstanding sizes and coupons not in line with current market yields) with on-the-run issues.

1047.  Feeding liquidity into the OT market™ reduced the variety of instruments used to standard
and plain-vanillafixed-rate bonds. The issuance of floating-rate bonds has been suspended and
index-linked securities have been ruled out so far. Moreover, in the meantime, the accessto the
eurobond market, which was regular before 1999, has been excluded. A Globa Medium-Term
Notes Program, in place since 1994, now plays the role of a safety net funding dternative, with no
new issue being placed after September 1999.

> The EUR 5 billion standard corresponds to amost twice the average size of the treasury bond
lines issued before 1999.

"® Since 1999, the final size of each new OT line has on average been twice that of those issued up
to that date.
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1048.  Although not dways cogt efficient on a short-term perspective, the priority given to the
issuance of medium- and long-term bonds, putting aside “ opportunigtic” funding dternatives, is
conceived as a medium-term srategy to reduce country vulnerability. Smultaneoudy, priority has
been given to the development of efficient primary and secondary treasury debt markets, making
use of advanced technical infrastructures. Foreign and domestic financid intermediaries and find
investors were al granted equa access conditions to these markets. This Strategy is being rewarded
by the increasingly widespread geographical didiribution of the OT in the euro areaand by its
dispersion between buy-and-hold investors and active traders.

Government securitiesissuance and primary market structure

1049. Credihility is percelved to be a decisve feature whenever a market-driven funding strategy
isfollowed. Transparency and predictability are, therefore, important pillars of the Portuguese debt
management.

1050. Thedrategic guidelines are regularly explained to market participants, financid
intermediaries and in particular inditutiond investors.

1051. At thebeginning of the year, the components of the annua funding program are publicly
announced, with particular emphasis on the issuance of medium and long-term tradable debt
securities. The market isinformed on the estimate of the annud gross borrowing requirements and
the amount to be funded through the issuance of Portuguese Treasury bonds (OT). The amounts to
be placed, the maturity and find sze of the new lines, the mechaniams for placing the OT—
gyndication and auction—and the financia intermediaries to be involved are dso announced. On a
quarterly basis, amore precise caendar is published. The auctions have been kept fixed at the
second Wednesday of each month, whenever there is room for such a placement.

1052. About 75 percent to 80 percent of the gross borrowing requirements are funded through
the placement of Portuguese Treasury bonds.”” Short-term market instruments and non-tradable
debt (savings certificates), issued on demand from private investors, account for the remaining 20
percent. The issuance of euro-commercia paper is abackup aternative supporting the
implementation of the treasury bond program.

1053.  For liquidity reasons, theinitid size of anew treasury bond line corresponds to around 40
percent of the targeted find amount. Therefore the IGCP is using syndication when launching a new
OT line. This option amsto achieve better control of the issue price and, & the same time, to further
diversfy the investors base. The preference given to the placement of the initid tranche through

" The features of the Portuguese Treasury bonds have been kept stable and the conventions used
arein linewith the standards of the euro debt market.
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gyndicetion is due to the bdlief thet it is the mogt effective way to Smultaneoudy achieve sgnificant
size (more than 10 times the indicative amount of auctions held in 1998) and efficient and controlled
pricing. Moreover, it dso heps to achieve awide and diversfied investors ditribution, particularly
within the euro zone, and increases the visihility of the issuer’s name and of its debt instruments.

1054. Furthermore, a syndicated structure makes it possible to target specific groups of investors
and countries. The IGCP has been closaly monitoring the book-building processin dl syndicated
issues, demanding the investors' identity disclosure from the underwriters. New syndicated
structures have been developed, giving increasing importance to the book- building process. More
recently, the pot system approach was studied and has been used. The pot system meansthat dl
orders are centralized and collected to one sngle-order book shared by the joint lead banksin the
syndicate, in contrast to traditiona syndication where the joint lead banks are managing separate-
order books. The distributions of bonds in the single order book could thereafter be done
independent of from which joint lead bank the order were collected. This gives the IGCP possbility
to dlocate the distribution after certain, desired targets for the investor base. The fees to the banks
are st in advance and are not affected by the find distribution.

1055.  Only the primary deders (13 banks) can be invited to be underwriters of the syndicated
issues. Thisisaprivilege that not only rewards their commitment to the OT market, but also
recognizes that they are the financid intermediaries who know best the OT base of investors.

1056. After theinitid OT tranche isissued through the syndication process, the amount is
increased through auctions.” Multiple-price dectronic auctions are tentatively conducted once a
month (and not every month). In 2000, the technical support to the auctions was radicaly changed.
The fax system previoudy used for bidding was replaced by an eectronic system, the Bloomberg
Auction System (BAS). The BAS dlows the auction participants to introduce and update bids until
the cutoff time (trictly controlled) and have faster access to auction results, thus incurring in fewer
risks. The possihility of monitoring the reception of bidsin redl time enables the issuer to reduce the

"8 The 1999 auctions were aready three times larger in size than the previous ones; in 2000 the
average size increased fivefold; when compared with 1998 and between 1998 and 2001 the
increase was sxfold.



- 263 -

time needed for adecision on the alotment of each auction. Nowadays, the average time span from
the bid cutoff time to the release of the auction results to the participants is less then five minutes.”

1057. The sttlement of primary market transactionsis carried out through efficient and
internationaly recognized CSDs (Euroclear and Clearstream), thus making the fulfillment of standard
settlement cycles possible both for domestic and foreign investors.

Secondary market for government securities

1058. The development of an efficient primary market for treasury bonds has to be supported by
an efficient secondary market. In 1999, a specia market for public debt was created, the MEDIP
(the Portuguese acronym for “ Special Market for Public Debt”), designed to be a regulated market
under the Investment Services Directive. To ensure an efficient and competitive environment, an
electronic trading platform (M TS-Portugal) was chosen, based on the M TS platform.®® After the
creation of MEDIP, three segments coexist in the secondary market:

the exchange market, whose trading structure is mainly directed at the retail segment and the
trading of small lots [this ssgment is traded in the Euronext Lisbon)] and participants are
those who have access to this market;

the over-the-counter (OTC) market, which should offer maximum flexibility in terms of
trading and registration of transactions; and

the MEDIP, which amsto centraize wholesadle trading by offering the most efficient
conditions for this type of transactions, and where the most important players are the
primary deders.

" Portuguese OT auctions include a competitive phase (whose participation is open to al primary
deders and other auction participants) as well as a non-competitive phase. Before every quarter,
the IGCP releases a cdendar of the auctions, dthough the indicative amount of the auctionsis only
confirmed dightly before it takes place. A predefined day of the month tends to be used. Each
indtitution can make up to five bids, whose totd vaue may never exceed the amount announced for
the comptitive phase of the auction. Participating ingtitutions are informed of the bids that were
accepted and of the overal results immediately after the close of the auction (on average two to
three minutes after the cutoff time). The overd| results of the auction are aso immediately
announced to al market participants via the IGCP pages in REUTERS (IGCP04) and Bloomberg
(IGCP). The subscription for the non-competitive phase of the auction is made a the highest yidd
accepted in the competitive phase. The maximum amount each primary dealer can subscribein the
non-competitive phase corresponds to the percentage of its participation in the competitive phase of
the previous three bond auctions, considering only the amount placed through primary deders.

8 Became active in July 2000.
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1059. The creation of the MEDIP and the adoption of eectronic trading were decisions that
fogtered financid integration while preserving the nationa “locetion” of the wholesde Treasury debt
market. The setting-up of MEDIP/IMTS-Portugd therefore marked an important and decisive step
in the modernization of the Portuguese government debt market, a step promoting its efficient
integration in the euro financia market and, more broadly, in the vast globa market. This step, taken
by the issuer and the primary deders together, was the culminating point of a strategy that took
amog three years to unfold. This ongoing didogue, acknowledging the criticd role of the primary
dedersin developing the secondary market, was an outstanding feature of this process, namely
leading to the selection of the most adequate el ectronic trading platform to be used.

1060. Being aregulated market, MEDIP s access and listing conditions, its governing rules and
its code of conduct are nor+discriminatory and subject to the approval of the Portuguese Securities
Market Commission (CMVM). This market aims at wholesde proprietary trading anong
specidigts. It uses ablind trading platform based on the dectronic platform MTS- Tdemético,
managed by MTS Portugd which isajoint-stock company incorporated under Portuguese law and
supervised by CMVM 2

1061. The MEDIP market is driven by market-making obligetions, settleswith
Euroclear/Clearstream and has access to repo trading facilitiesin EuroMTS/MTS Italy. Red-time
prices are disclosed to non-participants on the Reuters wire and adaily market bulletin is published
viathe Internet. The market-makers have the obligation to quote firm bid and ask pricesfor aset of
liquid securities according to maximum spreads—ranging between five to ten bad's points depending
of type of security and maturity—and minimum lot Szes. The market dedlers can only take prices
from market makers. The primary dealers must participate as market-makers, while other
participants can act either as market makers or market dedlers. Prices formed on MEDIP are used
as areference for mark-to-market purposes.

Theprimary dealersstrategicrole

1062. The Portuguese debt management relies on the critical role of the Primary Dedlers. The
primary dedership system was introduced in Portugal in 1993 but only in 1998 did the role of the
Primary Dedlers gain anew strategic dimension. By then, new selection rules were defined in order
to limit the participation of each maor domestic banking group to only one ingtitution, thus inducing
the development of critical mass on the domestic operators. Also in 1998, this status was first
granted to nonresident banks. After 1999, the Primary Deders were defined as the principa
channd for digtributing Portuguese debt and a network for the regular distribution of delot within the
euro area was created.

8 Shareholdersin MTS Portugal are IGCP 15 percent, MTS S.p.A. 15 percent, and primary
dederstotaing 70 percent.
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1063. The*“primary deder” datusis granted for periods coinciding with calendar years and may
be renewed annudly, depending on the fulfillment of severa duties. In order to be granted the
primary deder status, abank has to fulfill a certain group of obligations vis-a-vis the market and the
issuer,®? namdy minimum quotas in primary and secondary market have to be attained. Besides
being invited to be underwriters of syndicated issues, Primary Deders are aso granted exclusive
access to non-competitive auctions.® The increasingly important direct contact between the issuer
and find investorsis aso conducted in cooperation with the Primary Dedlers.

1064. Counting on a credible and relatively stable group of Primary Dedlers, with arecognized
digribution capability (both within the euro area and worldwide) and committed in the long run to
the development of the Portuguese debt market, the IGCP established an ongoing partnership for
the continuous digtribution of the Portuguese debot and for creeting aliquid and efficient wholesdle
secondary market.

8 Duties of primary deders:
- Paticipate actively in bond auctions by bidding and subscribing a share no less than 2 percent

of the amount placed at the competitive phase of the auctions;
Participate actively on the secondary market for Portuguese Government debt securities,
ensuring the liquidity of these ingruments;
Participate in the wholesd e dectronic market (MEDIP/ MTS Portugd) as market maker,
maintaining a share not lower than 2 percent of this market’ s turnover in the previous two
years,
Participate as shareholder in the managing company of MEDIPMTS Portugd,;
Operate as privileged consultants to the issuer in the monitoring of financia markets;

Ri ghts of the primary deders
Participation in the competitive phase of the bond auctions and exclusive access to the nor+
competitive phase;
Preference in the formation of syndicates,
Access to the facilities created by |GCP to support the market, namely the “last resort” repo
window fadility;
Preferentid counterpart in the active management of the public debt;
Privileged hearing in matters of common interest.

8 Another group of banks can also have access to the auctions—the Other Market Participants
(OMP)—Dbut they are not alowed to participate in the non-competitive auctions.
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XIV. SLovenia®

1065. After ataining independencein 1991 and throughout the first half of the 1990s, efforts
were devoted to the reestablishment of Sovenia s access to internationa financia markets, which
involved Slovenia s assumption of asharein the externa debt of the former Yugodavia It dso
involved a smooth execution of the process of rehabilitating the banking system and restructuring
various enterprises. Given the fact that the budget remained in surplus until 1997, debt management
operations focused on establishing access for borrowing in different financiad markets. Borrowing
operations started in domestic market through short term borrowing to manage liquidity, continued
in 1996 with the first Eurobond issue in Euromarket and, in 1997, with issuance of inflation indexed
bonds and loansin the domestic market.

1066. When rdaively smdl budget deficits emerged, the main objective wasto develop a
domestic market for debt, primarily for bonds, in order to finance the budget and any debt
obligations, incurred before 1996 in succession process to the former Sociaist Federal Republic of
Yugodavia (SFRY) and to cover programs of rea and banking sector rehabilitation.

1067. Deveoping the domestic market for debt has become a priority to assure timey financing
in domestic currency and to reduce macroeconomic risk associated with financing the deficit with
externa debt. Thistask has been eased recently by thelifting of capital controls and increase of
foreign direct investment. A growing market cgpacity for government borrowing has just recently
alowed undertaking of active debt management operations so as to reduce overdl cost of portfolio.
Efforts have aso been devoted to enhance the transparency and tradability of instruments with the
am to deepen and enhance liquidity of the secondary market. Similarly, building up ayidd curve to
price other ingrumentsin the market has aso been a priority.

A. Devdoping a Sound Governance and | ngtitutional Framework
Objective

1068. The basc principle underlying debt management activities is harmonization of the gods of
minimizing borrowing cods over the long term with amaturity structure that ensures a sustaingble
level of risk in refinancing the debt and a currency and interest rate Sructure that minimizes the
exposure to exchange rate, interest rate and other risks.

8 The case study was prepared by Stanidava Zadravec C., Gonzalo Caprirolo, and
Andrg Klemencic from the Public Delt Management Department of the Ministry of Finance.
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1069. In 1998, for thefird time an annua Program of Financing the Centrd Government Budget
(Financing Program) was adopted, stating the main objectives—both strategic and operational—
and targets for debt management. These main guidelines were supported by the Public Finance Act,
which was enacted in October 1999.

1070. Strategic objectivesinclude, next to provison of sufficient and timely financing of the
budget, cost minimization, maximum reliance on financing in domestic market, pending the crowding
out or distorted effects on the market, broadening both domestic and foreign investors base,
minimizing interest rate risk, minimizing (foreign) currency risk through continued increase of eurosin
the currency structure of foreign debt and minimizing the risk of inflation in the debt in domestic
currency by pursuing interest rate nominaism.

1071. Operationd objectivesinclude determination of the short term versus long term financing
mix consgstent with aview on the term gructure of the portfolio, determination of externd/foreign
currency borrowing mix in total borrowing, consistent with strategy of prioritizing domestic market,
determination of the structure of the instruments, including the shares of fixed, variable and foreign
currency indexed debt consstent with strategy towards nominaism and with cost and risk
consderations.

Scope

1072.  Debt management encompasses dl direct financid obligations of the central government.
The annud Financing Program includes the amount to finance which is determined by the annud
budget and isthe sum of the deficit and debt repayment obligationsin the given fisca year. It sets
the amounts for both domestic and foreign currency borrowings, which are coordinated within the
program. The choice of market is given in the form of minimal domestic and maximum foreign
borrowing amounts and as maximum short-term and minima long-term financing.

1073. ThePublic Debt Management Department (PDMD) within the Minigtry of Finance (MoF)
also exercises centrad adminigtrative and control functions over debt of so-called public sector
entities, whose debt represents contingent liabilities of centra government and over issuance of
government guarantees.

Coordination with monetary and fiscal policies

1074. Thereisaclear legd, regulative and actua separation of debt management and monetary
policy objectives and accountabilities. The Bank of Slovenia (BOS), the centrd bank, isan
independent ingtitution and not a part of the executive government. The government is legally banned
from borrowing from the BOS, which, however, manages the foreign currency reserves and is the
government’ s paying agent for foreign currency payments, the depositary for foreign currency cash
deposits and, together with commercia banks, a depositary for domestic currency deposits.
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1075.  On completion of the proposd of the annua Financing Program, the program is discussed
within the scope of fiscd policy documents and dso displayed to the BOS for (non-binding)
commentary and suggestions. The coordination takes place within the framework of a medium-term
fiscal scenario.

1076. The MoF and the BOS aso discuss generd liquidity conditions in the economy at the time
of preparation of the annua Financing Program. Debt managers share informetion on the
government’ s current and future financing requirements as well as on their dynamics during the yesar.
The MoF informs the BOS of borrowing intentions in advance, whereupon the BoS provides
information on market conditions.

1077. There are regular meetings of MoF and centrd bank officids discussing, without formd
arrangements, the technica scope of their respective policies execution.

1078.  According to aforma agreement between MoF and BOS, the former provides two types
of forecasts on amonthly basis. Thefirgt conssts of three months in advance day-by-day cash flows
of al revenues and expenditures for dl itemsto be received or paid by the government. The second
forecast provides the same information one month in advance, but the information is updated and
thus more accurate. While the three-month forecast provides an indication of future developmentsin
the government’ s account movements, the second forecast contains updated and reviewed
information.

1079.  Within the Minigry of Finance, a*“committee on liquidity” meets weekly, monitoring
monthly liquidity Stuations and determining necessary activity versus financing and versus budget
expenditure management. Budget, tax and customs, debt management and liquidity management
departments are permanent members of the committee. The MoF notifies the centra bank about
budget liquidity projections and monthly changes while the BOS provides the MoF with necessary
information on market liquidity conditions.

Trangparency and accountability

1080. TheFinancid Program’s objectives are regularly announced, as are its accomplishments.
The format of reports contains a separation of objectives and, for every objective where possible,
gatements of development. Documents are available to the financid community, aswell asto the
generd public. The objectives and instruments of debt management policy are made public through
the annuad Financing Program and other policy documents, including the macroeconomic and fiscd
scenarios. These documents are permanently available on the MoF # and other government web
gtes. The Public Finance Bulletin is aso permanently available on the MoF web site and is updated

& http:/ww.si gov.si/mf/angl/apredmf 1.html
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monthly. It includes data on general and central government finance accounts, on government debt
and outstanding guarantees.

1081. The Annua Report on debt management is made public once the government has
accepted it. The report includes information pertaining the execution of strategic objectives of debt
management, a description of the debt instruments issued and costs with a cost andysis, an andyss
of developments of central government debt portfolio and dynamics, general government and public
debt, and of debt with central government guarantees, along with data on debt stock, flows and
ingruments and a brief international comparison of debt. In the form of a Public Finance Bulletin,
MoF dso publishes monthly information on the structure of debt portfolio.

1082. Soveniahas a practice of enacting budgets for the current and for the following year and
digplaying amid-term fiscd drategy paper to the Parliament and the genera public. The amount of
debt and debt servicing projections are aregular part of policy papers. The BOS reports monthly a
service schedule for total external debt.

1083. The domestic market provides a trangparency of operations, through a choice of
gandardized instruments, which are offered in a caendar of issuance of bonds and bills supported
by publicly accessible auction results. Auction results are displayed on the MoF web site. Issues are
quoted on the Ljubljana Stock exchange. Quotes on treasury bills that are traded OTC, are
available through market makers. Further efforts to reduce the uncertainty of playersin the domestic
market are being made through contacts with al the important investors in the domestic financid
market. Trangparency in domestic issuance is a strategic objective S0 as to stabilize and deepen the
market for government securities.

1084.  The MoF is griving to maintain the awvareness of the internationa investment community
by making available the maximum rating information on bonds and through contacts with invesment
community within the scope of its resources. Trangparency, accountability, and rdliability in debt
issues aswel as market gpproach have been the prime policy objectives of Sovenia since the start
of the dissolution of the former SFR Yugodavia

1085. Thetax treatment of public securitiesis clearly disclosed in the progpectus to each of the
securities, which, besides being available to investors, are being publicly disseminated.

1086. Debt management activities are audited annudly by the Court of Accounts, an independent
auditing indtitution that audits the government and public sector entities. Audit reviews of financing
are made public through parliamentary procedure as part of regular budget audit. An audit of the
budget isalegd requirement for the Parliament to approve the annua centra government budget
execution report.
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Legal framework

1087. Thelegd basisfor government borrowing and issuance of guaranteesis based on Article
149 of the Slovenian Condtitution, which gates. “The state shall only be permitted to borrow monies
or to guarantee credit on such conditions as are determined by law.”

1088. Theframework for centra government borrowing is determined by the Public Finances
Act,®® which sets out the basis for:

addfinition of centrad government borrowing and liquidity borrowing;

the method of determining the callings on its borrowing;

the e ements of debt management; and

the documents underlying the execution of borrowing transactions or programs.

rules on borrowing by local governments, extrabudgetary funds and public sector entities.

1089. The Annud Budget Execution Law will display nomind ceilings (quotas) for borrowing and
issuance of guarantees of central | government and for borrowing by public entities.

1090. Once the annua Budget Execution Law is adopted, the government approves the annua
Financing Program submitted by the MoF where mgor policy guideines and borrowing sirategy are
gtated. Thisincludes objectives, operations, choice of insruments, dynamics, and market choices. In
case of any serious digression from the anticipated market movements or other unexpected events,
the program can be amended by the same procedure as established for the Financing Program. In
preparing the program, which includes the dynamics of borrowing, consderation is being given to
currency structure and domestic market capacity where the god isto fund the bulk of the borrowing
requirement domestically and to develop the domestic market in order to minimize macroeconomic
risk and risk of funding. The Financing Program aso aims at monetary neutrality while optimizing
currency risk.

1091. Thepalicy guiddines, included in annud Financing Programs, have evolved with time from
being a document, which identified only the type of instrument, and dynamics of borrowing to a
more strategic document that states and blends policy goals and policy actions. Such a development
isexplained to a great extent by the fact that the exigting legal framework governing debt
management operations does not specify the debt management policy objectives. Therefore the
yearly borrowing program currently aims &t filling up the legal vacuum and & avoiding undesirable
trade- offs between cost and risks. However, given the time span of the financia program (one

8 A more detailed outline of the framework is described in the appendix to this report.
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year), nothing but congstent policy actions can ensure that the cost dimension gets pre-eminence
over risk dimension and that an gppropriate mix is preserved.

Ingtitutional framework and internal organization

1092.  According to the Public Finance Act, the MoF is exclusively responsible for the areas of
borrowing and debt management for the centra government.

1093. For debt management, the organizationd framework is determined within a government
decree which gtates functions, responsibilities, departmental organization and description of basic
tasks for every centra government employee. Within the MoF there are three departments
responsible for contracting and/or managing debt:

The International Department is responsible for borrowing frominternationd financia
indtitutions (such asthe IBRD, EIB, EBRD). The importance of this source of financing is
diminishing steadily and will in 2002 represent about 1.5 percent of total financing.

The Liquidity Management Department is responsble for contracting and managing short-
term domestic debt and for cash management.

The Public Debt Management Department is responsible for executing the annua borrowing
program and managing central government debt (long-term domestic and foreign debt). The
PDMD dso provides back office functions with record- keeping and payment ingtructions.
Another task isto maintain debt statistics and provide long-term and short-term projections on
debt service for budgetary and liquidity management uses. PDMD prepares regular debt reports
and reports on execution of borrowing program (Financing Program). Moreover, the PDMD
and LMD maintain MoF Internet information on their repective portions of debt and debt
ingruments, PDMD maintains contacts and provides data in regular format to rating agencies. It
a so cooperates with these agencies and receives their reports. Findly, the PDMD isin charge
of approving and monitoring al public sector borrowing and government guarantees entered into
by the Minigter of Finance.

1094.  The PDMD isorganized into different units with digtinct functions and accountabilities,
and separate reporting lines. The front office is responsible for executing transactions in financid
markets, including the management of auctions and other forms of borrowing, and al other funding
operations. The back office handles the settlement of transactions and the maintenance of the
financid records. A separate middle, or risk management, office has been established to undertake
risk analyss and monitor and report on portfolio-related risks, and to assess the performance of
debt managers againg strategic benchmarks, but is not yet in operation. A gtatistics unit provides
reporting service and necessary projections, including debt management-related, short-term liquidity
projections and projections for budget preparation and manages the debt database used by the
back office for both settlement and maintenance of debt items records. The LMD is organized into
two units, budget liquidity forecasting unit and money market unit. The department executes
issuance and repayment of T-bills and other short-term instruments and keeps records on them.
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1095.  Interndly, the PDMD management is carried out dong instrument lines both in the debt
management (front office) and in the transaction management unit (back office). Thelinesare:
domestic bonds, foreign bonds, domestic loans, foreign loans, and issuing of guarantees. Except for
guarantees, where thereis frequent cooperation with line ministries, cooperation goes in the
department from front office to back office to Satistics and analyss.

1096.  Coordination and information sharing between debt management departments and other
departments within the MoF takes place in variousforms. in the formal and internd (committees)
organization by the MoF, and though common work, organized on a project basis, on establishing
and upgrading information, budget execution, debt management and accounting software systems.
Connection with budget preparation follows the budget preparation schedule. Connection to genera
accounting is permanent and is based on a generic software application connecting accounting with
budget execution and with budget users. The software should provide a basis for monitoring the
budget execution aso with respect to further budget planning.

1097.  Within the Minigtry, the PDMD, Liquidity Management, Budget Execution and Taxation
and Customs departments of the MoF survey the short-term (monthly) liquidity Stuation every week
and decide on precise liquidity management tactics. In monthly meetings, the above departments
andyze the three-month projections and possible developments and propose necessary action(s).

1098.  Thecurrent divison and organization of work is based on the historical development and
growth of the Ministry of Finance. Despite the fact that borrowing functions are located in three
units of the MoF, there is a reasonable degree of coordination among them and their mandates are
fairly clear. Neverthdess, adrawback of the current ingtitutional arrangement is the absence of a
centralized decision-making authority, which to some extent encumbers the process of debt
planning, the process of debt management and implementation of the operations necessary for debt
management.

1099. Establishment of a separate delt management agency to take over dl centra government
debt management is being contemplated, and the Ministry of Finance is studying the suitability of
Setting up an independent agency or an office within the Minisiry to manage public debt with the
following gods

centrdization of borrowing and delot management operations,

increase in responghility for the execution of operations;

establishment of a clear and measurable debt management goa which would become the basis
for the ddegation of competencies and respongibilities;

isolation of the debt management function from political and other ingtitutions' interference;
smplification of procedures for the provison of modern information technol ogies and human
resources with specific knowledge necessary for a progressive stage of debt management and
for minimizing the operationd risk; and increased flexibility of the agency to ensure aresponse to
changesin the market and to market participants.
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1100.  Thereisnoformd coordination with the BOS. The MoF has observer status with the
BOS Board. On the department (technical) leve, both the delot and liquidity management functions
hold regular working meetings with appropriate centra bank officids; idedlly, meetings are held
monthly.

I nformation systems

1101. In Sovenia, the MoF has since 1995 been devel oping a custom-made database for debt.
At present, the base provides for asafe and reliable debt service and is an accurate tool for
registering and managing debt items and a solid basis for statistics and for organization of data for
andyss Theinitid building-up of the database has been co-sponsored by the World Bank. Plans
for upgrading the base with cash flow generation and with projections engine and capabilities for
portfolio Smulation, are progressing rdaively dowly, mainly on account of funding condraints. The
database shd| be fully integrated into the government's systemn of budget execution and accounting
sysem.

1102. Electronic data preservation is supported by storage of hard copy lega and accounting
documentation. The computer system is running a continuous back copy procedure. CD storage of
documents, as well as data, has been made possble and isin partial use. The system has been
under scrutiny at every due diligence proceeding for issuance of internationa bonds. Operations of
the back office are separate from those of the front office, and afixed internd procedureisin place
for document delivery on businessitems.

Staff

1103.  Within the framework of the generd adminigtration saff and sdary policies and
regulations, the MoF and the department are trying to aleviate the problem of low sdary incentive
mainly though extra gpped of functiona education available on-site by senior staff. The reason
behind this decison isthat it carries with it a promotiona value for a debt-managing professond,
active policy and support to post-graduate education through time- off alowance, and in most cases,
payment of tuition fees. The MoF and the department are aso doing their best to provide case-
gpecific education though domestic and international seminars, workshops, and Smilar events. In
2001, participation of the PDMD gtaff in off-Site educationd activities was 84 days or about 30
percent above the average of the MoF, which is not inconsiderable taking into account an ongoing
technica training on account of the EU accession process. We are aso working towards
development of professond respongbility in junior staff through a mentor system. Neverthedess, the
turnover of trained daff, specificaly the front office Saff, presents a permanent operationa and,
above dl, development deterrent.

1104.  Saff involved in debt management is subject to ageneral government employees code-
of-conduct which includes conflict-of-interest rules. These are further detailed for the MoF
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employeesin Interna Rules on Specific Conditions gpplicable for Activities of MoF employees of
the Minidry. These detail the rules for management of employees persond financia affairs. Within
the department, an unwritten code of conduct applicable for contacts with financid organizations
and with mediais practiced.

B. Assessment and Management of Cost and Risk

1105.  Thebulk of central government debt in Soveniais the result of the assumption of ashare
in the externd debt of the former Y ugodavia, bank rehabilitation, and enterprise restructuring
operations. Autonomous growth of debt as aresult of indexation of the principd is the second most
important factor underlying the growth, followed by the exchange rate changes and the budget
defidt financing, contributing the least to the growth of debt.

1106.  Concerning externd debt, early recognition of sovereign succession obligations by the
government allowed re-establishing the country’ s access to internationd capital markets and the
possibility for managing and reducing the risks imbedded in the externa debt portfolio.
Reestablishing links with internationd financid markets was critical in assuring anorma functioning
of the economy (i.e., trade financing and access of private sector to international credit).

1107. External debt operations were targeted to restructure the assumed and nonmarketable,
expensgve debt by issuance of long-term securities (10 years) denominated in euros, the eventuad
domestic currency of Slovenia after joining the European Monetary Union. These operations were
amed primarily a reducing the refinancing risk of tota debt profile (public and private sector debt)
and therisk of apossible balance of payment criss. They aso aimed at setting a benchmark for
Sovenian borrowersin international market(s).

1108.  Ontheinternd sde, most of theinitialy issued debt were bond issues linked to bank
rehabilitation and enterprise restructuring. The government issued adminigratively inflation- and
foreign currency indexed bonds with a maturity schedule ranging from 5 to 22 years. This strategy,
which reduced the refinancing risk and resort to foreign borrowing, took into account the evolving
conditions of the smd| internd financia market.

Debt management strategies

1100. Respecting the Sze of financing set by annua budget, the basic principle underlying the
debt management activities is harmonization of the goas of minimizing borrowing costs over the long
term with amaturity structure that ensures a sustainable leve of risk of refinancing the debt and a
currency and interest rate structure that minimizes the exposure to exchange rate, interest rate and
other risks.

1110.  Indeading on annud financing programs, the MoF takes into account minimizing the
rollover risk as well asthe optimization of market risk, giving consideration to desired foreign
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exchange neutrality of borrowing. In foreign borrowing, MoF is striving to establish as high adegree
of market presence and a broadening of investor base, choosing primarily the Euromarket, which
has the deepest knowledge of Sovenia as issuer and socioeconomic entity. At the same time, with
two-thirds of Sovenia s foreign trade in Europe, and with euro becoming Sovenia s progpective
currency, it isthe most exchange risk-neutra market.

1111. In deciding where to borrow the main consideration has been to give priority to the
domestic market without disrupting market conditions and crowding out the private sector. Externa
borrowing has aso been redtricted, to the maximum possible degree, to the rollover of foreign debt
and payments of interests in foreign currency.

1112.  Therisksinherent in the government's debt structure are dways being carefully monitored
and evauated. Organizationa and legd steps are being taken, in line with the development of
Sovenian lega and economic system in the trangtion to the European Union (EU), to diminate or
hedge different risks. The MoF is continuoudy moving toward a degree of standardization of
domestic issues that will provide the market with necessary supply. Currently it is running a series of
3-, 5-Sovenian tolar variable bonds (where the inflation is the variable part of variable interest rate)
and 10-year euro-denominated bonds, aswell as 3-, 6- and 12-month nomind fixed interest rate
treasury billsin a proportion agreed to by the annua Financing Program and under afixed auction
caendar, thus adding transparency and predictability to the supply. In 2002, the MoF started
issuing 15-year euro-denominated bonds and 3-year Sovenian tolar bonds with nomind fixed rate,
to replace the present 3-year variable issue. The MoF is using the reopening device when
appropriate for benchmark and/or cost purposes, both in the foreign and domestic markets.

1113. Domedtic financia capacity has been congtrained by the limited depth of the financid
market and until recently also by capita controls (gradualy lifted between1999 and January 1,
2002). Portfolio inflows were subject to prohibitive cogts, which applied to long- and short-term
securities without exception. Thus, capita cortrols limited foreign invetors participation in the
government securities market. It is within these limits that operations were amed a financing the
borrowing requirement without resorting to a significant incresse in externa debt and monetization
which could have hampered the central bank’ s meeting its monetary targets (M1 until 1997 and then
from thereon M3). Starting with 2002, the centra bank follows a“two pillar” approach in
conducting monetary policy. Thefirg pillar till emphasizes control of broad money and its
components while the second pillar includes various redl and financia indicators, domestic and
externd.

1114. Normarket financing channels are being used for smdler portion of the short term
borrowing, the legd arrangement alowing MoF to request from public inditutions to place their cash
aurpluses, a market rates at a given time, to government disposa through accepting promissory
notes, rather than to general market. Borrowing from the BOS is not permitted.
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1115.  The MoF prepares annua, quarterly, monthly and weekly liquidity forecagts. Liquidity
managers and debt managers form, with the budget execution and taxation department
representatives, a permanent working body in the ministry, a* Committee on Liquidity” which
monitors the congtantly adjusted forecasts and decides on appropriate actions. In constant
cooperation with IMF resident adviser, MoF isimproving its liquidity and budget management
technologies and its revenues and expenditure forecasting.

1116.  The MoF palicy isto provide a steedy supply of long-term and, in proportion, short-term
paper but there is no request anywhere in financid, fisca or other regulations for buying or holding
government paper.

Themain risksin the debt portfolio

1117. In the pagt, the share of externa debt has grown dowly but congtantly. Thisis primarily
due to the fact that in the succession process Sovenia assumed part of the debt of the former

Y ugodav federation whose structure (in terms of currency, maturity, and interest rate) had no
influence over and debt expansion. However, theratio increased also because of the limited size of
the domedtic financid market, which until 2002 did not offer the possibility of budget deficit
financing and refinancing the repayment of principd in tolarsin full by borrowing in the domestic
financid market.

1118.  Within the structure of instruments, there has been a steady increase in the share of
securities and a drop in the share of loans. The share of debt to foreign governments and
supranationa organizations is aso declining, while debt to commercid banks and other creditorsis
risng. Both of these steady trends derive from a change in the strategy and conditions of financing.
These tend to result from the fact that, Snce 1996/97, Slovenia has been financing itsalf primarily in
financid markets usng market mechanisms and ingruments.

1119.  Thedructure of the debt is predominantly long-term. By the end of 2000, the long-term
debt represented 95.5 percent (term-at-issue) and 91.7 percent (term-to-maturity) of tota debt.
The structure is showing alow exposure to refinancing risk, but domestic short-term debt is growing

rapidly.

1120.  Themain focus of atention is market risk. In particular, it means the reduction of volatility
of debt service in domestic currency and reduction of the effect of indexation in debt stock
dynamics. The am and the policy have been to gradudly shift the composition of the debt portfolio
from inflation-indexed debt (by ceasing to issue such debt from 2000 onward) and from foreign
currency-indexed debt to nomina instruments. A gradua Srategy involving introduction of fixed rete
debt ingtruments and shifting foreign currency debt to the currency with less volatility (the euro) has
taken place.
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1121. Mogt of therisk in the interna portfolio is due to the predominance of debt instruments

whose cogt in domestic currency varies. The mogt risky instruments are those indexed to inflation.

Because of the high volatility of inflation and becauseits rdaively high sngle-digit leve, they have
influenced debt increase substantidly.

1122. In the Structure of interest rates and types of instruments there has been a clear trend
since 1997 in particular toward afal in the share of index-linked instruments, aswell as growth in
the share of ingruments with afixed interest rate. The currency structure revedsrapid growth in the
share of the euro againgt argpid fal in the share of the U.S. dollar. The trendsrevealed in
movementsin the structure of debt are primarily a consequence of implementation of the strategic
orientations and goas in borrowing and debt management and it is expected that they will continue
in thefuture.

Risk analysis undertaken to develop the strategy

1123.  TheMinigtry of Finance relies on a comprehensive definition of cost which is the base
upon which the risk is measured. Cost is measured as present vaue of debt service (principa and
interest) valued in domestic currency. Risk is measured by the difference between the present value
of the basdline scenario and aternate present vaue scenarios based on possible different behavior
of underlying variables affecting debt service.

1124,  Theminigtry relies on periodic assessment of risk based on theimpact of changes of
exogenous variables on debt portfolio’s structure and cost. The cost of ingtruments, with the
exception of treasury bills, which are short-term fixed instruments, depend on the evolution of
different price variables (inflation, interest rate or exchange rate). Therefore, the analyss of past and
future evolution of different prices and itsimpact on the debt portfolio structure and cost isimportant
to assess the exposure of portfolio. The MoF relies on its own forecast and on external forecasts of
main price varigbles and interest rates.

1125. Market risk and refinancing risk are periodicaly quantified. The eadticity of the cost of
the portfolio with regard to changes in various variablesis calculated and serves as an input in
executing the annua borrowing strategy to reduce market risk. Similarly, various issuing strategies
are evaluated againg the desired maturity profile, both in the domestic and international market.
Buybacks are dso part of the operations executed to reduce market risk and to achieve the desired
maturity profile. These operations are discretional and can be executed throughout the year. Debt
sugtainability analysisis carried out as well as the assessment of impact of externd debt servicein
current account sustainability.

1126.  Theevolution of the borrowing requirement and the maturity profile in adynamic setting
(taking into account redemption and new issuance strategies) isimportant for the assessment of
medium term cogt, refinancing risk and srategy for instrument issuance. Currently, the exigting
software does not alow for sophidticated statistical and simulation techniques. The andysis conssts
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mainly in smple scenario analysis. The MoF isin the process of upgrading data base gpplications
for assessing risk at current stages. Currently, it relies on smple models on spreadshests.

1127.  Assessments of domestic market capacity and its evolution and of international market
access are dso acriticd part in determining cost and risk and financing program.

1128.  Operationd risk is not assessed but is taken into account as part of the ongoing process
aming of avoiding errors or failures in the various stages of executing and recording transactions.
Efforts to reduce operationd risk are being done through lega unification of responsbilitiesin
budget execution and through regulation of procedures. Responsibility for debt manegement within
the PDMD is separated into front and back offices with distinct functions and accountabilities and

separate reporting lines.

Benchmarksfor domestic debt

1129.  Currently there are no performance benchmarks. The MoF does not have an explicit
benchmark portfolio with targets. However, long-term policy actions follow policy guiddines
targeted toward achieving a portfolio composition, which assures low cost and limitsrisks. The
annud Financing Program sats the actions in conformity with long-term goals and the Annual Debt
Report discusses whether the result of policy actions was consstent.

Active debt management strategies

1130. Buyback operations and execution of cal options are part of MoF operations with the
purpose of reducing debt service cost. Until 2002, buyback operations have been conducted mainly
in internationd markets, as the rdaively smal actions of the MoF did not disturb market conditions
there. In the domestic market the main instrument has been the execution of cal options taking into
account the overal borrowing capacity of the MoF. Buybacks were not executed in the domestic
market given its rdatively modest stage of development. The Law grictly regulates active debt
management operations. There are criteriafor their execution, which include evidencing of cost
savings or improvements in the debt portfolio structure without incresses in the amount of debt
outstanding.

Contingent liabilities

1131.  Explicit contingent liahilities are monitored in the same framework as the central debt.
They can only be incurred on the basis of law; the entities that would incur them (e.g., borrowing
with government guarantee) are monitored throughout the process by the MoF.

1132.  The guaranteesthat are forecasted to be executed (because of liquidation, bankruptcy
efc. of beneficiaries) are amatter of definite budgetary provisioning and a set of recovery
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proceduresisin place. Consstent use of short-term rollover projections prevents occurrence of
large unpaid liabilities a any point in the system.

Development of market for private-sector debt

1133.  TheMinidry of Financeis aware of the importance of the government securities and of a
benchmark yield curve as basic reference for pricing private-sector debt. In the internationa market
continued effort is placed on expanding investor base and in keeping a representative yied curve for
enhancing the access of domestic investors to those markets, with a clear price reference available
for pricing of their transactions. In the domestic market, the target has been shifting from issuance of
indexed debt to fixed-rate instruments in order to build a domestic yield curve. The processis
gradud. It conssted firgt of introducing variable instruments as intermedi ate step towards fixed-rate
indruments, standardizing maturities and introducing short-term fixed rate instruments. The next step
conggs of issuing long-term fixed instruments and extending their maturities. It isimportant to
mention that a 10-year, and later a 15-year euro-denominated bond are issued in the domestic
market, which helps to price other long-term instruments.

C. Deveopingthe Marketsfor Government Securities

1134.  Sovenia s government securities market is framed on the background of a
hyperinflationary environment inherited from the former Y ugodavia and of a strong policy stance
until 1997 where the budget was either balanced or in surplus. As a consequence of the
hyperinflation scenario inherited from the former Y ugodavia, dl financid contractsin the economy
were indexed to inflation, the index expressed as the basic interest rate (the average of the last three
months of inflation and later, the last 12 months) caculated by the BOS. Only in 1998 did treasury
bills with maturities of 6 and 12 months gppear as the firs nomina instruments denominated in
domestic currency. Issuance of treasury bills before 1997 was only sporadic due to the relatively
comfortable fiscal position. The bulk of domestic debt corresponds to bank rehabilitation and
enterprise restructuring which followed the independence in 1991. The type of instruments issued
for those purposes were inflation-indexed bonds or foreign currency-indexed bonds with different
maturities. Those insruments were issued adminigratively (not in the market) and were the only
long-term instruments available until 1997.

1135.  In1997, asthe budget deficit emerged, “inflation indexed bonds™ started to be issued
gporadically without a pre-announced caendar. Sporadic issuance of indexed bonds continued in
1998 and 1999 without standardized maturities. From 2000 onward, bonds were issued on a
regular basis according to a pre-announced caendar, and maturities were sandardized as 3- and
5-year varidble interest rate bonds (where indexation is the variable part of variable interest rate) as
part of the dtrategy to move towards introduction of fixed rate instruments denominated in domestic
currency, and 10-year fixed-rate foreign currency denominated bond. The bonds aimed at
spreading the stock of debt across the yidd curve to minimize rollover risk. Different interest
caculation formulas used earlier were unified to enhance secondary trading and transparency.
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Enhancement of the market structure including improvements in auction mechanism, standardization
and issuance of Smple ingruments, announcement and calendar of funding needs contributes to
develop the market and hel ps to broaden the investor base.

1136.  The 10- and 15-year bonds were introduced to satisfy demand of ingtitutiond investors.
They are denominated in foreign currency and payable in domestic currency as an intermediate step
toward nomind rates. In the event Slovenia becomes a EU country, the euro-denominated bonds
will berepad in euros.

1137. In 2002, the MoF issued, for the first time, athree-year fixed rate bond denominated in
domestic currency and will gradudly shift other maturities to fixed rate ingruments. The shift to fixed
rate instruments not only aims at reducing market risk but also at development of an identifiable yield
curve and to the enhancement of trading. The MoF aso believes that aliquid secondary market in
government securities can be built only by means of fixed rate instruments. When investors buy
varigble or inflation indexed insruments they are hedged againgt inflation risk, which deters trading
of inflationary expectations. Inflation indexed bonds are the least traded instrument in the secondary
market.

1138.  The MoF reopens on-the-run issues severa times during the year according to a pre-
announced calendar until it reaches a desired level (benchmark). The MoF has resorted to such a
technique due to limited subscription in asingle auction.

1139.  Theissuance of treasury bills also became systematic from 1998 on. Firg, a three-month
bill was introduced in May that year, then a Sx-month bill in October 1999 and a one-year hill in
May 2000. These billsaim at establishing a flexible and cost-€effective source of short-term
borrowing to finance liquidity shortages and have contributed decisively to move towards nomina
ratesin the economy and to crestion of money market yield curve.

1140.  The MoF and the BOS issue their respective ingruments. The MoF issues treasury hills
and bonds and the central bank its central bank bills. The MoF issues securities through an auction
mechanism and accepts the market price, and the BOS by means of atap and recently through the
use of auctions. Thereis no conflict in issuing different instruments and pricing them differently.
However, there might be competition of securitiesin the secondary market.

Auctions

1141.  Securities are issued through auctions. Bonds are issued by means of multiple-price
auction and treasury hills through fixed-price auction. Auctions are, in lega form, public auctions.
The MoF executes the auctions.

1142. For short-term papers, al sectors except the BOS can participate. All participants are
participating through primary dedlers, the commercia banks that are registered security dedlers,
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1143. In auctions of long-term paper banks, security and other firms, fundsincluding
public/government agencies, (all sectors except the central bank) can participate; interested entities
that possess adequate technical and other means can participate in the auctions directly, by
agreement with the MoF (the PDMD). Other market participants, including households, participate
through those commercia banks that are registered security dealers.

Secondary market

1144. In order to develop an efficient secondary market of government securities, the first task
has been to provide insruments that can be easly marketable and will have smple features and
dearly identifiable cash flow. In order to achieve this god the MoF isimplementing, as dready
mentioned, a srategy towards nomindization of the main borrowing insgruments. Thisincludes the
introduction of treasury bills with different maturities and a shift from inflation-indexed ingruments
fird towards variable interest rate instruments and then to fixed- rate insruments. Changing to
variable interest rate bonds involved aso a gradua smplification of bond formulasin order to not to
disrupt the market. Such a development has also fostered smilar development in the products
offered by the domestic banking system.

1145. In Sloveniathe centra bank conducts open market operations exclusively with centra
bank bills, which can deter secondary trading of government securities. However, the BOS had a
catdytic role in contributing to establishment of the OTC (over-the-counter) trading in short-term
government securities (November 2001). In particular, it designed its regulatory framework. OTC
transactions in government bonds also started recently (August 2001), and activity has increased
geadily in both types of instruments. The BOS is dso contributing to the design of the regulatory
framework for repo operations with short-term government securitiesin the OTC market. The rapid
increase in OTC transactions is due to lower cost because the absence of brokerage fees and low
commission charged by the Clearing and Depository Agency (KDD).

K eeping access to domestic and international financial markets

1146. In order to keep access to domedtic and internationa financiad markets, the MoF
maintains frequent contact with investors and monitors financid markets developments and
investors preferences. The Strategy has been dso to issue debt instruments with standard maturities
and, within the limits of borrowing needs, in asize that enhancesinvestors appetite. In the
internationa market the PDMD has aimed at establishing ayield curve, which hdpsto price
transactions. The PDMD dtrives to establish a size that assures a certain degree of liquidity to
investors but a the same time does not represent a refinancing risk for the portfolio. In the domestic
market, investors are informed in advance about the issuing plans, so as to avoid any surprises or
advantage of particular juncture. The PDMD ams a being rdliable in its strategy and pricing of
transactions. Theinvestors' preference for particular instruments is also taken into account in
preparation of the annua financing program.
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Clearing and settlement

1147.  Soveniauses an eectronic system to settle and clear al security transactions occurring
on the locd (Ljubljana) stock exchange (LJSE). All trades conducted on the LJSE are automaticaly
transmitted to the Depository and Settlement Company (KDD), a clearing and settlement
corporation. Settlement is T+2 on a ddivery-versus-payment basis. KDD rules comply with the G-
30 internationd standards and dl nine recommended actions in 1989 for clearing houses.
Compliance with the recent recommendations (CPSS-10SCO) adopted in November 2001 is
under assessment.

Taxation

1148. Interest income and capita gains from government securitiesis at present taxed under the
broad category of corporate income tax (CIT). Interest income from government securitiesis tax
exempt for persond income tax (PIT) purposes. Any profit arising from price appreciation in the
price of the security, when a security is sold within three years from the dete of its acquisition, is
treated as a capital gain for PIT purposes. There are no differences regarding the treatment of
government securities for taxation purposes between financia and non-financid corporations. There
is aso no digtinction between current income and capitd gainsfor CIT purposes. No withholding
tax is applied on income derived from government securities for resdents and nonresidents. Primary
and secondary transactions with securities and shares are VAT exempt.
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Attachment
Legal Framework

1149.  Theoutlines of thelegd framework, given in articles 81 though 84 of the Public Finances
Act, are asfollows:

“The central government may incur debt both locally and abroad and up to the level
stipulated by law (i.e. to the sum necessary for financing the deficit and for repayments of
debt in the current year). During a period of temporary financing, the central gover nment
may incur debt up to the amount necessary for current debt repayments.

If, because of mismatches in flows, budget expenditures cannot be covered with current
budget receipts, the central government may borrow for liquidity purposes, however not
in excess of 5 percent of the last regular budget.

By drawing loans and issuing securities, the central government may raise funds
necessary either to repay the public debt before falling due or to purchase its own
securities, provided that:

1. Measuresto establish economic stability are supported;

2. Cost of central government debt is reduced; or

3. The quality of debt portfolio is improved without increasing the central government
debt.

The central or local government may also enter into other debt transactionsin order to
manage exchange and interest risks related to the central and/or local government debt
(transactions with derivatives). The central government may buy and sell its own
securities either on or outside the organized securities market. The funds for the purchase
of securities shall be included in the central government budget.

Decisions regarding transactions in relation to central government borrowing, central
government debt management, and interventions in securities markets are made by the
minister responsible for finance on the basis of the annual Financing Program adopted
by the Gover nment.

The debt operations are concluded by the minister responsible for finance or another
person authorized by the minister in writing.

Decisionsregarding liquidity borrowing are made and executed by the minister
responsible for finance or another person authorized in writing by the minister.”
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1150.  Artide 85 specifiesfinancing rules for loca governments:

“ Local governments may borrow and manage debt on the basis of prior approval of the
minister responsible for finance and under the terms and conditions laid down by the act
regulating the financing of local governments. Borrowing transactions for which no prior
approval has been given by the ministry responsible for finance shall be deemed null and
void. Should it be impossible to balance the implementation of the budget due to uneven
inflow of receipts, local governments may borrow for liquidity, however no more than
5percent of the last regular budget. Unless otherwise stipulated in a special law, incomes
from cash management are budget revenues, whereas the expenses of liquidity borrowing of
the budget are budget expenditures. Local governments are obliged to report to the ministry
responsible for finance on the borrowing and repayments of debt in a manner determined by
the minister responsible for finance.”
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XV. SouTH AFRIcA®

1151.  The South African Government securities market has gone through various phases since
the late 1970s. No formal and prevailing market rate existed before this period. The government
issued bonds at par, periodically when needed. Asthe market started to develop, the government
redlized the importance of creating benchmark bonds across the yield curve to increase liquidity. By
the early 1990s a debt trgp was looming and the government intensified its focus on debt
management. The Government’s macroeconomic framework under the Growth, Employment and
Redistribution (GEAR) program was designed to, amongst other economic challenges, bring the
total debt to manageable levels. As aresult, the Department of Finance developed a framework of
philosophies and principles to manage its debt. This led to guidelines and Strategies to manage debt
more actively.

1152.  Today the central government, state-owned entities, and local governmentsin South
Africaare respongible for issuing more than 95 percent of the total fixed-interest rate securitiesin
the market. The government has taken great care to prove itsdf ardiable and responsble
borrower, domestically aswell as abroad. The funding is concentrated in large liquid benchmark
bonds to provide liquidity to the market.

1153.  Currently the government is able to finance the tota funding requirement in a
sophisticated, liquid, and well-regulated domestic market. Much attention has been paid to the
gructurd, legd, and infrastructura sides of supporting market development. Thereis regular
interaction with the, Bond Exchange of South Africa (BESA) the Financid Services Board (FSB),
and the South African Reserve Bank (SARB) to help with the proper control of the domestic
market. The government has dso maintained a transparent rel ationship with the market. Qudity
information has been made available, particularly on key budgetary figures and funding Strategies.
Asaresult, South Africa' s debt management strategy has moved beyond the stage that
characterizes most emerging markets, and is closer to that of developed marketsin the industria
countries.

A. TheDomestic Market Before 1990

1154. Inthe 1970s, new Government Bond issues were sold as periodic public issues.
Typicdly, the Secretary of Finance would issue bonds at par three or four times ayear, usudly to
coincide with the date of a maturing bond. There was no active secondary market and, therefore, no
prevailing market rate. However, severd investigations and reports on future developmentsin the
capitd market of South Africa highlighted the need for changes, among others the De Kock

8 The case study was prepared by the National Tressury of the Republic of South Africa.
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Commission, the Stals report, and the Jacobs report. 1n 1978 a broad consensus among al market
participants was formed, pointing out the real need for market development.

1155.  In1981, Eskom (Electricity Supply Commisson) was the firgt public entity to issue a
bond at a discount to the market. The government soon followed. During the early 1980s, the
government issued bonds on an open-ended tap bass until the alotted nomina amount, as specified
in the Prospectus, was fully issued. For each amount issued, a new bond was introduced to the
market. During this period, there was no clear separation between monetary and fiscal policies.
Primary issues were used for both financing government spending and open- market transactions.

1156. Inthe mid-1980s, important participantsin the capitd market established aforum with the
South African government to discuss matters of mutua interest. The investment community was
partly concerned about the Act on Prescribed Assets. This Act was introduced in 1958 in order to
create funds for semi-governmenta inditutions, such as universties, the South African Broadcasting
Corporation, and for developmentsin the former homelands. To fund these indtitutions, pension
funds and insurance companies were obliged to invest part of their funds as prescribed assatsin
Government Bonds, Government Guarantee Bonds, and Bonds approved and specified by the
Regigrar of Pensons (e.g., Homdand Bonds). Moreover, the investment community was
concerned about the smal amounts of holdings being kept in a particular bond, some of which were
illiquid.

1157.  The prescribed assets were a serious stumbling block in the development of financiad
markets. No prevailing market rate could be determined because of such requirements. The Act
was finaly done away with in October 1989. When prescribed assets were lifted, the scene was set
for further market developments in South African capital market.

1158.  In 1989 the then Department of Finance consolidated severa smaler issuesto cregte the
benchmarksin 5-, 10-, 15-, and 20-year maturities. Furthermore, Eskom and other public entities
began making two-way prices (i.e—quoting bid and offer prices) in their bonds.

B. Developments 1990-1998
Developmentsin the domestic market
Development of the Bond Exchange of South Africa

1159.  Thedevdopment of aforma Bond Exchangein South Africaoriginated from
recommendations made in the Stal's and Jacobs Reports. The authorities recognized thet
sdf-regulation by the market participants was more desirable and acceptable than imposed control.
As areault, bond-trading firms who had run avoluntary association caled BMA (Bond Market
Association) since 1989 were licensed in 1996 as aforma exchange caled BESA (the Bond
Exchange of South Africa).
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1160.  To deveop the clearing operations, BESA adopted the Group of Thirty (G30)
recommendations on clearing and settlement. The Exchange dso established a recognized
clearinghouse, UNEXcor (Universal Exchange Corporation). Today BESA members are able to
benefit from eectronic trade reporting, matching and settlement. Electronic net settlement takes
place each trading day and isfacilitated by four settlement agent banks and their Central Depository
Ltd.

I ntroduction of auctions and market-making

1161. In the early 1990s, the South African Reserve Bank (SARB) had been appointed as the
agent to issue, settle and make a market in government bonds. In September 1996, the Department
of Finance conducted a survey among members of the BESA and certain foreign banks to obtain
their views on how to improve issuance and secondary market-making activity in government
bonds. Due to the problems experienced with sdling primary issues to the market on demand,
South Africa decided to adopt the international practice of using regular auctions as amethod of
sling primary issues of government securities to the market. To ensure efficiency, liquidity and
trangparency of the secondary market for government bonds, market participants also agreed with
the principle of moving toward formal systems of market-making. As a conseguence, primary
dedlers were gppointed, and their main respongbility was to make a market (quoting of two-way
prices) and provision of liquidity in the secondary market for government bonds.

Auctions

1162.  Since 1998, the responghilities of the SARB changed from being an issue, settle and
market making agent in Government bonds to conducting, on behaf of the Nationa Treasury,
auctions of benchmarks bonds according to afixed program. The Treasury informs al market
participants timeoudy about the year’ s public sector borrowing program, including the extent of the
borrowing requirement, auction dates through an auction calendar, the maturity structure and size of
issues and the instruments to be issued. Seven days before the weekly auction, an announcement is
made on what ingrument will be issued. The auctions of benchmark bonds are only open for
primary dedlers®

Appointment of primary dealers

1163. 1n 1998 the Nationa Treasury appointed a panel of 12 primary deders, conssting of 6
local banks and 6 foreign banks. The reasons for appointing primary dedlers were to reduce
refinancing risk for the government, to improve the liquidity and efficiency of the government bond
market, and to create clear and trangparent price formation. The introduction of aprimary deder

8 |nformation is available on the website, www.treasury.gov.za.




- 288 -

system a so supported the development of regulations for trading and investor protection and the
establishment of amore efficient clearing and settlement procedure. Other benefits of primary
dedlership include improved market andysis and research.

1164.  Thecriteriato be aprimary deder, set out by the Nationd Treasury, requires both the
local and nonresident market-makers to hold a specified minimum amount of rand-denominated
capitd in South Africa. This held capitd is a demongration by market-makers of the capacity to
dedl with the inherent risks associated with market-making. In addition, it shows afirm commitment
toward developing the domestic market.

1165.  Some requirements were identified to be put in place before the gppointment of market-
makers. It was also decided that a gradua approach of change was necessary to avoid undue
disruptions to the market. Two main areas for measures were identified, namely necessary structura
improvements and liquidity enhancing issues.

Structural improvementsincluded:

- creation of an efficient lega framework;

- market surveillance of primary deders by the SARB and the Nationa Treasury;

- introduction of minimum capital requirements of banks which wanted to operate as
market-makers,

- introduction of an auction system to sell government bonds to formal
market-makers,

- demateridization of bond certificates,

- shortening of the settlement period to T+3; and

- introduction of the risk-management system in the Treasury.

Liquidity enhancing issues referred to measures aimed to provide sufficient liquidity to the
broader market, for example in ensuring that there is continuous provision of market-related bid
and offer pricesin gppropriate volumes and under al market conditions. These objectives were
achieved through introducing benchmark bonds and the establishment of the repo market.

Other developments

1166.  Other devdopmentsin the 1990s were, among others, the issuance of the first corporate
bond in the South African market by SA Breweries (SAB), the establishment of the South African
Futures Exchange (SAFEX), and the development of aregister, payment and debt recording system
in the Debt Operation Divison of the Department of Finance.

The framework of philosophiesand principles

1167. In the early and mid—1990s, an ever-increasing budget deficit, arising stock of debt, and
arisng cogt of servicing the debt caused an intensive public debate regarding the sustainability of the
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government’ s debt-servicing costs. Interest rates were high, both in nomina and real terms, and the
average maturity of the debt portfolio was just below 10 years, about 60 percent of which had to be
refinanced within five years. This meant that besdes the net new deficit that had to be financed, a
high percentage of the existing debt aso had to be refinanced in an environment of high interest
rates. The threet of faling into a debt trap, and the uncertainty of potentid liabilities, triggered a
focus on prudent debt management.

1168. In March 1996, an announcement was made in the Budget Review that the entire debt
management policy would be reviewed. Following this measure, aframework of philosophies and
principles to manage public debt, cash and risk, was developed and approved by Parliament. This
was to promote a proper understanding of what was to be achieved, and to further a broad base of
support. The framework identified risk areas, as well asthe srategies to follow. Following
suggestions in this framework, a Public Debt Office was dso established. This Office was officidly
named the Asset and Liability Management (ALM) Branch of the Department of Finance (the
Department of Finance istoday cdled the Nationa Treasury). The following chart illustrates the
current structure of the ALM Branch.

C. Since 1999
The evolving debt management strategy

1169.  The performance of the South African capital markets during the 1997/98 financia crises
proved that the South African Government Bond Market was no longer at a nascent stage.
However, a the same time it was evident that debot management objectives had to change to face
new chalenges. The willingness of the investors to commit their funds at the long end of the curve
(27 year maturity) and the active participation of foreign investors sgnified the need to change the
debt management approach. A research paper titled a“Comprehensive Debt Management
Framework” identified certain policy gaps that had to be addressed. The paper proposed that debt
management objectives should be changed, including recommendations for atactica debt

management approach.
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ALM Branch Structure
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Design and use of instruments. Although low-cost debt instruments such as inflation-linked
bonds were introduced, there was a need to consder introducing the low coupon fixed-interest
rate bond. The design and use of low coupon ingrumentsisin line with the government’s policy
of introducing inflation targeting, which has helped to reduce unreasonable expectations about
the future of the inflation rate. New low coupon bonds have been successfully used asa
destination bond in switches.
Use of derivatives. Derivatives were not used when South Africawas ill developing arisk-
management framework. However, this could change in the near future. Discussions are going

on regarding the use of derivatives, such as STRIPS and interest rate swaps.90

Maturities. The capacity at the short end was limited—switches between different maturities
have been offered to the market in order to restructure the maturity profile of outstanding dett.
Proper coordination of the funding activities of State-Owned Enterprises (SOEs). To
ensure a smooth, efficient and predictable securities market, there was a need to harmonize
Government borrowing with the SOEs. The Public Sector Borrowers Forum was launched on

8 public Finance Management Act

% STRIP =Separate Trading of Interest and Principal; i.e. the interest and principa components of a

Security are split into separately tradable instruments.
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May 31, 2001 to organize the funding activities of the Public Sector Issuers. The Forum
consgts of the Paragtatdls, the Financid Services Board, the South African Reserve Bank, and
the National Treasury.

Coordination of Liability Management and Monetary Policy. There was no coordination
between liability management and monetary operations. Consequently, a detailed work plan for
the Public Debt Management Committee, which consisted of high-level decison makersfrom
the Nationa Treasury and the SARB, had to be formulated.

Change in the hierarchy of debt management objectives

1170. Based on the andysis in the above-mentioned paper, debt management objectives were
changed. Before 1999, the primary objective of debt management was to develop the domestic
capital market, and the secondary objective to promote a balanced maturity structure.
Developments in the domestic market changed the emphasis of these objectives. The primary
objective shifted to focusing on the reduction of the cost of debt within acceptable risk limits; and
the secondary objective, to ensuring government access to financid markets and diversfying funding
insruments.

A shift from strategic to tactical debt management

1171. TheNationa Treasury acknowledged that while the objectives of South African debt
management were now prudent; developmentsin the global sovereign capitd markets necessitated a
change from drategic to tactical debt management in South Africa. The strategic debt management
policy looked at the overal design and implementation of the debt management program. This
includes how primary issuance is designed and managed, how debt instruments are designed and
traded, and how liquidity is provided. Tactical debt management policies concentrate on actively
managing the outstanding stock of debt and its composition to reduce the cost of debt to within
acceptable risk limits.

Achievements

1172. Notable achievements in implementing new debt-management approach covers improved
domestic bond market liquidity. Thetotal South African bond market turnover increased from R

5 trillion in 1997 to about R 11 trillion in 2000. The government bond proportion of total market
turnover has aso increased, from about 55 percent in 1995 to 91 percent in 2000. Moreover,
investor confidence has risen, as has the participation of foreign investors in the domestic bond
market. Meantime, the perceived risk associated with foreign investment in South Africahas
continued to decrease with rising efficiency, sophidtication, and opennessin the South African
capital market. An evidence of this was the fact that South Africawas one of the few countriesto
issue and fund in the longer-dated bonds during the 1997/98 financid market crises.
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D. TheMain Challenge Facing the National Treasury

1173. The Government's budget deficit as a percentage of the GDP decreased from 5.1 percent
in 1994/95 to 1.5 percent in the 2001/02 fiscd year. The main chdlenge facing the Nationd
Treasury today isto find ways to uphold an efficient, trangparent and liquid government bond
market in an environment with declining borrowing needs. The decline in the supply of Government
paper is often interpreted as a decrease in the liquidity of the bond market, especidly in those
countries whose securities markets are dtill at a nascent stage. However, South Africa has reduced
its supply of paper in line with the government’ s lower financing needs, without sacrificing liquidity in
the bond market. The country has managed to achieve this by carrying out active debt management
drategies with use of tools such as debt consolidation (switches) of bonds and by debt buybacks.
Inflation-linked bonds have aso been introduced, and a facility to strip government bonds has been
established. Swap derivatives will be introduced in due course.

Debt consolidation (switches)

1174. Debt consolidation was introduced to reduce the fragmenting of bonds on the yield curve
and thereby improve the liquidity of the benchmark issues. Debt consolidation has aso helped to
smooth out the maturity profile and reduce the refinancing risk, easing the pressure a the short end
of the curve. The number of outstanding issues of smdl amounts and high coupons has been
converted (switched) into larger liquid bonds with low coupons. To execute the debt consolidation
(switches), exchange auctions have proved to be a powerful tool. Exchange auctions have aso been
used as a cash management tool. As at the end of 2001/02 fisca year, atotal of R52 billion bonds
had been switched.

Debt buybacks

1175.  With the objective with the objective of reducing the governments debt servicing codts, in
the medium to long-term—and to strengthen the integrity of the government securities market—
amdl illiquid, high-coupon bonds of less than R1 billion as wel as ex-homeand bonds have been
bought back from the market. As at the end of the 2001/02 fiscal year, R4.5 hillion of illiquid bonds
had been bought back.

I nflation-linked bonds

1176. To reduce the long-run cost of debt, the ALM Branch has embarked on the design of
ingruments that can lower the overdl cost of debt for the government, such as the issuance of
inflation-linked bonds. Inflation-linked bonds give inditutional investors a chance to maich long-term
assets and ligbilities, while dso providing an objective measure of inflationary expectations and
acting as a benchmark for other issuers. These bonds were considered amechanism for unlocking
the liquidity of the long-term fixed-interest bonds, since inflation-linked bonds tend to attract the
buy-and-hold investors. By switching into inflation-linked bonds, ingtitutional investors rel eased
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long-term fixed interest bonds in the secondary market to trade, thereby increasing liquidity on the
long end of the curve for long-term fixed nomina bonds.

1177.  South Africa has developed a full inflation-linked bonds curve with 2008, 2013 and 2023
maturities. These bonds have an average yield of 4.00 percent as at 20 May 2002. However, asin
other smilar markets, the liquidity in the South African inflation-linked market is low since these
bonds mostly are bought by investors who tend to hold the bonds to maturity. The primary deders
do not have any price-making responshbilities on inflation:linked bonds.

Stripping of Government Bonds

1178. The ALM Branch undertook a project of discovering whether STRIPS improve the
liquidity of the underlying insruments. The project pointed out that STRIPS could increase demand
for the underlying instrument and encourage active portfolio managers to take advantage of arbitrage
opportunities through stripping and recongtitution. Under conditions of a declining Government
funding, the project discovered that it was clear that a STRIPS program was necessary to introduce
in order to maintain the liquidity and integrity of the domestic capitd market. Trading in STRIPS
began at the end of January 2002 through primary dedlers, acting as market-makers. The Centra
Depository of South Africaacts as a Government agent in stripping Government Bonds. By
introducing a gtrip facility, the Nationa Treasury discouraged investment banks from creeting their
own Specia Purpose Vehicle's (SPV) whose sole respongbility isto strip government bonds for
market participants.

Swaps

1179. To manage the duration of the Government’s debt portfolio, the National Treasury’s
Liability Management Divison is introducing interest rate swaps as instruments for cost and risk
management. Moreover, with Government participation in the swap market, it is assumed that the
liquidity of both the swap market and the underlying bond market will improve.

E. Foreign Borrowing

1180. Pdlitica unrests due to gpartheid system in 1984 and 1985 resulted in Szable capitd
outflows. Thefiscal and monetary decison makers were forced to enter into a partial- debt
gand4iill. 91 According to a SARB census, South Africa’ s indebtedness on August 31, 1985 was
$23.7 billion (41.4 percent of GDP), $13.6 hillion of which was deemed to fal under the debt
standdtill. The repayment of this part of debt was executed under four debt standstill agreements
darting in 1985. The fina repayment under these agreements was made in August 2001.

°! Deferred of government debt.
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1181. After aperiod of restricted access, the South African Government was able to return to
the foreign market in 1994 after the eections of the first democratic government. The first issue after
thisreturn was a U.S. dollar Globa Bond Issue, followed by a Japanese yen Bond Issue in 1995.
The Government dso st up an EMTN (Euro Medium-Term Note) program.

1182.  Sincethen an integrated strategic gpproach has been followed when entering the foreign
market to fund the budget deficit, as dtipulated in the Budget Review each year. Usudly foreign
funding has amounted to US$1 hillion per fisca year. However, the prime focus has not been for
funding purposes, but to create benchmarks in specific foreign markets for other South African
entitiesto follow. Thisis mainly because South Africaiis cgpable of funding its tota budget deficit
from the domestic capita market only.

1183. Thedrategy of borrowing in the foreign market so far has been to exploit perceived
pricing anomaies to obtain cost-effective funds. Moreover, in the future the foreign debt
management will aso focus on promoting the rand market by taking advantage of the South African
positive credit-rating development whenever possible.

F. Risk Management Framework

1184.  From 1996 to 1999, three financid risk management objectives drove the ligility
management branch, namdy controlling the quantum of capita, optimizing the return on capitd and
managing the cost of capital, each described in the following.

Controlling the quantum of capital

1185. Asmentioned before, the debt issued by the State and the cost of servicing this debt, was
a ahigh levd inthe mid-1990s. In this light, a distinction was made between two different broad
aress of risk, namdly:

Risk of ever-increasing deficit. Thisrisk was not seen as the primary responsibility of the
ALM Branch. The primary responshility for managing this risk was guided by the
implementation of the Government’ s macroeconomic framework; the Growth, Employment and
Redigtribution (GEAR) program.

The risk of ensuring cash availability to meet the State’ s expenses. The Liagbility Manager
was given direct responghility for the following:

- Ensuring the State' s continued access to financial markets, both domestic and
foraign;

- Contributing to the absorption capacity of State debt within these markets—
through ongoing market development, product innovation, and proper
coordination of activities with the South African Reserve Bank’s monetary
management operations,
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Deveoping efficient secondary markets for its securities;
- Edtablishing the State’ s name as afair and efficient borrower in the financia
markets through the active marketing of its debt instruments.

Optimizing the return on capital

1186. The ALM Branch wasinterested in investments relating to surplus cash arising because of
overd| funding requirements and to ensuring liquidity needs. Theleve of surplus cash was largely
affected by cash management activities. However, from arisk management perspective, acertain
level of investment was kept as aliquidity buffer. The return on capitd invested in programs and
projects through the budgetary process did not concern the ALM Branch.

G. Managing the Cost of Capital

1187. Anintegrated strategy was followed for domestic and foreign borrowing. It was accepted
that savings in the cost of debt service could be achieved from the ongoing development of the
depth and width of the domestic financiad markets, rather than through efforts to borrow cheaper in
foreign markets. Because of the size of South Africa s domestic debt, limited scope existed for
actively managing the debt portfolio and reducing debt servicing cogts. The focus of existing
domestic debt management aimed, therefore, a addressing the maturity structure to avoid unwanted
bundling across the debt profile. Although funding of the new grass financing need (new issues) was
managed actively, cost savings were not achieved by taking interest rate views.

1188. The principles regarding individua risk categories concentrated on the following Six risk
aress.

Liquidity risk. The management of this risk, considered by the ALM Branch to be the most
important, involved ensuring the minimum amount of cash was dways available to meet the
State' s expenses. Further explanation of liquidity risk will be covered under the section
Cash Management.

Interest rate risk. Thisrisk meant that adverse changesin interest rates could cause an
increase in borrowing costs. It was accepted that the Stat€’'s minimum risk position wasin
long-term, rand-denominated debt. A duration target was established to control the interest
rate risk. No interest rate view was taken as ameans of achieving cost savings.

Credit risk. In the course of managing cash balances and derivatives positions, the guiding
philosophy and principle was that the role of the ALM Branch, in managing the State' s
market risk, involved atransfer of that risk to the marketplace in return for the credit risk of
the counterparty. The State' s Sze in the financiad markets necessitated accepting credit risk
from afar wider range of counterparties. With the exception of liquidity, no counterparty or
issuer was exempt from the process of having a credit limit imposed. Transactions could
only be conducted after formal limits were set with counterparties and issuers that satisfied
soundly based and acceptable assessment processes.
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Foreign exchange risk. It was accepted that it was not appropriate for the ALM Branch
to hedge foreign loans raised by the State through the rand, since the foreign-currency debt
represent just asmal part of the total debt. Instead, the National Treasury regards
contralling the leve of foreign currency debt as essentid.

Market-making risk. It was accepted that thisrisk should be limited and confined to debt
markets. Market-making activitiesin Republic of South Africa Bonds were removed from
the government (the role that was played by the SARB as an agent of the government) and
transferred to the market when primary dealers were introduced in 1998. Thus, the risk of
fluctuations in the market was shifted to the market participants, where it was deemed to
belong.

Trading- and ethical risk. Primary dealers took responghility for trading- and ethica risk.
A code of conduct was drafted, documented, and signed off between primary deders and
the ALM Branch. The code of conduct addressed the issues of business ethics,
relationships, due diligence, confidentidity, controls and trading rules.

Setting up the capacity to assess and manage cost and risk

1189. 1n 1999, arisk management project was introduced. Its purpose was to set up a separate
section within the ALM Branch, soldly respongible for managing risks of the Government portfolio.
In 2000, a risk management team was put in place to run the project. The Chief Directorate: The
Strategy and Risk Management controls and manages risks that are identified and debt it is exposed
to. Specific risk-management responghilities within the context of the ALM branch are:

To create and maintain a risk-management framework for general government bodies and
public enterprises;

To develop an ided benchmark for government debt; and

To monitor and manage credit risk exposure.

Risk management today

1190. Because of the developments that have taken place in both the domestic and foreign
markets, the Nationa Treasury has resolved that the risk management framework adopted in 1996
needs to be redligned. Thisis mainly due to the fact that debt management practices have evolved
and more emphasisis now placed on advanced tactica and quantitative models, rather than just on
policies. While therisks identified are ill the same, the new model in each case ensures that policies
and procedures to quantify, control and manage risk exposure are now put in place. The following
table summarizes the types of risk and the management of these risks.

Benchmark for management and performance
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1191.  To ensure accountability and the delegation of risk, the Government has approved a
benchmark that should reflect and establish an acceptable level of risk and target costs. The
benchmark reflects the defined debt management objectives and acceptable quantifiable risks, and
expresses the Government’ s strategic-debt position and dign debt policy to its economic policy.
Altogether, the benchmark provides appropriate risk management and control and form basdline for
measuring the performance of debt manegers. The benchmark was formulated under the following

fiveprinciples

Robustness: A conclusion should rely on few assumptions.

Efficiency: The Government should be able to take the least possible risk for a certain cost.
Mark-to-Market valuation: The Government should be able to measure savings and cost
over the lifetime of the debt.

Risk context: Risks should be constrained to the annual debt- service expense.
Transparency: An open basis for performance measurement.

H. Cash Management

1192. Both the Cabinet Memorandum of February 1997 and the Public Finance Management
Act require cash management in the ALM Branch to provide aframework for cresting awarenessin
al spheres of the Government of the need for proper cash-flow management. The respongihility to
plan and manage the Government’ s daily cash flow needs was officidly taken over from the South
African Reserve Bank in June 1999.

1193. To ensure enough funds are available for the State to meet al expected and unexpected

financid commitments, it is necessary and prudent to keep an appropriate level of cash and near-
cash. It is, therefore, important to optimize returns on cash balances. The Cash Manager’s

responsibilities therefore are to:

Manage liquidity by ensuring the right amount of funds are available in the right currencies, at
the right time and in the right place.

Plot projected flows and monitor the actud flows againgt projections. Timely and accurate
future cash flow projections are criticd to plan the funding of the National Revenue Fund
effectivdy, minimizing the required liquidity buffer and maximizing returns on surplus cash.
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Management of Risk

Type of Risk Management of Risk

1. Liquidity and refinancing risk

Monitor Exchequer cash balance and flows.
Maintain a certain minimum cash balance.
Maintain access to short-term borrowing.
Limit size of short-term debt.

Pre-financing maturing debt.

a) Short-term liquidity

Smooth the maturity profile.
Extend portfolio maturity.
Develop liquid benchmarks.

b) Long-term liquidity

2. Interest rate risk - Manage ratio of fixed vs. floating rate debt.
- Manage ratio of short-term vs. long-term debt.
Manage non-parallel yield curve shifts.
Use of interest rate swaps.

3. Currency risk - Domestic versus foreign debt.
Use of currency swaps.
Manage short-term versus long-term debt.
Composition of currencies.

4. Budget risk - Modest short-term borrowing.
- Reduce voldtility of short-term interest rates.
Monitor actual versus debt service costs.
Stress testing (implemented in 2002).

5. Credit risk - Set overall counterparty credit status, for
example, rating (implementation started
in 2002).
Set individual counter party credit limits
(implementation to start in 2002).
ISDA mitigation clauses (to be implemented
in 2002).

6. Downgrade risk - ldentify key factors that are important in the
credit rating process.
Develop a culture of consistent message
between other departments and the
international community.

7. Operational risk - Put policies and measures in place to control
back office operations and payments.

Cregate an appropriate organizational structure.
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Engineer the required linkages between the tax and loan accounts, the Paymaster genera
accounts (PMG) accounts and the departmental accounting systems.

1194. During the early 1990s, the then Department of Finance introduced atax and loan account
system. It opened four tax and loan accounts with each of the four mgor domestic banksin South
Africa. Surplus funds in the Exchequer account, kept a the SARB, are deposited into these
accounts daily. Only when spending occurs, do funds flow back via the Exchequer account to the
various departmental accounts. This establishes outflows from the accounts dalily.

1195. Since June 1998, the difference between projected daily cash flows and actud cash flows
has been maintained daily. Taking control over cashflow estimates, and more accurate information
on projected monthly and daily cash flows, has made it possible to plan and draw up proposas on
financing needs more accurately. Also, the active use of treasury bills, issuing of short-term (1-day)
treasury hillsto finance cash-flow pesks and investments by the Corporation for Public Deposits (an
organization that is part of the South African Reserve Bank that manages short-term public funds)
has contributed to cash flow management carrying lower cash balances ahead of cash flow pesks.

I. Managing Investor Relations

1196.  The Nationd Treasury dso ataches greater Sgnificance to managing investor relations
and has st up an annud investor relations program, which includes road shows, primary dealer
meetings and one-on-one mestings with investors and other market participants such as, banks,
fund managers, and the like.

1197.  Theannua road shows are intended to promote the exchange of ideas between the
Nationa Treasury and investors (foreign and domestic) on issues of mutua interest. This could for
example involve discussions on funding needs, new instruments and projects proposed by the Asset
and Liability Management Division, and any concerns about the market.

1198. At the establishment of the primary dedership, the Nationd Treasury, the SARB,
market-makers, and the Bond Exchange, agreed to coordinate their respongibilities to ensure a
transparent and efficient bond market. All new srategies have been discussed with market
participants and they have been encouraged to submit their comments. The Nationa Treasury has
adhered to its annual funding strategy and any unplanned events have been avoided. Furthermore,
the ALM Branch within the Nationd Treasury and the Money and Capitd Market Divison of the
SARB have had aformd program of meeting primary dedlersto discuss their performance in the
primary and secondary market and aso discuss capital market issues of mutua interest.

1199.  The ALM Branch, in conjunction with the Money and Capitd Market Divison of the
SARB, have adso held discussions with the top management of various capita market participants.
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J. Legal Framework for 1ssuing Government Debt Instruments

1200.  The Public Finance Management Act forms the basis for financial adminidiration in the
South African Government. The Act:

Regulaes financid management in the Nationd and Provincid Governments;

Ensuresthat al the revenue, spending, assets and ligbilities of those governments are
managed efficiently and effectively;,

Provides for responghilities of people entrusted with financid management in those
governments, and

Incorporates the regulations on borrowing by public entities. It does not alow provincesto
borrow from abroad.

1201.  TheAct dso dipulaes the limits on borrowing, guarantees and other commitments. To
improve accountability of debt management, the Act settles who should:

Borrow for the Government;
|ssue a guarantee, indemnity or security; and
Enter into any other transaction that binds the Government.

1202.  TheAct dso ligs the purposes for which the Minister of Finance, as an executive
authority, may borrow money. These are to:

Finance the nationa budget deficit;

Refinance maturing debt, or aloan paid before the redemption date;

Buy foreign currency;

Maintain credit balances on a Nationad Revenue Fund bank account;

Regulate internal monetary conditions should the need arise; and

For any other purpose approved by the Nationa Assembly by specid resolution.

K. Concluding Remarks

1203. South Africa has gained vauable experience and learned important lessons in public debt
management. The mogt significant lesson the Government has learned was the importance of having
a debt management framework to deal with mounting debt that was threatening South Africa. The
framework identified risk areas, as well asthe srategiesto follow. Of specia importance in the
implementation of the framework has been:

The development of liquidity in both financia instruments and in the capita market;
The development of ayied curve and the issuing of bonds over the spectrum of the yied
curve,
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The divergfication of fixed income insruments such as floating/variable-rate bonds; fixed-
interest bonds and inflation-linked bonds;

Market-making, trading and investment risks were transferred to the market through the
gppointment of primary deders,

The possihility to issue bonds in a proper, well-structured (regulated) and developed
mearket; and

Introduction of cash management, with an emphasis on actively managing cash baances.
This entalls the daily monitoring of actua flows againg projections.

1204. Today the inherent conflict between debt management and monetary policiesis now well
understood. A clear separation of activities has been introduced and existing conflicts have now
been dedlt with in the appropriate manner.

1205. A gradud approach has been followed from emphasizing market development to actively
taking positions in the market, to reduce costs. This enables the government to actively manage its
outstanding stock of debt and the compaosition of this debt. It also has become critical to identify,
control and manage the government’ s risk exposure. The Nationd Treasury’s ALM branch has
actively managed these risks, guided by a comprehensve risk-management framework.

1206. Edablishing and maintaining a good relationship with the investors, both localy and
internationally, has been one of the priorities in promoting the South African Bond Market. The
Investor Relations Program, run by top management in the National Treasury and the South African
Reserve Bank, has increased the transparency and openness of the bond market and encouraged
investor confidence in the government’ s ability to manage debt.

1207. Whiledl of the above issues are important, it is crucid to note that the South African bond
market could not have been so efficient without a prudent macroeconomic framework and awell-
congtructed legal framework.
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XVI. Swepen®

1208.  Sweden has had a separate agency—Riksga dskontoret (the Swedish Nationa Debt
Office)—for government debt management since 1789. Inevitably, the principles and practices of
debt management have changed repeatedly over the years. A mgor reform of the governance
systemn was enacted in 1998. As a result, debt management decisions are made within amore
clearly structured framework. There is aso a more structured approach for evaluating the decisons
ex post. The outline of this system and the experiences so far are presented in section A, which dso
discusses the organization of the Debt Office.

1209.  The new governance system has created a framework for more focused anayss of the
debt management Strategy and the risksinvolved. Section B discusses the key features of debt
management strategy and the analyses undertaken to get a better understanding of the costs of
government debt and the associated risks.

1210.  Section C discusses measures for devel oping the government securities markets and
experiences thereof.

A. Devdoping a Sound Governance and | ngtitutional Framework
Statutory rules

1211.  Thecore principles and rules for centra government debt management in Sweden are
given in the Act on State Borrowing and Debt Management.® The current legislation was enacted
by Parliament in 1998. The government’ s right to borrow is based on an annud authorization from
Parliament, which is given as part of the decision on the state budget for the subsequent fiscal yesr.
Thereis no fixed limit on the annua amount of borrowing. Insteed, the Act specifies the purposes
for which the government may borrow, in particular, to finance the budget and to refinance maturing
debt.* The government invariably delegates the mandate to borrow to the Swedish National Debt
Office.

%2 The case study was prepared by Lars Horngren and Erik Thedéen from the Swedish National
Debt Office.

% This report dedls with central government debt management. For brevity, the term “central” will
be left out, unlessit is needed to avoid confusion with other aspects of public debt.

% Expenditures are controlled via the budget, not by ceilings on government borrowing or the size of
the debt.
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1212.  Theobjective of debt management is adso formulated in the Act. It stipulates that the
gtate’ s debt shal be managed o that the long-term cogts are minimized while taking risks into
account. Debt management shal aso respect the demands of monetary policy. Thisisbascally the
same rule that governed debt management before the reform in 1998. The difference isthat the
objective now is stated in alaw enacted by Parliament, wheress it previoudy was set out in
documents issued by the government.

1213.  Findly, the Act contains procedurd rules. Firg, it stipulates that the government each year
shdl decide guiddines for debt management. This decision shdl be based on a proposal submitted
by the Debt Office. The proposa shdl be sent to the Riksbank, the central bank, for comments, to
ensure that the demands of monetary policy are taken into account. Second, the Act ingtructs the
government to submit an annua report to Parliament in which it makes an evauation of the
management of the debt. The Debt Office’ s proposd, the Riksbank’ s comments and the
government’ s guidelines, as well as the evaluation report, are dl public documents.

1214. The gatutory rules create aframework for delegation, reporting, and evauation.
Parliament—at the top of the system—has established the objective. On the basis of this objective,
the government is mandated to set guiddines. In preparing the guidelines, the Debt Office asssts the
government. This reflects the fact that the Debt Office staff is working full-time with debt policy,
whereas the government (the Ministry of Finance) has many other obligations and is confronted with
debt policy issuesinfrequently.*

1215. Theimplementation of debt management on the basis of the guidelinesis then delegated to
the Debt Office. The guidelines define in broad terms how the debt should be structured. They
typicaly include ranges around target values, leaving scope for the Debt Office to make more
detailed decisions on the management of the debt.*® There are two decision levels within the Debt
Office. Thefirst leve isthe Board, which is made up of externd members (with the exception of the
Director General).”” It makes strategic decisions, for example, on how to use the ranges given in the
government guidelines and on benchmark portfolios. The second leve is the operative management
of the debt within the frame sat by the Board, which isin the hands of the Debt Office’ s $aff, led by
the Director Generdl.

% This dso reflects along-standing tradition in Sweden of working with small ministries, responsible
for policy decisons, and delegating operative functions to agencies, with separate management and
a am’slength from the ministries.

% Concrete illustrations of the contents of the guidelines are presented in section 2.2,

°" For more on the organization of the Debt Office, see section 2.3.
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1216. The governance system aso puts emphasis on evauation. Each decison leve is evauated
by its immediate superior body. This means that the Board monitors and evauates operative debt
management and reports to the government. At the next leve, the government eva uates the overdl
result of the Debt Office’s decisons. Findly, the Parliament evauates debt management asawhole,
incdluding the government’s guiddines. This evaluation isin the form of an annud written Statement,
adopted after a debate and vote in Parliament. This statement is published in time for the Debt
Office to consder comments and recommendations from Parliament when preparing the next
guiddline proposa, closing the loop of delegation and monitoring.

1217. Thisgovernance framework appliesto centra government gross debt, or the debt portfolio
managed by the Debt Office. The Swedish government sector aso has financia assets, for example,
in funds in the public penson system and in equity holdings. Indeed, at end-2001 the genera
government net financial debt was negative, despite a central government debt-to-GDP ratio of
about 54 percent. Thereis no debt management Strategy at the level of genera government, partly
because the public pension funds are managed separately from the state budget, based on
objectives derived from their role in securing future pensions, and because locd authorities have a
significant degree of independence. However, attempts are made to broaden the perspective to
include the centra government’ s baance sheet in the analysis of risks relevant for central

government debt management.

The governance framework in practice

1218. Thefirg guideines congtructed within the new framework were adopted in 1998, covering
debt management in 1999. When the guidelines for 2002 were adopted in November 2001, it was
thus the fourth time the exercise was repested. It was recognized when the new system was put in
place that the objective was vague and that further analysis was needed to trandate it into a practica
framework for debt management. In the preparation of the guideline proposals, emphasis has been
put on complementing the statutory target with gppropriate definitions of costs and risks. In addition,
the Debt Office has presented anayses of how the compaosition of the debt portfolio can be
expected to affect costs and risks. The main conclusions and the resulting debt management strategy
are summarized in Section B.

1219. The changesin the way debt policy is governed have not, at least so far, dtered the
practices of debt management. The most significant effect is perhaps that the time perspectivein the
guidelines has been extended from one year to include tentetive plans for rolling three-year periods,
condstent with the time frame used in the budget process. However, the importance of the form and
structure of governance should not be underestimated.

1220. Firg, the new system has increased the attention given to debt policy in both the
government and in Parliament. Considering the Sze of the annua debt codts, this attention is
judtified.
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1221.  Second, the procedure surrounding the annual guideline decision has affected the
perception of debt policy. All strategic proposas and decisions must be explained to the public in
terms of their impact on costs and risks. Ex pogt, the decisions are evaluated in terms of their impact
on cogts, and the results are made available to the public. The transparency of the system helpsto
commit the policy makers to the stated objective of long-term cost minimization with due regard to
risks. In particular, borrowing strategies that reduce short-term codts, but aso significantly raise
medium- or long-term cogts or the risk of the debt are difficult to implement.

1222.  Third, the system provides a clearer digtribution of responsihbilities between the parties
concerned. The government (the Ministry of Finance) delegates debt management to the Debt
Office for one year & atime. The government can change the guiddines during the yeer if the
circumstances underlying the decision have changed materialy, but this has to be done in the form of
an amended guiddine, that is, or in a public document.

1223.  Similarly, the central bank’ s views are brought into the process in aformalized way when
the Riksbank is invited to comment on the annual proposd. Thisisin contrast to the Situation 10 or
15 years ago, when debt management often was utilized as an instrument of monetary and exchange
rate policy. Now, it is clear that monetary policy, at most, acts as a congraint on the cost
minimization problem, and is not part of the objective. An objection from the Riksbank to a
proposal from the Debt Office must be linked explicitly to “the demands of monetary policy,”(i.e.,
that the suggested guiddines would interfere with the Riksbank’ s ability to reach its statutory
objective, or price gahility). In an economy with well-developed financid markets, thiswill only
rarely bethe case. A gradual separation between monetary policy and debt policy had begun before
the governance system was reformed, but the new process has contributed to an even clearer
decoupling of monetary policy and debt policy.

1224.  In summary, the governance framework introduced in 1998 makesit clear that debt
management isa policy areain its own right, with its own objective. The government is answerable
to Parliament for achieving thistarget, but mgor responsbilities are delegated to the Debt Office,
both in the preparation of guiddine proposals and in operative debt management. As aresult of the
guideline procedure, the operative independence of the Debt Office hasincreased. However,
through the reporting and eva uation mechanisms there has been a corresponding increase in the
possibilities to hold the Debt Office accountable for its decisions. Asis gppropriate, delegation and
accountability go hand in hand.

1225. The arguments for delegating the implementation of monetary policy to an independent

central bank are well known and the practice of doing so iswide spread. The Swedish governance
framework for debt management illustrates how debt policy in asmilar fashion can be delegated to
an independent debt office. However, the degree of delegation isless far-reaching than in monetary

policy.
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1226. Firg, the debt management objective is two-dimensiond, in that there may be tradeoffsto
make between cost and risk. Second, the attitude to risk is presumably not invariant to the overal
fiscal pogition of the country. Debt must be seen as part of the overal balance sheet of the
government. It must be assessed in relation to expenditure commitments, defining another class of
ligbilities, and to future tax revenues, making up the most important assets on the balance sheet. It
seemsinevitable that an optimal debt policy is state-contingent, in that the attitude to risk will vary
depending on the overdl outlook for government finances. Strategic decisions on debt management
arethus closdy linked to fisca and budget policies, which fal within the reslm of the government
and Parliament. An independent debt office may not have the necessary information to make such
assessments. Moreover and more important, it is not be possible to make a separate debt office
accountable for decisonsthat are ultimately political in nature. It is therefore difficult to delegate
srategic decisions to an adminigrative agency to the same extent as the implementation of monetary
policy can be delegated to an independent centra bank.

The organization of the Debt Office
Background

1227. For the first 200 years, the Debt Office was responsible directly to Parliament. This
meant, for example, that it had an externd board gppointed directly by Parliament. However, in
1989 it was turned into an agency of the government. This reflected primarily the assessment that
Parliament’ s influence was secured via the budget process and that the implementation of debt
policy was handled more efficiently by an agency reporting to the government.

I nternal organization

1228.  The operative responghility for the Debt Office isin the hands of the Director Generd
and the Deputy Director Generd, both gppointed by the government. The Director Generd isdso
the Chairman of the Board. The government aso appoints the other board members, none of whom
isemployed by the Debt Office. Reflecting the previous link to Parliament, four of the eight board
members are dso members of Parliament. The Board decides on strategic issues related to debt
management (e.g., guiddine proposas and risk contral).

1229.  Within the Debt Office, there is a clear organizationa separation between front, middle,
and back office responghilities. Front office activities such as auctions, debt and cash management
transactions, are executed within the Debt Management Department. The head of the Debt
Management Department reports to the Director Generdl.

1230. Debt management is monitored by the Risk Control Department, the middle office. Its
respongibilities include monitoring positions relaive to benchmarks and observance of credit limits
on counterparties. The Risk Control Department is aso responsible for monitoring operative risks.
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1231. Confirmation and settlement of debt management transactions are handled by the Back
Office Department. Reports on the results of debt transactions are handled by the Accounting
Department. The heads of risk control, back office and accounting report to the Deputy Director
Generd, in order to achieve afurther separation between operative debt management and follow-up
activities.

1232. Inaddition, thereisthe Internal Auditing Department. It reports directly to the Board on
results of audits of the activities of the Debt Office.®®

Financial and human resources

1233. The Debt Officeisfunded by the state budget. The Debt Office submits budget proposas
to the government, covering rolling three-year periods, explaining its financing needs. Current
expenditures for sdaries, rents, and smilar expenditures are covered by one budget title, interest
payments on the debt by another. Consequently, the Debt Office cannot use savings on interest
codts, for example, to hire additiond saff.

1234.  Within the limit st in the budget, the Debt Office has consderable flexibility in dlocating
funds between uses, including hiring decisions. Swedish government agencies, in generd, are
controlled not by detailed specifications on how they may use their funds, but by whether they
manage to achieve the objectives st up for them. The evauation system for debt management is
thus unusud only in thet it is more eaborate and formalized than in other aress,

1235. Thisdffects, for example, decisons on sdaries. The government appoints the Director
Generd and the Deputy Director Genera and setstheir sdaries. The Debt Office, ultimately the
Director Genera, makes hiring decisions and establishes the sdaries of dl other employees. Thereis
no fixed salary Structure, based on seniority or other set criteria, within the Swedish central
government. Instead, merit and degree of competition from the outside for a particular skill are key
factors. This means that salaries can be adjusted to the Debt Office’s need to recruit or retain a
particular individud, of course, within the limitsin any organization to maintain awage sructure
perceived to be fair and reasonable.

1236. Stll, the Debt Office cannot directly outbid private financid firmsin terms of wages. The
key to recruiting and retaining staff with appropriate financid market skillsisto offer chalenging and
interesting tasks to work with. In particular, it isimportant to involve dso rdaively junior staff in
discusson and decisons on policy issues. Even though debt management involves portfolio
decisions andogous to those made in private financid inditutions, there are connections to broader

% The National Audit Office, an independent agency for central government auditing, also audits the
activities and accounts of the Debt Office.
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economic policy issues not present e sewhere. By building on this agpect, a debt office can creste an
advantage relative to the private sector, offsetting some of the differencesin sdary levels. In areas
such as the back office and information technology, the differences between working in a
policymaking ingtitution and a private firm are less pronounced. The Debt Office therefore tends to
mest tougher competition when it comes to retaining staff in adminigtrative functions than in the core

policy aress.

B. Debt Management Strategy and Risk Management Framework
Background

1237.  The datutory objective—long-term cost minimization with due regard to risk—is
obvioudy sound. However, more precise concepts are needed to trandate the objective into a
drategy for actua debt management. An important e ement in the andlyses conducted within the
new governance framework has been to define what one should mean by costs and risks.

1238.  Thenext question is how the debt portfolio should be structured. The Debt Office has
concluded that the composition of Sweden’s current debt portfolio, in particular in terms of the
share dlocated to foreign currency debt, differs from what is desrable. The discrepancy isso
sgnificant in relation to the speed with which the debt compaosition can be modified that it has been
deemed unnecessary a this stage to define atarget portfolio in terms of percentage shares. The
guidelines have ingtead pointed out the desired directions in which to move the portfolio. The
resulting debt portfolio strategy is discussed in section B, Debt Portfolio Strategy. Section B, Active
Debt Management dedls with various aspects of active debt management.

The concepts of costsand risks

1239. It was acknowledged when the new law was enacted that additiona analyses were
required to give the concepts of costs and risks more concrete interpretations. Although much
remains to be done, some tentative conclusons have been drawn by the Debt Office and confirmed
in the government’ s guideline decisions.

1240.  Thefirst step in the process was to consider whether costs (and related risks) should be
measured on the basis of a complete mark-to-market of the debt or using interest rates set when
bonds were issued. The conclusion was that market value changes do matter. However, the bulk of
the debt is not—and indeed cannot be—refinanced a short notice. As afirgt approximation,
therefore, it is reasonable to assume that debt instruments are |eft outstanding until maturity. This
means that short-term fluctuations in market values resulting from changes in market interest rates
are of little consequence for the realized costs of the debt. Thisview isaso reflected in the
accounting practice of not revaluing the debt on the basis of current market interest rates.
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1241. It should be noted, however, that the foreign currency debt is consistently valued in terms
of current exchange rates. One reason to treat interest rate and exchange rate movements differently
isthat the latter can be expected to lead to redlized losses or gains even if the bond isleft
outstanding to maturity, Snce payments are made in foreign currency. Moreover, the current
exchangerateis probably the best available indicator of the rate at maturity.

1242, In the bill presenting the new legidation, the government indicated that redl (as opposed
to nominal) measures of costs seemed appropriate from a generd economic perspective. However,
the government noted that the understanding of red measures of financia risk was limited and that
nomina costs therefore would be used pending further andysis. A second step in the andysis has
dedt with the question of how to go beyond nominal measures of costs and risks.

1243. Inits smplest form, ared measure could be obtained by deflating nomina cosgtswith a
price index, for example, the CPI. Thiswould, for example, make the cost of an inflationlinked
bond predetermined and, hence, risk free. It isintuitively clear, however, that thereis moreto “redl
risk” than inflation adjustment, and, more concretely, that an inflation-linked bond is not in genera
risk free for the government. Thisline of thinking led to a broadening of the perspective, beyond the
government debt as usudly defined. Ingpiration also came from the practice, in particular in financia
firms, of making risk analyses in terms of the entire balance sheet, leading to a perspective akin to
so-caled asst and ligbility management (ALM).

1244. The darting point isto note that debt is just one item on the government’ s bal ance shest,
broadly defined. Firgt, there are non-debt obligations of al kinds, including entitlement programs
and other future expenditures. Second, the government has assets. The most importart of these is
the right to charge taxes, which in balance sheet terms could be measured as the present value of
future tax revenues.

1245. Risks arise when assets and lighilities are not perfectly matched. To manage itsrisks, the
government must therefore consder the entire balance sheet and try to limit the mismatch between
assets and liabilities™ 1t goes without saying that a complete balance sheet andysis of the
government is an inordinately complicated undertaking. An ALM -based approach to debt
management can aso be helpful if one does not have a complete quantitative picture, however. In
particular, it becomes clear that the risk of government debt should be assessed on the basis of
whether it exacerbates or mitigates strains on the balance shedt.

1246.  One smple measure of the (current) strains on the balance sheet is the budget balance.
For example, adebt portfolio that typicaly has high costs in recessions, that is, when public finances

% The ALM perspective was introduced in the guideine proposal presented in October 2000,
available at the Debt Office swebste (http://mww.rgk.seffiles'upl497-Guiddines 2001.pdf).
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are grained for other reasons, must be considered more risky than a portfolio for which the
oppositeistrue. Thistrandates into treating deficit smoothing as an operative objective of debt
management.

1247.  An ALM perspective dso modifies the assessment of inflation-linked bonds. Debt costs
linked to inflation mitigate swingsin public finances aslong as inflation is high when tax bases are
high and expenditures low, that is, if inflation is positively corrdaed with the business cycle. On the
other hand, if the economy is hit by a supply shock leading to stagflation—nhigh inflation combined
with low growth—inflation-linked debt adds to the strains on public finances.

1248.  Acknowledging that ALM provides an appropriate frame for thinking about debt
management risksis one thing, trandating it into a complete debt management strategy is quite
another. The most visible effect so far on Swedish debt management is that in quditative and
quantitative anayses, debt costs are set in relation to GDP. GDP is here seen as a measure of other
business cyde-reaed influences on the budget, or a debt portfolio perceived as having ardatively
stable cost-to-GDP ratio is regarded as less risky. Using the cost-to- GDP ratio as criterion for
ranking debt portfoliosisastep in the direction of ALM.

1249. The Debt Office has built a ochastic sSmulation modd, which is used, jointly with
qualitative reasoning, in the work on guiddines for debt management. The mode generates paths for
interest rates, exchange rates, GDP and the borrowing requirement for up to 30 years. Thesetime
series are then used to smulate the cogts of aset of debt portfolios with different characteridtics,
making it possible to rank portfolios on the basis of their expected costs and the variability of codts.
Asindicated above, the primary metric used is the cost-to- GDP ratio. Since GDP is generated in
the mode, it is possible to capture correations between interest rates, exchange rates and GDP in
aninternaly consistent manner.*®

Debt portfolio strategy

Background

1250. For the purpose of discussing debt strategy at the portfolio leve, the Swedish centra
government debt can be broken down into three parts, nominal krona debt, inflation-linked krona

190 The mode and the Smulation results are described in papers available a the Debt Office's
website (http:/Aww.rgk.seffiles/upl 553- Teknisk_Rapport.pdf).
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debt, and foreign currency debt. Figure 1 shows how the debt and its composition have developed
since 19921

Figure 1. Central Government Debt, 1990-2001
(In billions of Swedish kronor)
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1251. The current debt portfolio is dominated by nomind loansin domestic currency, made
up of bonds and bills, but less so than in most OECD countries. First, Sweden has an unusudly
large share of inflation-linked |oans, dthough Hill less than 10 percent of totd debt. Second, and
more significant, over athird of the debt isin foreign currencies. The foreign currency debt islargdy
alegacy from the early 1990s. As can be seen in Figure 1, tota debt more than doubled between
1990 and 1995, when Sweden experienced the degpest recession since the 1930s. With an annual
net borrowing requirement corresponding to 14 percent of GDP at the peak, it was useful to divert
some of the borrowing to foreign capita markets. This reduced the pressure on long-term interest
rates in the domestic market and diversified the debt portfaolio.

191 The Swedish National Debt Office has used derivatives and other debt management instruments
activey for anumber of years. The numbersin Figure 1 refer to the exposures when account has
been taken of derivatives.



- 312 -

1252.  Theduration of the combined nominal kronaand foreign currency debt is gpproximatey
2.7 years. Theinflationtlinked debt has a duration (measured in terms of redl rates) of closeto 10
years.

Conclusions concerning the debt portfolio

1253. Thekey quedtion in the andyses conducted within the new governance framework has
been how a portfolio consstent with the objective of long-term cost minimization with due regard to
risk should be structured. Specid attention has been given to foreign currency debt, reflecting that
thisis the aspect in which the Swedish debt portfolio stands out, and to inflation-linked debt, asa
relaively new ingrument.

Foreign currency debt

1254. Based on quditative and quantitative analyses, the Debt Office has concluded thet it is
desirable to reduce the share of foreign currency debt.'* It adds risk without offering expected
long-term cost savings. Firdt, the government has few foreign currency assets (i.e., the foreign
exchange exposure is basically unhedged).™® Second, it is not unlikely that the domestic currency
weskens in recessionary periods, since the costs of foreign currency debt would tend to add to
sawings in the defidt-to- GDP ratio. Third, at a somewhat more subtle leve, the smulations mode
illugtrates that (under flexible exchange rates) domestic short-term interest rates are negatively
correlated with the business cycle, since the central bank will vary short ratesin a counter-cydicd
manner. This tends to stabilize the debt costs-to-GDP ratio. For asmal country, foreign interest
rates will be unaffected by domestic events, making foreign currency debt less attractive than
domestic currency debt, other things equd.

1255. Inthe guidelines for 2001, the government decided that the share of foreign currency debt
should be reduced.*™ No percentage target was set, partly because the desired share is so far

192 The andlysis is presented in the guiddine proposa for 2001, available at the Debt Office's
webste (http:/Aww.rgk.seffiles/upl497- Guidelines_2001.pdf).

193 The foreign exchange reserves are owned and managed by the Riksbark, reflecting its
respongibility for implementing foreign exchange palicy. Since the foreign exchange reserves are st
asde for aspecid purpose, they give no hedging effect from the point of view of the centra
government. The foreign currency debt and the foreign exchange reserves are therefore managed

separately.

1%% The government’ s decision for 2001 can be found at the Debt Office’ s website
(http:/Amww.rgk.seffiles/upl 546-statsskuld_eng.pdf).
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below the current one that a decision on this point was not urgent. Insteed, the government
edtablished a plan of annua amortizations corresponding to SKr 35 hillion. Annua repayments
could be varied within an interva of +SKr 15 hillion. The government instructed the Debt Office to
take account of the vaue of the krona when deciding the actud rate of repayment. If the kronaiis
seen as sgnificantly undervaued, it is rational—given a cost minimization target—to reduce
repayments until the krona exchange rate has returned to more normad levels. In the guiddines for
2002, the government decided to lower the long-term rate of repayment to SKr 25 hillion.
Moreover, it set the 2002 target rate to SKr 15 hillion, citing the weskness of the krona.

1256. Also pointing to the depreciation of the krona, the Debt Office used its mandate to hold
back amortizations of closeto SKr 15 billion in 2001. It has aso announced that repayments will be
made at alower pace than the targeted rate from the start of 2002. In combination with asgnificant
reduction in the Skr-denominated debt and the depreciation of the krona, this has led to an increase
in the foreign currency share during 2001 (Figure 1). The long-term ambition is till to gradualy
decrease the foreign currency debt in order to achieve a debt portfolio morein line with the
objective of debt managemen.

I nflation-linked debt

1257. Inthe guiddine proposa for 2002, the Debt Office focused on the role of inflation-linked
debt.'® The quantitative results from the smulation model were less dear-cut than in the analysis of
foreign currency debt. The mode indicates that thereislittle difference in terms of costs and risks
between nomind and inflation-linked domestic currency debt. One potentid explanation is thet the
mode assumes the economy is not subjected to severe shocks. For example, budgetary and
monetary policy targets are met on average in dl smulations. The debt portfolios are thus not
subjected to any stress tests, since these are hard to handle in along-term smulation modd. In such
an environment, there islittle reason to expect inflation-linked debt to differ markedly from nomina
debt.

1258. Usng quditative reasoning, the Debt Office pointsto other possibilities. For example, in an
environment with low growth and low inflation, perhaps even deflation, inflationlinked bonds are
helpful for deficit smoathing. Conversdly, during a period of stagflation, having alarge inflation-
linked debt is undesirable. The observation that neither deflation, nor stagflation can be ruled out ex
ante is then sufficient to indicate that a portfolio made up of severa types of debt is preferable from
the point of view of reducing risk. As long as inflation-linked bonds are not markedly more costly
than nomind bonds, this diversfication effect thus argues for including inflation-linked debt in the

1% The guiddine proposa for 2002 is available a the Debt Office's website
(http:/Mmww.rgk.seffiles/upl 1037- Riktlinjer_Eng.pdf).
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portfolio. The tentative assessment is that the share should be higher than the current 8 percent for
inflatior+linked debt to make an appreciable difference in an actua stress test.

1259.  Inthe guiddinesfor 2002, the government instructed the Debt Office to increase the
share of inflation-linked debt in the long term.*® However, given the cost minimization objective, the
rate of increase must be weighed againgt the costs of other types of debt. Asin other countries, the
inflatiorntlinked bond market has periodicaly been characterized by limited investor demand and
high liquidity premiums. An important task for the Debt Office is therefore to continue its efforts to
improve the functioning of the market so that the benefitsin terms of reduced portfolio risks can be
achieved at acceptable costs. (See dso section C.)

Duration

1260.  Thechoice of duration involves a tradeoff between costs and refinancing risks.
Experience indicates that nomina short rates, on average, are lower than long rates. Strict cost
minimization would thus argue for having a debt with short duration. As noted above, domestic short
rates may aso be negatively correlated with the business cycle, which contributes to deficit
smoothing. On the other hand, a short duration would make debt costs more sengtive to current
interest rate levels. Moreover, short rates tend to be more volatile than long rates.

1261.  Theduration of the nomind part of Swedish debt is 2.7 years, which has been concluded
represents a reasonabl e tradeoff between the considerations discussed above. The current
guiddlines thus indicate unchanged duration over the three-year planning horizon.

1262.  Theinflaion-linked debt is Sgnificantly longer, asis appropriate for an instrument aimed
a protecting investors from inflation uncertainty. The guiddines Sate that inflation-linked debt should
have a least five years maturity at the time of issuance and preferably longer. Inflation-linked debt
therefore extends average maturity and helps reduce refinancing risks for the debt portfolio asa
whole.

Maturity profile

1263. A duration target does not limit refinancing risks. In principle, a mixture of just two
maturities can achieve any duration target. In practice, the roll-over risk is limited by the Debt
Office's overal borrowing strategy, based on a set of nomina benchmark bonds extending out to at
least 10 years and a st of inflation+linked bonds, some of which have an even longer timeto
meaturity. For the purpose of dlarity, the guiddines il set alimit on the permissible extent of

1% The government’ s decision for 2002 can be found at the Debt Office’ s website
(http:/Mmww.rgk.seffiles/upl 1115-riktlinjebedut_2002_eng.pdf).
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refinancing over the short term. The stipulation is that the Debt Office should plan its borrowing in
such away that no more than 25 percent of the debt matures over the next 12 months.

Summary

1264. Sweden has decided that the concept of risk in the statutory objective shdl be interpreted in
terms of how debt cogts affect the overdl stability of government finances. In thisregard, Svedish
authorities have adopted an ALM approach as the starting point for debt portfolio andyss. Given
the time perspectives involved in government debt management, potentiadly spanning generations,
genuine uncertainty will always be akey dement in debt management. One should therefore not
expect to reach robust, once- and-for-al quantitative conclusons about whet is an optimal debt
portfolio. The main contribution of the ALM approach is probably as much in the questionsiit raises
asin the forma answers. In particular, the debt manager is forced to address issues related to risk
taking in amore consstent manner than if debt codts are seen inisolation from the ret of the
government balance shest.

Active debt management
Background

1265. Itisuseful to distinguish between two types of active debt management. Thefirst type
includes actions alowing a separation between funding decisions, on the one hand, and decisons on
the characteristics of the debt portfolio, on the other, achieved primarily through derivatives. Such
activities are motivated by a desire to use low-cost methods of funding without necessarily accepting
the risks attached to those instruments. The resulting debt portfolio should have lower funding costs
and/or risk than an identica portfolio created by direct borrowing. This form of active management
is driven by strategic considerations.'”’

1266. The second type of active debt management refers to positions taken on the basis of views
on the future paths of interest rates or exchange rates. This requires that there is a defined
benchmark. A pogtion is then created by modifying the actua portfolio so that it deviates from the
benchmark. The result of the position can be evauated by comparing the (market) vaue of the
actud portfolio to the vaue of the benchmark. This form of active management istypicaly driven by
tactical consderations.

197 One could include exchanges and buy-backs of outstanding debt in active debt management,
since they imply deviations from aplain “issue-and-leave- outstanding” strategy. These instruments
are discussed in Section C, asthey are aso meant to enhance market liquidity.
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1267. The Swedish Nationa Debt Office uses both forms of active debt management. This
section explains the mativations and the frameworks used in each case.

Portfolio management strategies

1268. The separation between funding and portfolio decisions originates from how the foreign
currency debt has been managed. Traditionally, the Debt Office pursued an opportunistic borrowing
Srategy, seeking out low-cost funding sources, without regard to currency or maiurity. To achieve
the desired composition of the foreign currency debt portfolio, expressed in a benchmark portfalio,
it used derivatives to transform the cash flows.

1269. Given this experience of working with derivatives, it was not amgor step when the Debt
Office in 1996 began borrowing in Swedish krona and converting the debt into synthetic foreign
currency obligations using foreign currency swaps.'®® This transformation involves several steps.
Firgt, the Debt Office issues along-term krona bond. Second, it does an interest-rate swap (IRS) in
kronor in which it receives payments based on afixed interest rate and pays based on a floating
interest rate. Third, the floating krona cash flow is converted to euros, say, viaaforeign currency
swep. Findly, thereis an interest rate swap in foreign currency to achieve the desired duration of the
foreign currency exposure. At the end of 2001, around 45 percent of the foreign currency exposure,
equivaent to SKr 180 hillion, was in the form of kronalcurrency swaps. As can be seen in Figure 2,
annua swap volumes have varied between SKr 20 and SKr 40 hillion, depending partly on the
perceived depth of the market. In recent years, a least haf of the krona bonds issued have been
swapped.

1270. Kronalcurrency swaps have for severa years been the chegpest method for creating
foreign currency exposure. The reason is that the Debt Office—as arepresentative of the state—
has a comparative advantage in long-term borrowing in Swedish kronor. In other words, the long-
term swap rate is higher than the Debt Office' s long-term funding cost. This swap spread is partly
offsat by the fact that the floating swap rate is higher than the treasury bill rate, which determines the
cost for direct short-term funding. Aslong as the average short-term spread over the term of the
swvgp islower than the initid long-term swap spread, the Debt Office obtains chegper funding by
using swaps than by issuing bills. Moreover, it avoids the refinancing risk.'®

1% For an in-depth review of the use of swaps by debt managers (including the Swedish National
Debt Office) see Gustavo Piga, Derivatives and Public Debt Management, Internationa
Securities Market Association (ISMA), Zurich, 2001.

109 A Jong-term bond combined with an interest-rate swap is equivaent to a (synthetic) floating rate
note.
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Figure 2. Bond Issuance and Swap Volumes, 1996-2001

90 90%

80%

70%

60%

50%

40%

——1 30%

——T 20%

~—T 10%

t t t t t %
1996 1997 1998 1999 2000 2001

Bonds == Swaps =#= Swaps (percentage of bond issues)

1271. The Debt Office has announced that IRS can be used as an dternative to short-term
funding, that is, as a complement to bills. This enables the Debt Office to borrow in the long end of
the yield curve without increasing the duration of the debt. Swaps thus dso result in larger issue
volumes in the Swedish bond market, which should support liquidity. This aspect has been

important in recent years when gross borrowing needs, following an improved budget Stuation, have
decreased.

1272.  Itisimportant that large-scale derivates transactions are handled in a transparent manner,
S0 asto avoid any confusion in the market place about the motives for usng them. Asin the bond
market, the Debt Office therefore announces its yearly planned swap activities. The volumes are
decided based on previous experiences and following comments from market players. The actua
volumes can change depending on market conditions. Moreover, a swaps book of the size built up
in Sweden presupposes that swaps markets have sufficient depth, so that shrinking swap spreads
do not erode the benefits. A gradual expansion of the program, with due regard to the costs of
swaps relative to other funding techniques, istherefore advisable.

1273.  Swapsand other derivatives give rise to counterparty risks, which must be carefully
managed. The Debt Office uses CSA (Credit Support Annex) agreements as a method for reducing
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credit risks. Thisisasystem of hilateral exchange of cash based on the current market vaue of the
net pogtion. Such a system limits the credit exposure to the daily changes in market value, dlowing
the Debt Office to transact with the counterparties that offer the best prices at each point in time,
basicaly without regard to the previous contracts written with those intermediaries™°

Tactical debt allocation
Foreign currency debt

1274.  The Debt Office takes tacticd positions to benefit from movementsin exchange rates and
interest rates only in the management of the foreign currency debt. The framework for this activity is
abenchmark portfolio determined by the Debt Office’ s Board. The Board defines a neutral
portfolio in terms of currency and maturity composition and the maximum permissible deviations
from this portfolio. Within these boundaries, the management of the Debt Office has the mandate to
take positions. The observance of these limitsis monitored by the Risk Control Department, which
is separate from the Debt Management Department.

1275.  The Debt Office aso engages externd portfolio managers (currently five) working with
the same mandate, scaed down to afraction of the total foreign currency debt. This practice gives
an additional measuring rod for evauation of the Debt Office' s debt alocation decisons.

Domestic currency debt

1276. The Debt Office makes no corresponding debt allocation decisions based on views on
interest rates in the management of the krona debt. The main reason isthat the Debt Office is 0
dominant a player in the krona fixed income market thet its reall ocations could move interest rates.
Opportunigtic behavior by such aborrower will raise the overdl leve of interest rates as investors
demand compensation for the added risks they face. Given itstypical dominance of the domestic
currency bond market, a predictable and transparent borrowing Strategy is a better meansto lower
debt costs for asovereign issuer. (See also section C.)

1277. Asnoted in section B, Debt Portfolio Strategy, the Debt Office bases decisions on the rate
of repayment of the foreign currency debt partly on exchange rate assessments. Thisisaso aform
of active debt management, affecting the compodtion of the debt, athough there is no defined
benchmark for the overdl debt portfolio.

19 The Deht Office works with symmetrical CSA agreements, i.€., the Debt Office dso transfers
cash if acounterparty has anet dam, in line with market practice.
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1278. It should be emphasized that from the point of view of securing low costs and acceptable
risks, active debt management relative to a benchmark portfolio is of secondary importance
compared to the decison on the benchmark portfolio itself. For example, it is obvious that choosing
aduration target of two yearsingtead of five years affects costs and risks far more than variations
within an interva of £0.3 years around ether central vaue. Still, the savings from successful active
debt management can be significant in absolute numbers. Moreover, instruments used for position
taking can be gpplicable dso in conventiond debt management, for example, on the use of
derivatives indruments, thus giving postive sde effects.

Cash management and thelinksto the central bank

1279. The date payment system in Sweden is based on the single account principle, that is, al
payments are channeled through a system with one single top account, managed by the Debt Office.
Up until 1994, the baance on this account was held with the Riksbank. This meant that the Debt
Office was not engaged in cash management. Insteed, the Riksbank had to sterilize the changesin
bank reserves resulting from swings in the baance on the government’ s account.

1280. In connection with Sweden’s entry into the EU, it was decided that the Debt Office should
manage the top account outside of the Riksbank. One reason was that EU rules prohibit the centra
bank from lending directly to the government, that is, the Debt Office could no longer have a
negative baance on its account over night. Since the government’ s cash postions fluctuates strongly
over the month, it would have had to deposit a szeable sum with the Riksbank to creete a buffer
that would prevent the balance from ever turning negative. This was deemed to be an inefficient
form of cash management.

1281. In the current framework, the Debit Office uses its Riksbank account for participation in
the payment clearing system, but the balance on the account is set to zero a the end of each day.
Thisis achieved via transactions in the short-term interbank market with such instruments as
overnight loans and deposits, and repos. Typicaly, the balance is brought to zero by such interbank
market transactions. On occasion, thereis aremaining balance (pogitive or negative), rarely
exceeding afew million kronor, a the end of the day. Thisis then tranferred automaticaly to an
account held by the Debt Office with acommercia bank. In thisway, the Debt Office has
respongbility for al agpects of government debt management, from overnight loans to thirty-year
inflation-linked bonds.

1282.  Thisarrangement aso means tha the Riksbank does not have to offset the swingsin the
government cash position via market operations. Since the Debt Office is part of the interbank
market, the reserves available to the banking system are not affected by the government’s cash
position. Separation of government cash management from the centra bank thus also smplifiesthe
Rikshank’ s task of managing its balance sheet s0 asto set the overnight interest rate at the target
leve.
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1283.  Although the Debt Office has been responsble for domestic currency cash management
since 1994, it has continued to make al exchanges between kronor and foreign currencies with the
Riksbank. The Riksbank makes the exchanges needed to cover the Debt Office' s purchases of
foreign currenciesin a predetermined pattern to avoid confusion with interventions for exchange rete
policy purposes. Specificaly, the bank buys a preannounced sum of foreign currency during a
certain period on each trading day.

1284.  Asof Juy 1, 2002, the Debt Office will dso have the right to make such exchanges with
other counterparties. The motivation for the government’ s decision is that thiswill dlow greater
flexibility in the handling of the transactions. Although the Debat Office is instructed to act predictably
and transparently aso in the foreign exchange market, that is, short-term speculaive transactions are
ruled out, it need not adhere to such a dtrict cdendar as the Riksbank, thus making it possible to use
aso thetiming of purchases of foreign currency as an instrument for reducing the costs of the debt.

Management of contingent liabilities

1285.  Contingent ligbilities in the form of guarantees can only be issued on the basis of
authorization from the parliament. Four government agencies are in charge of specid guarantee
programs related to export credit, housing, internationa aid, and deposit insurance. The Debt Office
issues other guarantees based on specific authorizations by parliament in each case. The budget law
dipulates that a risk-related fee should be charged for guarantees. If parliament decides that the
recipient of the guarantee does not have to pay, budget means must be reserved to cover the fee.
The Debt Office setsthe fee, that is, there isa clear separation between the decision to issue the
guarantee and the pricing. The accuracy of the Debt Office' s pricing decisons can be evauated ex
post by checking whether the fees accumulated over long periods match the payments made to
cover guarantee clams.

1286.  Withan ALM approach to debt management, it is clear that guarantees (and other
contingent liabilities) must be consdered in analyses of the risks in public finances. In a consstent
risk management framework, it should be possible, for example, to consider whether arisk
reduction should be achieved viaa change in the government debt portfolio or by transferring a
guarantee to a guarantor in the private sector.

1287.  Agan, this principleis easer to state than to implement. A first step would be to present
congstert aggregate information on government guarantees. This should include expected losses on
the total guarantee portfolio, but aso capture the magnitude of unexpected |osses. Reports on the
guarantee portfolio should be presented to the parliament in connection with the budget proposd. If
the expected or unexpected guarantee losses increase, this should be considered before decisions
on expenditures and taxes are taken, since this would be equivaent to aweakening of the underlying
budget position. Such a framework isnot in place in Sweden, but steps in this direction are being
taken to improve the analys's and management of contingent ligbilities.
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C. DevelopingtheMarketsfor Government Securities
Introduction

1288.  Inaddition to awdl-balanced alocation among types of debt, a smoothly functioning
market for government securitiesisimportant to achieve the objective of minimizing costs. Asa
dominant borrower and participant in the Swedish fixed income market, the Debt Office has a
responsibility for ensuring the efficiency and development of the market. The Debt Office has
therefore taken an active role in the discussions and development of the market place. Thisincludes
measures to improve the secondary market to enhance liquidity and trangparency. Some examples
of measures taken in the different market segments are discussed below.

Nominal bonds
Primary market

1289.  Theoverdl drategy isto concentrate borrowing in afew fairly large issues. Currently,
there are around 10 such benchmark bonds. Large issues make trading eesier, and the risk of short
squeezesin specific issuesis lowered. The Debt Office previoudy amed a ensuring that there were
bonds maturing every year. This strategy was dightly changed during 2000 when anew 10-year
issue was introduced maturing 2011, leaving 2010 without any maturity. Considering the large
budget surpluses, it was more important to concentrate borrowing to support liquidity than to have
yearly maturities of benchmark bonds. The maturity profile at the end of 2001 isillustrated in Figure
3.

1290.  When anew issueisintroduced, normadly with a 10-year maturity, switches from old
issues are carried out in order to quickly build up the new issue. In addition, aspecid repo facility of
some SKr 20 hillion isin place immediately after the first auction of the new bond. The repo rateis
typicaly 15 basis points below the Riksbank’ s target for the overnight interest rate. Thisrepo facility
ensures that no single investors can squeeze the market for a new issue. As a consequence, the
Debt Office has not set any limitation on how large ashare one single investor may hold of asingle
bond or on the share alocated to asingle dedler in an auction.

1291.  Bond auctions are held bi-weekly. The issue for auction and the volume are announced
one week in advance. The authorized dealers are committed to enter bids on behdf of investors and
for their own account. The result is presented 15 minutes after the auction is closed.
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Figure 3. Maturity Profile for Nomina Bonds, December 2001
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Secondary market

1292.  Oneimportant way to enhance liquidity in the secondary market isto offer repo facilities
to the authorized deders. Thislowerstherisk of shortages and, hence, supports liquidity. To ensure
that the Debt Office does not assume too dominant a position in the repo market, these activities are
limited. The Debt Office has set a maximum repo volume of SKr 500 million, which the authorized
dedlers can use at a pendlty rate of 60 basis points below the Riksbank’ s target for the overnight
rate. This spread ensures that the facility is regarded as a*repo of last resort.” Although these repo
facilities are rardly used, they are important since they make it impossible to creste a squeeze. With
a pendlty rate as high as 60 basis points, supply and demand in the market till govern pricing in
norma circumstances without interference from the Debit Office.

1293. Inaddition, repos are anaturd instrument in the Debt Office s liquidity management. When
the Debt Office needs to borrow short term, it might for instance lend a security to an investor in a
repo to get short-term funds. In this case the repo rate is 15-25 basis points below the
targeted overnight interest rate. Other dternatives are to borrow directly in the deposit market or to
issue short-term treasury bills on tap.
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Treasury bills

1294. The Swedish treasury bill market isrdatively large, in an internationa perspective. Around
20 percent of thetotal debt isin treasury bills. This market is built around the same principles asthe
bond market. Borrowing is made through bi-weekly auctions and is concentrated in eight bills,
normdly up to 12 months maturity see Figure 4). The repo market islessliquid and deep than in the
bond market, but the Debt Office has Smilar repo facilities as those in the bond market, with dightly
more generous conditions.

Figure 4. Maturity Profile for Treasury Bills, December 2001
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1295.  When abond hasless than one year to maturity investors are offered opportunities to
switch into a package of three or four bills. The package is congtructed so that the exchange is
duration neutrd. The operation leaves the investor with more liquid securities and lowers the
refinancing risk of the Debt Office since the redemption is spread over severd dates.
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I nflation-linked bonds

1296. Inflationlinked bonds were introduced in 1994. The share of the total debt is some
8 percent. This makes the Swedish inflationlinked market one of the largest in the world, in rdative
terms. There are currently seven inflation-linked bonds ranging from 2 to 26 yearsin maturity.

1297. Two main arguments have been put forward to support issuance of inflation-linked bonds.
First, the long-term funding cost should be lower since the Sate assumes the inflation risk. If the
inflation risk premium is higher than other premiums that might work in the other direction, such as
liquidity premiums, the funding codt of inflation-linked bonds should be lower than for nomina
bonds. The second argument—discussed in section B, Debt Portfolio Strategy—is thet inflation
linked bonds contribute to diversification of the debt portfolio.

1298. Inthefirst yearsof the program, the cost argument seemsto have been valid asinvestors
bought inflation-linked bonds at break-even levels higher than the officid inflation target st by the
Riksbank. Probably the inflation target at thet time did not have full credibility, which mede it rationd
for investors to pay to avoid the inflation risk. Inflation fell below the inflation target and, asa
consequence, the Debt Office has calculated that so far the inflation-linked borrowing has saved
some SKr 8 hillion in accumulated funding cost Snce 1994. However, in recent years the credibility
for the 2 percent inflation target has been established and break- even inflation priced by the market
has been below 2 percent. This has raised the question whether issuance of inflation-linked bondsis
cogt efficient.

1299. The government and the Debt Office have concluded thet the cost saving might vary
subgtantialy over time. When inflation risks are regarded as small it might be less favorable to issue
inflationtlinked bonds and vice versawhen inflation risksrise. Also, it isimportant for the Debt
Office to support an efficient market for inflationlinked bonds to bring down the liquidity premium.

1300. Deveoping amarket for anew type of insrument is a chalenge. Theoreticd arguments
support inclusion of inflation-linked bonds in long-term asset portfolios. However, most large asset
portfolios in Sweden gill have small shares of inflation-linked asset. There are several reasons
behind this. Oneis probably that many investors use nomina accounting and benchmarking, making
inflation-linked instruments appear more rather than less risky. Fund managers aso have atendency
not to deviate very much from their competitors, implying that there may be thresholds that need to
be passed to increase aggregate holdings of inflation-linked bonds.

1301. Onelesson from Sweden’s experience isthat a pragmeatic approach is warranted. For
example, the Debt Office has issued inflation-linked bonds through both auctions and on tap. O+
tap issuance, issuance of securities at the request of authorized dedlers, worked well when the large
domedtic investors were building up srategic holdings in inflationlinked bonds. The on-tap method
made it possible to meet this demand in a flexible way. Asthe market grew, auctions were
introduced since this method increased trangparency and predictability.
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1302.  Although inflaion-linked bonds are sold through auctions, the Debt Office offers
authorized dedlers an on-tgp switching facility in the secondary market, making it possible for
authorized deglers to switch between two bonds on a duration neutral basis. The Debt Office sets
the price in away that makes switches expensive for the dedlers. Like repo facilities for nomina
bonds, the switching facility should be regarded asa*last resort” offer. In addition, the Debt Office
has repo facilities for inflationlinked bonds. Each authorized dedler can repo SKr 200 million 25
basis points below the Riksbank overnight rate.

1303. Ahead of auctions, the Debt Office takes advice from authorized dedlers. The Debt Office
ismoreindined to listen to advice in the inflation-linked market than in the nomind bond market;
diadogue with investors and dedlers is more important in a new market.

1304.  Naturaly, when deciding what and how much to issue, the Debt Office aso takes prices
into account. In particular, the Debt Office tries to avoid funding at breskeven inflation rates, which
aretoo low. However, the Debt Office finds it important to support the market by issuing at least
small volumes aso when funding costs seem less favorable. In the longer run, this should help bring
down liquidity premiums and, hence, make inflation-linked funding less expensve.

Authorized dedlers

1305. The Debt Office has three separate deder agreements: one for nomina bonds, one for
treasury bills, and one for inflation-linked bonds. The reason for having formal agreementsisthat it
enables the Debt Office to form dedler groups committed to take part in both the primary and
secondary market on an ongoing basis. A commitment from dealersis of added importancein
Sweden given itsfarly smdl market.

1306. Theagreement for nomina bonds was changed in 2001 when an eectronic trading
platform started. The Debt Office used the agreements as an instrument to make a uniform change
of the market structure possible. According to the new agreement the authorized dedlers shall, apart
from taking part in primary market, quote binding two-way pricesin two, five and ten-year bondsin
the eectronic syslem. The agreement specifies minimum volumes and maximum bid-offer spreads.
As part of the new agreement, the Debt Office began to pay commissions to deders to encourage
participation in the eectronic trading system. One part isfixed and oneisrelated to how active the
deder has been in the primary and the secondary market. In total, commissions amount to between
SKr 15 and SKr 20 million per year (equivaent to less than US$ 2 million).

1307. An advisory board governs the new eectronic trading platform. The authorized dedlers, the
Debt Office and the exchange are represented on that board.

1308. The Debt Office does not pay commissions in the treasury bill market, snce the commitment
needed—especidly in the secondary market—ifrom the dedlersis not regarded as important asin
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the bond market. However, the authorized dedlers have the advantage to be the only ones alowed
to bid in the auctions and to have access to repo facilities.

1309. The agreement for inflation-linked bonds is more extensive in the sense that it requiresthe
candidates to apply once ayear and to present a business plan for their activities. By requiring
business plans, the Debt Office wantsto stress that it isimportant that dedlers are active in
promoating inflation-linked bonds in order to help broaden the investor base. Commissions are paid
to authorized deders dso in the inflation-linked market, in total around SKr 12 million per yeer.

Investor relations

1310. Asthe fixed income markets become more globa and integrated, the importance of
investor relaions increases. Previoudy, the debt policy of a country was only of interest for alimited
number of mostly domestic investors. Now, investors can and will choose from a number of fixed
income markets. Consequently, sovereign borrowers are in competition, with each other and with
other large issuers.

1311. Themain dement in the Debt Office' s investor relations strategy isto have a transparent
and predictable borrowing strategy. When investors understand the framework for debt
management and know what variables are important, there will be less uncertainty and risk
premiums will be lower. However, transparency and predictability do not exclude changesin
borrowing plans or in the set of instruments used. Theissuer must have the opportunity to adjust its
plans, for example, to unforeseen changesin the borrowing requirement. Therefore, the objective
should be to communicate Strategic principles, for example, duration of the debt and the desired
debt composition, and to explain what factors are important when formulating policies.

1312.  Inthisrespect, the guiddine system serves as agood bass. In the guiddines, investors and
others can find the motives behind a certain strategy. The fact that dl documents in the guiddine
process are public also allows dedlers, investors, and other concerned partiesto offer their
comments.

1313.  The Debt Office publishes areport three times ayear in which it presents the latest
forecast for the borrowing requirement as well as plans for future issuance. In addition, the report
discusses different topics related to debt management. This may include articles about swap
grategies, proposals for changes of the market structure, and similar topics. The purposeisto
provide information and to stimulate the debate on debt management. The Internet (Www.rgk.se) is
used extensively to make information available.

1314.  Apat from written materid, the Debt Office finds it important to be available to investors
who want to discuss debt policy. The Debt Office d o takesinitiatives to meet investors both in
Sweden and abroad.
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Clearing and settlement

1315. All tradable debt instruments used by the Debt Office are registered eectronicaly with
VPC AB (the Swedish Centrd Securities Depository and Clearing Organization), whichisa
corporation controlled by the mgor domestic banks. VPC handles the clearing and settlement of all
transactions in government securities, aswell as interest payments and repayment on maturity. The
norma settlement date for treasury billsis T+2, while for bondsit is T+3.

1316.  Clearing in the Swedish system is done on anet basis, making it sengtive to unwinding
problemsin the event of amgor player faling to pay or deliver securities. In order to cope with this
problem, al market players, including the Debt Office and the Riksbank, have agreed to support the
market through repo arrangements. However, thisis not binding, thet is, thereis il arisk that
unwinding problems would occur, which implies that the system does not fully comply with
international standards. Thereisasystemic risk that isimplicitly covered by the sate. The Riksbank,
as responsble for the payment system in Sweden, has demanded that the system be changed. At
present, the introduction of a central counterpart seems the most likely solution, but other options,
such as gross settlement, have been discussed.

Trends shaping the futuremarket for gover nment securities

1317.  Looking ahead, debt management and funding strategy in Sweden will continue to focus
on broadening the investor base. Thisincludes atracting new internationa indtitutiona investorsto
offset theinternationd diversification by domestic portfolio managers. However, it aso involves
making government debt instruments available to smdler investors, including retail. In recent years,
such adevelopment has to some extent been hindered by the extreme stock market performance;
for private individuas in Sweden fixed income ingruments have not seemed attractive. Following the
correction in the stock market, the Debt Office has noticed an increased appetite for fixed income
savings.

1318.  Thisraisesissuesrelated to how to reach retal investors. More efficient distribution
channels might change the role of the authorized deders and other intermediaries. One scenario
could be that investors, retail aswell asingitutions, enter bidsin auctions directly through the Debt
Office’ sweb dte. The advantage from the investors point of view would be that they could enter
bids without middlemen and without revealing information to other market participants. Moreover,
intermediaries might not find it worthwhile to invite retall investors to the primary market for
government securities, as this may be less profitable than to sdll other products.

1319.  Therefore, the Debt Office believesthat to reach smdler investorsit is important to
develop direct didtribution channels. The drawback with such a srategy isthat it might be costly to
handle smdl lots. The trend toward straight-through processing should bring down this cost in the
coming years, however. Also, the costs involved need to be valued againgt cogts for using
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intermediaries, such as commissions and underwriting fees. In the more competitive environment
faced by sovereign issuers, the fees required for such services may tend to rise.

1320. It isfar from certain what rapid technologica change will mean for the distribution of debt
ingruments. However, the Debt Office considers it important to be prepared in the event that new
distribution channels, for example, based on Internet solutions, turn out to be attractive to investors.
Changes are hard to anticipate, making it dl the more important not to rely on only one single

Srategy.

1321. If the primary market changes with more of direct sdling to investors, what will then
happen to the secondary market? Today, the secondary market is built around a market-maker
system with banks quoting two-way prices. With aless centra role in the primary market, some
intermediaries might not find it profitable to commit resources to secondary market activity. Either
such a development will go hand in hand with atrend where debt markets, smilar to the equity
markets, are primarily order driven and market makers are less important. Or the issuers will have
to find new ways to get support from intermediariesin the secondary market. In either casg, it is
rationd to have dternative distribution channels. However, these dternatives should be devel oped
taking into account the effects on the secondary market. Also for retail investors, it isimportant that
their bond holdings can be converted to cash at reasonable costs.

1322. Continued technical change is bound to change fixed income markets asit is changing
other financid markets. The separation of the primary and secondary markets, and the strong role
for intermediaries in both segments, are two areas where new solutions might come up. Therefore, it
is advisable for debt managers to make possible changes in the traditional market structure into
account when forming strategies for how to improve the functioning of government securities
markets.
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XVIIl. UniTep KingDom™
A. Developing a Sound Gover nance and I nstitutional Framework
Objectives of debt management policy

1323. Thegovernment’s current debt management policy was first outlined in the Report of the
Debt Management Review in 1995. The debt management policy objectiveis:

“to minimize over the long-term the cost of meeting the government’ s financing needs, taking into
account risk, whilst ensuring that debt management is consistent with the objectives of monetary

policy”
1324. Thispolicy objective is achieved by:

pursuing an issuance policy that is open, predictable and transparent;

issuing conventiond gilts thet achieve abenchmark premium;

adjusting the maturity and nature of the government debt portfolio, by means of the maturity and
composition of debt issuance and other market operations, including switch auctions, converson
offers, and buybacks,

developing aliquid and efficient gilts merket; and

offering cost effective retall saving ingruments through Nationd Savings.

1325.  Prior to the 1995 review, the forma objective for debt management wasto:

support and complement monetary policy;
subject to this, to avoid digtorting financia markets;
subject to this, fund at least cost and risk.

1326. However, it was felt these objectives were not an appropriate description of the way that
debt management policy functioned in practice. In particular:

funding a least cost subject to risk is the primary objective of debt management policy;
an efficient and liquid gilts market lowers yidds and hence reduces funding cogts, hence helping
to achieve the primary objective;

1 The case study was prepared by the U.K. Debt Management Office and the Debt & Reserves
Management Team of the U.K. Treasury.
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debt managemert is not the mgor tool of monetary palicy; nor is monetary policy the main
objective of debt management; and

the objective did not mention the important specific roles of the gilts market and nationd
savings.

1327. The current objective focuses on the long-term. This avoids the government seeking short-
term gain by, say, reducing the debt interest bill over the published forecast period. The long-term
nature of many of the instruments used in the debt market plus the importance of maintaining an
issuer’ s reputation meansthat it is preferable to focus on long-term aims rather than seek short-run
gans.

1328. By taking account of risk, the government does not follow a purely cost-minmizing
drategy. Rather, the government seeksto ensure that it is robust againgt a variety of economic
results. The main way of doing thisis by considering the effect of issuance on the ensuing
government debt portfolio. Broadly speaking, the government will not be able to predict which
particular gilt will prove to be chegper than any other as they will seidom be any better informed
than the market on the future path of key macroeconomic variables. Indeed, the market will price
any relevant information into the gilt yield curve. Therefore, it would seem futile for the government
to attempt to beat the market systematicaly by trying to anticipate the future path of the economy
that differs from that embodied in market expectations. It is therefore preferable for the government
to select a portfolio that would protect it from as wide arange of economic shocks as possible.

1329. Intermsof operationd deivery of the new debt management objective, the 1995 review
heralded a move away from a highly discretionary debt management policy. The review rejected the
thess that discretion benefited the government in that it could sell appropriate debt at advantageous
prices. It was fdt that under such arrangements, the government would pay an unnecessary premium
snceit would be systematicaly attempting to beet the market and there would be no certainty over
or trangparency in the path of issuance policy. Therefore the review advocated a change to a policy
that would promote a more efficient, liquid, and more transparent market. It recommended a move
toward a policy of annua published remits that would set out in advance issuance in terms of type
and maturity of gilt, a preannounced auction calendar and a movement toward more gilt sdes by
auction and less by tap.

Ingtitutional framework for debt management

1330. OnMay 6, 1997, the Chancellor of the Exchequer announced that he was granting
operationa control of interest rate policy to the Bank of England. Among the other changes
announced were that operationa responsibility for debt and cash management should pass to HM
Treasury. Following a consultation exercise in July 1997, Treasury Ministers announced the creation
of anew executive agency, the United Kingdom Debt Management Office (DM O), which would be
charged with carrying out the government’ s operationsin the debt and cash markets. The DMO
became officidly operationd as of April 1, 1998, and took over respongbility for debt management
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from the Bank of England from this date. Full responsibility for cash management was assumed on
April 3, 2000.

1331. Prior to April 1998, the Bank of England acted as the government’ s agent in the debt and
cash markets. The transfer to HM Treasury helped mitigate any perception that the government’s
debt and cash operations might benefit from inside knowledge over the future path of interest rates,
and avoided a potentid conflict of interest, or perception of conflict, between the objectives of the
government’ s delot and monetary policy operations. This separation of responsbilities dlowsthe
setting of clear and separate objectives for monetary policy, debt managemernt, and cash
management, with benefits in terms of reduced market uncertainty and hence lower finanang rates.
The Bank of England’s Monetary Policy Committee (MPC) is able to raise any issues about the
implications of debt management for monetary policy with HM Treasury’ s representative at MPC
mestings.

1332. Aswith dl executive agencies, the DMO' s relationship with HM Treasury isoutlined in a
framework document.™? The basic structure for debt management is that Treasury Ministers
advised by officids in the Debt and Reserves Management team will set the policy framework within
which the DMO will make operationd decisons within the terms of the annud remit which is set for
them by Treasury Ministers. The DMO's business objectives include a requiremert for the DMO to
advise the Treasury about the gppropriate policy framework but Strategic decisions rest with the
respective ministers. The Bank of England acts as the DM O’ s agent for gilt settlement and retains
regpongbility for gilts registration.

L egal framework for borrowing

1333. Thegovernment's overdl policy on debt management is set out in “The Code for Fisca
Stahility” which has statutory effect by virtue of section 155 of the Finance Act 1998. Paragraph 12
of the Code states that:

“the primary objective of debt management policy shdl be to minimize—over the long-
term—the costs of meeting the Government’ s financing needs whilst:

taking account of risk; and
ensuring that policy does not conflict with monetary policy.”

12 A full description of dl the DMO's responsibilities, objectives and lines of accountability is set
out in the current version of its Framework Document (July 2001). Other relevant documents can
be found on the DMO’ s website: www.dmo.gov.uk.
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1334.  All centrd government borrowing is done through the Treasury (including the DMO) or
Nationa Savings, dthough the Bank of England acts as agent for foreign currency borrowing for the
officid reserves. Nationa Savingsis responsible for providing persond savings products to
members of the public (mainly smal investors).

1335. The Treasury has wide discretion as to how to raise money by borrowing and it does so
through two statutory funds, the Nationd Loans Fund and the Debt Management Account. Its main
power to borrow for the National Loans Fund is conferred by section 12 of the Nationa Loans Act
1968, which was subsequently amended in 1998 to establish the Debt Management Account. This
provides that the Treasury can raise any money that it considers expedient to raise for the purpose
of promoting sound monetary conditionsin the U.K. and this money may be raised in such manner
and on such terms and conditions as the Treasury think fit. Section 12(3) of the same Act makesit
clear that the Treasury’ s power to raise money extends to raisng money either within or outsde the
U.K., and in other currencies. There are no st limits on the extent to which the Treasury may
borrow from outside the U.K. The Treasury’ s power to borrow for the Debt Management Account
is conferred by paragraph 4 of Schedule 5A of the National Loans Act 1968 and this paragraph,
like section 12 of the Act, gives the Treasury awide discretion asto how to raise money. Paragraph
4(3) issmilar in termsto section 12(3) of the Act and it provides that the Treasury’s power to raise
money under paragraph 4 extends to railsing money either within or outsde the UK., and in other
currencies. Again, there is nothing in Schedule 5 of the Act to limit the amount of money the
Treasury may borrow from outside the U.K.

1336. In practice, Treasury borrowing takes awide range of forms and ranges from the issuing of
long-term securities (gilts) to the issuing of short-term Treasury Bills (12 months maximum) under
the Treasury Bills Act 1877.

Organizational structurewithin the DM O3

1337. The Chancdlor of the Exchequer, under advice from Treasury officids, determinesthe
policy and financia framework within which the DMO operates and delegates to its chief executive
operationa decisions on debt and cash management and day-to-day management issues. The chief
executive is gppointed by HM Treasury, and varioudly reports to the Permanent Secretary (on
expenditure and related issues), to Treasury Ministers (on policy issues) and to Parliament (in the

13 The following information reflects the situation as of June 30, 2002. However, effective July 1,
2002, the DM O took on two additiona business units: the Public Works Loans Board (PWLB),
and the Commissioners for the Reduction of the National Debt (CRND). Thisled to anincreasein
the number of gtaff a the DMO to around 80 employees. Prior to July 1, 2002, another government
department—the Nationa Investment and L oans Office (NILO)}—had carried out the functions of
the PWLB and CRND. The staff were transferred from NILO, which no longer exigs.
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forma presentation of accounts). In particular, he/she is responsible to Treasury Ministers for the
overal operation of the Agency and for ddivering the remit (which may include a confidentia
element which expands on the published remit) in away that he/she judges will involve the least
long-run cost to the Exchequer subject to being compatible with other policy considerations.

1338. The DMO employs approximately 55 people organized around eight business units (see
attached functiond organization chart) and has a structure of corporate governance in place to assst
the chief executive in carrying out his respongihilities. This comprises a high-level Advisory Board,
advising the managing committee, which is the senior decisonmaking body for the office. The
managing committee isin turn supported by a credit and risk committee and Strategy groups for
each key business area (debt, cash, investments). There are currently two externa non-executive
directors on the Advisory Board, both of whom are aso on the office' s Audit Committee, together
with amember of HM Treasury. The Advisory Board, however, is an informa arrangement and its
proceedings are not published.

1339. TheDMO isan ontvote agency of HM Treasury and is financed as part of HM Treasury
and operates under arrangements that control its administrative cost. The DMO is subject to an
interna audit function that reviews the sysems of interna control, including financia controls, and to
externd audit by the National Audit Office. The chief executive is the accounting officer for both the
office’ s adminigtrative accounts, and the accounts of the Debt Management Account (DMA)
through which dl its market transactions pass.

1340. The chief executive of the DMO is responsible for setting the DMO' s personnel policies
and managing gaff. The Office has delegated authority for pay, pay bargaining, training, and setting
terms and conditions in order to recruit, retain, and motivate staff. Nonethel ess, personnd policies
are designed to be consstent with wider public sector pay policy and the Civil Service Management
Code. The DMO achieved Investors in People accreditation in June 2000.

1341. Animportant issue for debt managersis the need to control operationa risk, which can
entall large losses to the government and tarnish the reputation of debt managers. The DMO has
developed a corporate governance framework to ensure sound risk monitoring and control
practices to reduce operationa risk (see the DMO's functiona structure above). The Statement on
Internal Control (SIC) inthe DMO’s Annua Report & Accounts (ARA) 2001-02 (avalable on the
DMO' s web site) describes the DMO'’ s gpproach to managing its operationa risk. A risk
management unit has been established within the DMO. A Business Continuity Planisaso being
developed in conjunction with key market participants to mitigate the impact of a severe disruption
to the market’ sinfrastructure. The adequacy of the DMO’'s management of risk and interna
controlsisregularly reviewed by the DMO's Audit Committee, which is chaired by an externa nor+
executive director.

B. Debt Management Strategy and the Risk Management Framework



-334-

Coordination of debt management and fiscal and monetary policy

1342. The separation of debt management from monetary policy responghility was part of the
changes announced to the operation of monetary policy on May 6,1997. However, the debt
management objective till has areference to monetary policy. It ensures that the Bank of England's
monetary policy responghilities will not be undermined by the DMO or the Treasury (e.g., “printing
money” to meet the cash requirement or DMO cash market operations interfering with the Bank’s
money market operations).™** This congtraint on debt management reflects the ingtitutional changes
made in 1997. However, the Debt Management Review in 1995 noted that debt management no
longer played amgjor role in the ddlivery of monetary policy objectives™

1343.  Thecredibility of the U.K. sfiscd policy isunderpinned by the government’ sfisca
framework™'® that was introduced in 1997 as part of the macroeconomic reforms of the current
adminigration. In addition, “The Code for Fisca Stability” (1998) sets out the principles, which
guide the formulation and implementation of fisca policy. The rdationship between debt
management and fiscal policy is an areawhere there is an ongoing program of work. HM Treasury
will shortly be producing work that will look &t the linkages between fiscal policy and the debt
portfolio. Thiswork includes the development of a comprehensive asset and liability risk monitor in
order to aid the quantification of the risks faced by the central government on its balance sheet. A
preliminary verson was published in the Debt and Reserves Management Report 2002-03, as a
precursor to the publication of the “Whole of Government Accounts’ in 2005-06. Other risks
related to central government contingent lidbilities are currently being published annualy within the
Supplementary Statements that accompany the publication of the Consolidated Fund and Nationd
Loans Fund Accounts. A ligt of contingent ligbilities and their maximum vauesis aso available.
Quantification and assessment of the risks that give rise to these ligbilities will aso be further
developed.

Risk management framework

114 The DMO Handbook: Exchequer Cash Management in the United Kingdom, February 2002,
detalls the interaction of cash management with U.K. monetary policy and can be found on the
DMO’ swebsite.

15 Further detailed discussion can be found in K.Alec Chrystdl (ed.),” Government Debt Structure
and Monetary Conditions,” The Bank of England, 1999.

18 A detailed discussion of the fiscal framework can be found in HM Treasury, “ Analysing U.K.
Fiscal Policy,” 1999. A full discusson of recent developmentsin macroeconomic and financia
policy can be found in HM Treasury, “Reforming Britain's Economic and Financial Policy—
Toward Greater Economic Sability,” 2001.
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1344. Asprevioudy noted, the 1995 Debt Management Review (as subsequently updated)
edtablished the primary objective of U.K. debt management policy as “to minimize over the long
term the cost of meseting the government’ s financing needs, taking account of risk, whilst ensuring
that debt management policy is condstent with the objectives of monetary policy.” This primary
objective has been reaffirmed in subsequent Debt Management Reports, which are published
annualy with the Budget papers. On the cost side, the main eementsindude nomina/cash flow
costs committed to when borrowing; red interest cogts, accrual/net present value costis which
include changes in capita costs on redemption; and the cost of issuance, which is rdaively smal for
sovereign issuers.

1345. These costs expose the baance sheet of the government to various risks, which are not as
eadly tractable as those of the private sector because governments tend not to match their financia
ligbilities with financid assets. Risks therefore need to be placed in the context of the overal
government balance sheet and include:

Default risk - therisk that the government will be unable to meet its nomina cash flow
commitments for interest and redemption payments;

Refinancing risk - the risk that government will be unable to refinance its maturing borrowing
through further borrowing (or in doing S0 it is faced with ahigh cost of finance);

Cash flow risk - therisk that interest rate shocks cause large fluctuations in the debt interest
bill; and

Mark-to-market/ex-post financing risk - therisk that the government will regret its choice of
borrowing instrument after the event due to nomina and redl interest rate shocks.

1346. Given the longevity of the government’ s balance sheet and the long maturity of its potentia
borrowings, these costs and risks need to be traded off over ardatively long time horizon. The
optimal debt portfolio, comprised of different types of securities and maturities, will depend
primarily on which type of risk the fiscd authorities are trying to contain and their preferences over
any cost implications of arisk mitigation strategy. The focus could ether be upon varigions to the
debt servicing cost aone (cash-smoothing/cogt- at-risk) or to government spending as awhole (tax-
smoothing). If consdering the laiter, the relationship between different economic variables and their
effect on the level of the government's annud deficit (for example on government revenues and the
returns on government assets) also needs to be considered.

Debt management strategy

1347. HM Treasury, in conjunction with the DMO, determines the desired structure of new
issuance over the year ahead taking into account the financing requirement and considerations of the
various costs and risks. This accounting structure is outlined in the annua Debt and Reserves
Management Report (DRMR) and is expressed in terms of the percentage issuance across each
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class of gilt and overdl financing to be raised through the issuance of Treasury bills. In consultation
with the Treasury and market participants, the DMO makes further decisions about specific
issuance indruments and timing during the year in line with the overdl target. Significant changesto
the public finances forecasts may lead to arevison in the remit. The Chancellor’ s Pre-Budget
Report (generdly available in November) provides an opportunity to revise this structure if
necessary in light of revised Treasury forecasts for the economy.

1348. Itiscurrently the policy of the U.K. Government to issue debt across avariety of
ingruments. At 7.83 years (by end-December 2001), the average modified duration of the gilts
portfolio islonger than most of its peers among OECD governments. This partly reflects the desire
to minimize refinancing and cash flow risks inherent in the high post-war debt-to-GDP ratios. It also
prevents government financing having a mgor impact on liquidity conditions for monetary policy and
latterly has been aresponse to the high indtitutional demand for long maturity paper from U.K.
pension funds. Along with ardatively smooth redemption profile, this helps to add additional
certainty to projections of future debt servicing costs. Long duration will dso limit the effect of any
negative supply-sde shock on the government’ sfisca position.

1349. By end-December 2001, 24.6 percent of the marketable debt portfolio comprised index-
linked gilts and Treasury hills. In the event of a demand shock, this proportion should alow the
changes in the debt servicing cost relating to this particular part of the national debt to mitigete the
resulting move in the government’ s budget balance. Of this, index-linked gilts dso provide
protection againg a“nomind” shock. U.K. governments have not used foreign currency debt to
finance the domestic borrowing requirement in peacetime, reflecting the belief that foreign currency
risk to the balance sheet was neither desirable nor codt- effective.

1350. U.K. issuance of foreign currency debt in recent years has been used to augment the
foreign currency reserves rather than for domestic funding reasons. Issuing liabilities in the currency
in which the U.K. wished to hold foreign currency assets adlowed exchange rate exposures to be
hedged. However, the development of the swaps market has meant that the currency debt isissued
in, and the currency in which assets are held, do not necessarily have to be the same. Vaue for
money is the primary concern when deciding whether to fund the foreign currency reserves from
debt issued in sterling swapped into foreign currency, or from the issuance of foreign currency
denominated debt, with the comparison being made on a swapped basis.

1351. The government is conducting further work on managing risk in the debt portfolio by
determining the resilience of cost and tax smoothing properties of different debt structures to arange
of economic conditions and shocks. This should help to quantify amore optimal debt portfolio
againg which an issuance grategy and long-term performance could be assessed.
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117

1352. The Treasury Select Committee's report on debt and cash management ™" recommended,
“that the Treasury considers adopting a benchmark approach to debt management... [which]
....would help produce a clear published assessment of the costs and risks faced by the DMO.”
Responding to the committee, the government accepted that greater transparency in performance
measurement would be desirableif it could be achieved without compromising other strategic debt
management objectives, but expressed reservations about the extent to which this was possible. The
DMO'sam has not been developed into an dl-embracing quantitative target, or set of benchmarks,
for four reasons:

minimizing debt interest costs over a short period could encourage opportunistic behavior with
potential damage to the long run objective. (A non-opportunistic approach to debt management
reduces the long-term risk premium priced into gilt yields);

it is not sraightforward to decide the interest rate risk that the Exchequer should take in its
lighility portfolio (given thet it is not being matched againg a portfolio of financia assets);

any benchmark is not independent of the DMO’s own actions, as monopoly supplier of U.K.
Government bonds, and so could be dtered to a degree by the DMO’ s decisions; and

the DMO and HM Treasury do not want to be considered to be taking short-term views on
interest rate changes, in order to maintain the separation of monetary policy decison-making
and debt and cash management.

1353. The DMO does not seek to manage the debt portfolio actively to profit from expectations
of movementsin interest rates and exchange rates, which differ from implicit market prices. This
would risk financia loss aswell as potentidly sending adverse signds to the markets and conflicting
with monetary and/or fiscal policies. It would also add to market uncertainty.

1354. However, implict in the financing structure agreed annualy with HM Treasury, in thet it
sets out clear parameters within which the DMO must operate, is atarget duration for the portfolio.

Developing the markets for government securities

1355.  Since the comprehensive review of debt management in 1995, there have been a number
of advances in issuance techniques, the range of debt instruments has been refined and expanded
and numerous structural changes to the debt markets have taken place. The overal aim of the
reforms has been to hlp lower the cost of public financing over the long-term, responding to both
endogenous and exogenous factors which have influenced the U.K. debt market during the period.
In recent years these factors have included budget surpluses, the rapid rise of the U.K. corporate

17 " Government's Cash and Delot Management” (HC 154) was published on May 22, 2000. It
provides a comprehensive guide to the government’ s cash and debt management arrangements as
well as records of the ora evidence provided by officids and expert witnesses.
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bond sector, indtitutiona changes (particularly those relating to pension funds), increasing
technologica and other advancements, which have enhanced systems, market structures, and debt
ingruments around the world.

1356. The process of reform has been continued by the DM O whose published objectives
include “to conduct its market operations, liailsing as necessary with regulatory and other bodies,
with aview to maintaining orderly and efficient markets and promoting aliquid market for gilts” All
the changes to the market have involved considerable consultation with market participants and
other stakeholders to develop broad- based support and promote predictability.

| ssuance transpar ency

1357.  Although the benefits are difficult to quantify, transparency and predictability should reduce
the amount the Government is charged for market uncertainty (the “supply uncertainty premium”).
Predictability should dso dlow investors to plan and invest more efficiently (in the knowledge of
when and in what maturity band supply will occur), and thus reduce the liquidity risk premium. This
is particularly the case in the U.K., where government debt condtitutes ardatively sgnificant
proportion of fixed income debt and opportunigtic trading on the part of the government would have
aggnificant influence on the market.

1358. The Government's borrowing plans for the year ahead are announced prior to the start of
eech financid year in the DRMR published by the Treasury dongsde the Budget, usudly each
March.*® The DRMR details the financing requirement, the forecast sales of gilts, their breskdown
by maturity and instrument type and the gilt auction calendar for the coming year, dong with planned
short-term debt sadles including treasury bills (see below). An auction caendar is dso issued at the
end of each quarter by the DM O, which confirms auction dates for the coming quarter and states
which gilts are to be issued on which date. Normally eight caendar days before an auction, the
amount of stock to be auctioned is announced (and if it is anew stock, the coupon). At this point,
the stock is listed on the London Stock Exchange and ‘When-Issued' trading commences. (Thisis
the forward trading of the stock to be sold at the auction. When-1ssued trades settle on the
auction’s settlement date and the process helps reved price information in the run-up to the
auction).

1359. Market makers (see below) and end-investor groups are consulted during the formulation
of these plans (and aso quarterly before the DM O announces specific auction stocks for the quarter
ahead).

118 The Debt Management Report was first published in 1995-96. It was retitled the “ Debt and
Reserves Management Report” in 2001-02 when, it outlined for the firgt time the annua framework
for the management of officia foreign currency reserves.
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1360. Giltsare now issued entirdy by auction (unless there are exceptiona circumstances). The
DMO retains the ability to buy back or issue giltsin smaler quantities (by tap) at short notice for
market management reasons only. Buybacks can be done either bilaterdly or by reverse auction.
The DMO adso undertakes a range of market management operations, which are essentidly neutral
in terms of government financing, and include the converson or switching between specified stocks
and repurchase (repo) activities. A gilt repo involves one party sdlling giltsto a counterparty with an
agreement to repurchase equivaent securities at an agreed price on an agreed date. In June 2000,
the DMO introduced a nondiscretionary standing repo facility, whereby the DMO may temporarily
create upon request agilt for repo, for the purpose of managing actud or potential didocationsin
the gilt repo market (see below). Operationd trangparency is enhanced through close coordination
with market participants and agreed announcement/publication requiremernts.™

Portfolio operations and instruments

1361. TheU.K. securities market incorporates arange of debt instruments including treasury
bills, conventiond gjilts, double-dated gilts, undated gilts, index-linked gilts and gilt strips™® The
digtribution of the portfolio and the main holders of gilts are detailed in the tables thet follow.

Treasury bills

1362. TheDMO took over full responsibility for Exchequer cash management on

April 3, 2000."* The transfer of cash management to the DMO was delayed from the earliest
possible date in October 1998 by technical, capacity and administrative issues (including concerns
over systems during the millennium period).

19 Fyll details of dl these instruments and operations are available in the Gilt Operational Notice
and Cash Operationa Notice on the DMO website.

120 Full details of @l these instruments and operations are available in the Gilt Operational Notice
and Cash Operationa Notice on the DMO website.

121The DM O Handbook: Exchequer Cash Management in the United Kingdom, February 2002,
details the cash management operations and can be found on the DM O’ s website.
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Details of the Debt Portfolio at December 31, 2001

Composition of debt stock Gilt portfolio summary statistics
Nominal value of the gilt
Conventional portfolio (including inflation £274.92 bn
703% uplift)
Market value of the gilt portfolio  £302.76 bn
Weighted average market yields:
Conventiona gilts 4.90%
Index-linked gilts 244%
Portfolio average maturity 11.28yrs
Portfolio average modified duration  7.83yrs
Portfolio average convexity 115.35
T;;BS ndexinked Undated Average amount outstanding of £9.80 bn
’ 246% 11% largest 20 gilts

Source: DM O Quarterly Review (October—December 2001).

Didribution of Gilt Holdings as of end-December 2001

(Market Values)
End-Dec. 2001 Percentage
£bn
Insurance companies and pension funds 1837 63
Banks and building societies 31 1
Other financial institutions 29.6 10
Households 188 6
Public sector holdings 1/ 44 2
Overseas sector 534 18
Total 292.9 100

Source; Office for National Statistics.

1/ Local authorities, public corporations and charities. Net of central government holdings.

1363. TheDMO' s main drategic objective in carrying out its cash management role isto “offset,
through its market operations, the expected cash flow into or out of the Nationa Loans Fund
(NLF)," on every business day; and in a cost effective manner with due regard for credit risk

122 NLF: the account which consolidates al government lending and borrowing.
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management.”** An important part of the DMO's approach is to seek to ensure that its actions do
not distort market or trading patterns and as such, inits bilateral dedlings with the market, the DMO
isaprice-taker. The DMO as0 hasto take account of the operationa requirements of the Bank of
England for implementing its monetary policy objectives.

1364. TheDMO carries out its cash management objectives primarily through a combination of:
weekly treasury hill tenders conducted on a competitive bidding basis; bilateral operations with
DMO counterparties; and repo or reverse repo transactions.

1365. Treasury hill tenders are currently held on the last business day of each week for
settlement on the next working day. Following the fina tender at the end of each cendar quarter,
the DMO issues a notice broadly outlining the maturities of treasury bills available in each week of
the next quarter. The precise quantities of bills on offer and the maturity of bills on offer in eech
week are announced one week prior to the relevant tender.

1366. To facilitate asgnificant increase in the stock of treasury bills, the DM O changed the
arrangements relating to the issuance by tender of treasury bills from October 5, 2001. As part of
these changes, the DM O recognized aligt of primary participantsin the treasury bill market. These
are banks or financid inditutions that have agreed to place bids at treasury bill tenders on behaf of
other parties, subject to their own due diligence and controls. On request, the primary participants
will dso provide their customers with secondary dedling levels for treasury bills. The DMO’s cash
management counterparties and a limited number of wholesale market participants who have
edtablished a tdlephone bidding rdationship with the DMO are dso digible to bid directly in treasury
bill tenders.

1367. The DMO publishes the tender results on the wire services pages. The DMO will
announce, at the same time, the amounts on offer a each maturity & the next tender together with an
outline of any planned ad hoc tenders to be held in the following week.

1368. The DMO may aso issue shorter maturity treasury bills (up to 28 days) at ad hoc tenders.
The objective of ad hoc tenderswill be to provide additiond flexibility for the DMO in smoothing
the Exchequer’ s cash flows, which the regular tender program may not provide.

123 The gtrategic objective for cash management is contained in a remit “Exchequer Cash
Management Remit”, which is published in HM Treasury, “Debt & Reserve Management Report
2002-03" (March 2002).
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Gilts

1369. Conventiond glts are the smplest form of government bond and condtituted 70.3 percent
of the debt portfolio as of end-December 2001. There are eight undated gilts fill inissue,
comprising around 1 percent of the portfolio. Their redemption is at the discretion of the government
but because of their age they dl have low coupons and there is little current incentive for the
government to redeem them. The last Hoating Rate Gilt [whose coupon was set with reference to
the 3-month Libid (London Inter-Bank Bid) rate] was redeemed on maturity in July 2001. In order
to avoid periodic price fluctuations related to coupon payment dates gilt prices are now quoted
clean, that is without accrued interest, dthough the dirty price (including accrued interest) is used for
conversion offers (see below).

1370. TheU.K. wasone of the earliest governments to introduce index-linked bonds, with the
firdt issue being in 1981. Index-linked bonds now account for around 25 percent of the government
securities portfalio.

Gilt gtrips™

1371. TheU.K. gilt strip market was launched on December 8, 1997. Strips is the acronym for
Separately Traded and Registered Interest and Principal Securities. “ Stripping” a gilt refersto
breeking it down into individua cash flows which can be traded separately as zero-coupon gilts.
Not dl gilts can be stripped (see beow), dthough it isthe DMO’sintention to make al new gilts
grippable. The Strips market was introduced to permit investors to:

closely match the cash flows of their assets (strips) to those of their liabilities (e.g., annuities);
to enable different types of investment risk to be taken; and

to bring the range of products offered in the U.K. market in line with other large markets, such
as the United States, Japan, Germany and France.

1372. Fromtheissuer's perspective, astrips market can result in dightly lower financing cogtsiif
the market iswilling to pay a premium for “sirippable’ bonds. Asof September 28, 2001 there
were 11 grippable giltsin issue totding £115.18 billion (nomina). Of these, £2.4 billion of stock
was held in stripped form. All issues have aligned coupon payment dates. This means that coupons
from different strippable bonds are fungible when traded as strips. However, coupon and principa
gtrips paid on the same day are not fungible, that is, a specific bond cannot be recongtituted by
subdtituting the rlevant principa strip with a coupon gtrip with the same maturity. This feature

124 A full description of the Strips market is given in the Information memorandum: Issue, Stripping
and Recondtitution of British Government Stock, July 2000, on the DMO website.
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protects the overdl sze of any issue and thus maintains the integrity of various benchmarking
indices.

1373. Thefirgt series of strippable stocks were issued with June 7/December 7 coupon dates,
however, in 2001, the DMO issued two new conventiond stocks with coupon dates aligned on
March 7 / September 7. These stocks will become strippable from April 2002. The second series
of coupon dates was introduced to avoid cash flows becoming too concentrated on just two daysin
the year.

1374.  Although anyone can trade or hold strips, only a GEMM (see below), the DMO, or the
Bank of England can strip (or recondtitute) a strippable gilt through the CREST dectronic settlement
system. GEMMs are obliged to make amarket for strips.

1375. Themarket in gilt strips has grown dowly Since its inception. Factors that have contributed
to this dow take-off have been the need for pension fund trustees to give appropriate authority to
fund managersto invest in grips and the inversion of the yield curve over the period Snce the
inception of strips, which makes strips appear expensive relative to conventiond gilts. Retal demand
for strips has aso been hampered by the necessary tax trestment, whereby securities are taxed each
year on their accrued capita gain or loss even though no income payment has been made.

However, the ability to hold gtrips within some tax-exempt savings products will reduce the tax
disncentives to persond investment in grips.

Gilt-edged Market Makers (GEMMYs)

1376. The U.K. Government bond market operates as a primary deder system. As of end-
December 2001, there were 16 firms recognized as primary deders (GEMMs) by the DMO. Each
GEMM must be amember of the London Stock Exchange and must undertake a number of
market-making obligations in return for certain benefits.

1377.  Inbroad terms, the obligations of a GEMM are to participate actively in the DMO's gilt
issuance program; to make effective two-way prices on demand in al non-rump gilts and non index-
linked gilts, and to provide information to the DMO on market conditions. As September 28, 2001,
10 of the 16 recognized GEMMs were also recognized as Index-linked Gilt-edged Market Makers
(1IG GEMMy). Their market-making obligations extend to cover index-linked gilts.

1378. The benefits of GEMM datus are exclusive rights to competitive telephone bidding at gilt
auctions and taps, either for the GEMM’s own account or on behdf of clients; exclusive accessto a
non-competitive bidding facility a outright auctions; the exclusive facility to trade or switch stocks
from the DMO' s dedling screens; exclusive fadilities to strip and recondtitute gilts, an invitation to a
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quarterly consultation meeting with the DMO™ (alowing the GEMMs to advise on the stock(s) to
be scheduled for auction in the following quarter, and to discuss other market-related issues); and
exclusve access to gilt Inter-Dealer Broker (IDB) screens (see below). In addition, any transactions
undertaken by the DMO for market management purposes are only carried out with or through the
GEMMs.

1379. Since early 2002, the GEMMs have been required to provide firm two-way quotesto
other GEMMsin asmadl set of benchmark gilts. These quotes are to be made on a near-continuous
badis on any of the recognized IDB screens. The purpose of this new obligation isto enhance
liquidity in the intras GEMM market for the benefit of the entire secondary market for gilts.

Gilt Inter- Dealer Brokers (IDBs)

1380. Asof end-December 2001, there were three specidist gilt Inter-Deder Brokers (IDBS)
operding in the gilt market. Ther services are limited to the GEMM community. Their main purpose
isto support liquidity in the secondary markets by enabling the GEMMs to unwind on an
anonymous basis any unwanted gilt positions acquired in the course of their market-meaking
activities. All but afew inter-GEMM trades are executed through an IDB. Non index-linked
GEMMs have no access to index-linked screens.

1381. Each IDB isregigtered with the London Stock Exchange (L SE) and endorsed by the
DMO. The DMO monitors this segment of the market on an ongoing basis to ensure that an IDB
saviceisavalableto dl GEMMs on an equitable basis and that the market maker structureis
effectively supported by the IDB arrangements. The IDBs are aso subject to specific conduct of
business rules promulgated by the LSE. For example, they are prohibited from taking principd
positions or from disseminating any market information beyond the GEMM community.

M echanisms used to issue gilts

1382. Auctions are the exclusive means by which the government issues gilts as part of its
scheduled funding operations. However, the government retains the flexibility to tap or repo both
index-linked and conventiond gilts for market management reasons. The move to reliance on a pre-
announced auction schedule reflects the government’ s commitment to transparency and
predictability in gilt issuance.

122 The DM O dso holds quarterly mestings with the representatives of end investors. Minutes of
these meetings are published shortly afterwards on the DMO’ s website. In addition, there are
annua mestings with the Economic Secretary to the Treasury for both groups in January as part of
the preparations for the annud remit , published in March.
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1383.  The government uses two different auction formatsto issue gilts:

conventiond gilts are issued through a multiple price auction; and
index-linked gilts are auctioned on a uniform price bass.

1384. Thetwo different formats are employed because of the different nature of the risks
involved to the bidder for the different securities.

1385. Conventiond gilts are viewed as having less primary issuance risk. There are often smilar
gilts dready in the market to alow ease of pricing (or, if more of an exiging gilt is being issued there
is price information on the existing parent stock); auction positions can be hedged using gilt futures;
and the secondary market isreatively liquid. This suggests that participation is not significantly
deterred by bidders not knowing the rest of the market’s vauation of the gilts on offer. A multiple
price auction format aso reduces the risk to the government of implicit colluson by srategic bidding
at auctions.

1386. Incontragt, positionsin index-linked gilts cannot be hedged as easily as conventiond gilts.
The secondary market for index-linked giltsis dso not asliquid as for conventiond gilts. Both of
these factors increase the uncertainty of index-linked auctions and increase the “Winner's Curse” for
successful bidders—that is the cost of bidding high when the rest of the market bids low. Uniform
price auctions thus reduce this uncertainty for auction participants and encourage participation. In
addition there are fewer index-linked bonds than conventionas in issue, o pricing a new index-
linked issue may be harder than for anew conventiond.

1387. GEMMs aso have access to a norn-competitive bidding facility under both formets. They
can submit a non-competitive bid for up to 0.5 percent of the amount of stock on offer ina
conventiond gilt auction. The proportion of stock available to each index-linked GEMM inan
index-linked auction is linked to their performance in the previous three auctions.

1388. TheDMO dlots stock to individua bidders at its absolute discretion. In exceptiona
circumstances the DMO may choose not to dlot dl the stock on offer, for example, where the
auction was covered only at alevel unacceptably below the prevailing market leve. In addition, the
DMO may declineto alot stock to an individual bidder if it appears that to do so would be likely to
lead to a market ditortion. As a guiddine, successful bidders, either GEMMs or end-investors,
should not expect to acquire at the auction for their own account more than 25 percent of the
amount on offer (net of the GEMM'’ s short position in the “whenrissued” market and/or parent
stock) for conventiona gilts and 40 percent for index-linked stock.
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Tap issues

1389. The DMO will only use taps of both conventiona and index-linked gilts for market
management reasons, in extreme conditions of temporary excess demand in a particular stock or
sector. The last tap was in August 1999.

Converson offersand switch auctions

1390. Inaddition to the above operations, the DMO will occasiondly issue stock through a
conversion offer or aswitch auction, where stockholders are offered the opportunity to convert or
switch their holding of one gilt into another at arate of converson related to the market prices of
each stock. In both cases, the main purposes of these operations are to:

build up the sze of new benchmark gilts more quickly than can be achieved through auctions
done. Thisis particularly important in a period of low issuance; and

concentrate liquidity acrossthe gilt yield curve by reducing the number of smdl, high coupon
gilts and converting them into larger, current coupon gilts of broadly smilar maturity.

1391. Converson candidates will not have less than around five years to maturity or more than
£5.5 hillion nomina outstanding. In addition, conversion offers will not be made for a stock that is
chesapest-to-ddiver, or has a reasonable likelihood of becoming chespest-to-ddiver, for any gilt
futures contracts (with any outstanding open interest).

1392. Thepricetermsof any conversion offer will be decided by the DMO, using its own yield
curve mode to provide a benchmark ratio for the offer. The DMO will then (at its own discretion)
adjust thisratio to take some account of the observed chegp/dear characteristics of the source and
degtination stocks. Conversion offers remain open for a period of three weeks from the date of the
initid announcement of the fixed dirty price ratio. The gppropriate amount of accrued interest on
both giltsisincorporated into the caculation of the dirty price retio, for forward settlement. The
convergon itsdf will involve no exchange of cash flows.

1393.  Acceptance of such offersisvoluntary and stockholders are free to retain their existing
stock dthough thisislikely to become lessliquid (i.e., traded lesswiddy, with a possble adverse
impact on price) if the bulk of the other holders of the gilt choose to convert their holdings. Should
the amount outstanding of a gilt be too smal to expect the exisence of atwo-way market, the
DMO is prepared, when asked by a GEMM, to bid a price of its own choosing for the gilt. In
addition, the DMO would relax market-making obligations on GEMMsin this“rump” gilt. The
DMO would announce if agilt took on this“rump” datus.
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1394. In addition to the main purposesidentified for conversion offers, switch auctions were
introduced in 2000 in order to:

alow the DMO to smooth the immediate gilt redemption profile by offering switches out of large
ultra-short issues into the current five-year benchmark (or other short-term instruments); and
fadilitate switching longer by index-tracking funds as a particular stock is about to fall out of a
sgnificant maturity bracket, so contributing to market stability.

1395.  Switch auctions are held only for a proportion of alarger stock that istoo large to be
consdered for an outright conversion offer. The DMO ensures that a sufficient amount of the source
gock remainsfor aviable, liquid market to exigt following a switch auction. Hence, the DMO will
not hold a switch auction for a conventiona stock that would reduce the amount in issue to below
£4.5 billion (nomina) and are only held where both the respective stocks are within the same
maturity bracket, dthough here the maturity brackets overlap (short and ultra-short: 07 years;
medium: 5-15 years; long: 14 years and over). In addition, the DMO will not hold aswitch auction
out of astock that is chegpest-to-ddliver, or has a reasonable likelihood of becoming cheapest-to-
deiver, into any of the “active’ gilt futures contracts. The DMO might, however, switch into such a
stock.

1396. Switch auctions are open to dl holders of the source stock, athough nonr GEMMs must
route their bid through a GEMM. They are conducted on a competitive bid price basis, where
successful comptitive bidders are dlotted stock at the prices, which they bid. There is no non-
competitive facility and the DMO does not set a minimum price.

1397. The same principles apply to index-linked switch auctions with the following exceptions.
First, index-linked switches will only be held where both the respective stocks have longer than 4%
years to maturity, and where the source stock has not been auctioned in the previous Sx months.
Second, the (nominal) size of any single index-linked switch auction is limited to £250 million to
£750 million of the source stock, and the DMO will not hold a switch auction thet would leave an
index-linked stock with a resultant amount outstanding of less than anomind £1.5 hillion. The third
point is that the auctions are conducted on a uniform bid price basis, whereby dl successful bidders
will receive stock at the same price. Where a GEMM'’ s bids are above this priceit will be dlotted in
the full amount bid, but dlotments for bids at the striking price may be scaed. Published results will
include the common alotment price; the pro rata rate at this price; the red yied equivaent to that
price (and the inflation assumption used in that calculation), and the ratio of bids received to the
amount on offer (the cover). Only one index-linked switch auction has been held to end-2001.

Gilt repo

1398. Thegilt repo market was introduced in January 1996. After 1986 a limited market in stock
borrowing existed in which GEMMs (and discount houses for short-dated stocks) were alowed to
cover short positions by borrowing stock in the stock lending market and approved stock lenders
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were dlowed to lend. However, the introduction of an entirely open trading market in gilt repo has
enabled market participants to borrow or lend gilts more easily. This has improved market liquidity
and the ease with which gilt positions can be financed. A Bank of England survey put the Sze of the
gilt repo market as of November 2001 at £130 billion (equivalent to one quarter of the serling
money market at that time), with an additiona £48 billion of stock lending.

1399. Gilt repo now accounts for the mgority of Bank of England monetary policy operations
and asgnificant proportion of the DMO'’ s dedling to manage the Exchequer’s cash flow. It is
edimated that gilt repos now account for about hdf of dl overnight transactionsin the sterling money
market. Conduct in the gilt repo market is guided by the Gilt Repo Code of best practice as
published by the Stock Lending and Repo Committee chaired by the Bank of England (latest
verson August 1998).

1400. The DMO hasthe ability to create and repo specific stocks to market-makers, or other
DMO counterparty, under a specid repo facility if, for example, aparticular stock wasin
exceptionaly short supply and digtorting the orderly functioning of the market. In responseto a
previous consultation exercise, the DMO introduced, in June 2000, a non-discretionary standing
repo facility, for the purpose of managing actua or potentid didocationsin the gilt repo market. Any
registered GEMM, or other DMO counterparty, may request the temporary creation of any nor-
rump stock for repo purposes. The DMO charges an overnight pendlty rate; and the returned stock
iscanceled

C. Recent Factors Shaping the U.K. Bond Markets

Changing Leves of Debt
(Absolute Terms and Relative to GDP)

2000/01 1999/00 1998/99 1997/98
Market value of debt £287bn £348bn £374bn £343bn
Net debt/GDP (in percent) 31.8 36.8 40.8 43.3

1401. Asin other currencies, the sterling credit market has seen increased annua private issuance
in recent times, a atime when the U.K. has been running a budget surplus. Thus the government’s
percentage of the overdl outstanding sterling debt market had been steadily reducing. Decreasing
government funding requirements have lead to gilts acquiring a scarcity premium, especidly in
longer-dated stocks, which in turn hes lead to areduction in yidds. At the sametime, the U.K. has
enjoyed alow inflation, low interest rate environment recently (relative to the 1970s and 80s), 0 a
need to enhance returns has led investors to increase their appetite for (credit) risk.

1402. Asthe U.K. Government’s budgetary position improved, gross issuance of gilts declined
from apesk of £54.8 hillionin financid year 1993-94 reaching aminimum of £8.1 billion in 1998—
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99. However, given that the government’ s borrowing needs are cyclical, thereis abendfit in
maintaining aminimum level of issuance so that market infragtructure is sustained and the market
remains sufficiently liquid and retains the capabiility to absorb future larger grossissuance. The table
below summarizes the government’ s forecast for the Centrd Government Net Cash Requirement
(CGNCR) over the next few years. The medium-term forecasts point to a prudent level of
borrowing reflecting planned investmentsin public services that are fully conastent with the fiscd
rules.

April 2002 PBR Forecasts for the CGNCR

(£ billion)
2001-02 2002-03 2003-04 2004-05 2005-06 2006-07
projection projection projection projection projection projection
3 14 18 16 21 24

1403. Inview of the limited amount of gilt issuance in recent years, the DMO has adopted a
number of strategies to concentrate debt issuance into larger benchmark issues, currently at three
maturity points, with a5-, 10- and 30- year term to maturity. These larger issues dlow governments
to capture aliquidity premium acrossthe yied curve. The DMO has dso used conversion and
switch auctions (see above) to build up benchmark issues.

1404. The Government also decided to launch a structured gilt buyback program in FY 2000-01
in order to add to grossissuance and thus help to maintain liquidity in the market during atime of
strong demand. Following market consultations reverse auctions were reintroduced in FY 2000-01
while the DMO bought in, direct from the secondary market, short-dated index-linked gilts and
double-dated gilts. The DMO aso buys in near-maturity gilts (with less than six months resdud
maturity) as part of its regular operations to smooth the cash flow impact of redemption.

1405. In generd, these operations have been very successful. There was more than 90 percent
take-up of the conversion offers, gpart from the one conducted in November 1998. The switch
auctions have al been covered with a comfortable margin and the three longer-dated switches have
secured very attractive forward-dated funding rates. The rates at which the DM O has repurchased
gtock in the reverse auction was at yields, which were predominantly “chegp” rdlative to the DMO's
fitted yidd curve.

1406. During FY 2000-01 the DMO (in consultation with the Bank of England, HM Tressury,
the Radio Communications Agency, and market participants) put in place arrangementsto fecilitate
the smooth handling of much larger than expected recei pts from the third generation mobile phone
license auction (3G). Totd receipts of £22.5 billion amplified the fiscd surplusin FY2000-01. The
government subsequently decided to maintain aminimum level of gross giltsissuance in order to
sudtain gilt market liquidity and investor interest in the light of the forecasts of an increasein the
financing requirement over the next few years. As a consequence of these policy decisons, the
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DMO held a short—term net cash position of £11 billion a end-FY 2001-02. Partly to assist the
management of this, the range of high quality short-term money market insruments in which the
DMO may transact on a bilatera basis for cash management purposes was extended in October
2000. It is expected that the cash posgition will be run down over the three financid yearsto
end-March 2004.

1407. Aspart of its continuing commitment to encourage liquidity and trangparency of the gilts
market, the DM O consulted widdly in 2000 about the possible impact of eectronic trading systems
on the secondary market for gilts and how the DMO' s rdlaionship with the GEMMs might change
as a consequence. That work continued during 2001 with aview to introducing early in 2002 inter-
GEMM mandatory quote obligations in the more liquid gilts as outlined in the response document
published in June 2000. These mandatory quotes would be disseminated eectronically.

1408. Inorder to promote further transparency in the gilts market, in September 2000 the DMO
introduced a real-time benchmark gilt price screen on its wire services showing indicative mid prices
for aseries of gilts derived from GEMMs published quotes.

D. Tax

1409. In 1995-96 the bassfor taxation of gilts was reformed. Essentidly this meant that capita
gains or losses on gilts experienced by corporate investors would be taxed smilarly to income from
gilts Thiseiminated most of the tax-driven pricing anomdiesin the market by making the tax system
neutra with regard to holding high or low coupon bonds, and was a necessary precondition to
launching the strips market to avoid tax based incentives for stripping dl or none of abond. In
addition, since April 1998 dl gilt interest has been paid gross (unless the recipient has preferred net)
to reduce the compliance obligations for custodians and make the gilt market more accessble and
atractive to investors.
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XVIIl. UNITED STATESOF AMERICA?®

1410.  The U.S. Treasury enjoys severa advantages over other countriesin managing debt.
Federd debt issuanceisardatively small percentage of tota domestic debt issuance so financid
markets eadily absorb changes in the government’ s borrowing needs. The depth of private markets
a0 dlows the government to borrow solely in domestic currency. The sophidtication of domestic
financid markets alows the government to rely on the private sector for arange of activities that
increase the liquidity of Treasury securities. The wide breadth of participation in Treasury auctions
makes uniform price auctions feasible. Underlying these advantagesis the additiond advantage of a
large, diverse economy that ensures investors that debt will be repaid. Many of these advantages
have become sdlf-reinforcing—as market depth and breadth have increased, more market
participants have been willing to rely more on Treasury securities.

1411.  Theadvantages enjoyed by the U.S. have influenced the development of the Treasury
market and U.S. debt management techniques. The result is a system that has unique characterigtics
and congraints. Consequently, the following outline of U.S. governance, strategy, and market
development may have limited gpplicability to other countries.

A. Governance Framework

1412.  The power of the U.S. Government to borrow is authorized by the U.S. Condtitution.
Congress has delegated the Secretary of the Treasury the power to issue;

“certificates of indebtedness’ and “ bills'—debt obligations maturing not more than one year
from the date of issue;

“notes’—debt obligations maturing at least one year and not more than 10 years from the date
of issue

“bonds’—debt obligations of more than 10 years; and

“savings bonds’—retail debt obligations maturing not more than 20 years from the date of
issue—and “savings certificates’—retail debt obligations maturing not more than 10 yearsfrom
the date of issue.

1413.  The Secretary of the Treasury is authorized to prescribe the terms and conditions of the
debt obligations it issues and the conditions under which the debt obligations will be issued. For this
and other duties, the Secretary may delegate duties and powers to another officer or employee of
the Department of the Treasury. In practice, this meansthat a political appointee under the
Secretary generdly makes debt management decisions with the advice of career staff.

126 The case study was prepared by the Office of Market Finance of the U.S. Treasury.
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1414.  The Secretary of the Treasury can invest in its own securities or in commercia bank
deposits secured by a broad range of pledged collatera acceptable to Treasury, including
obligations of the U.S. Government and private issuers. As part of its cash management, Treasury
maintains relationships with alarge number of commercia banks that help to aosorb Treasury’s
large seasond swings in cash balances.

1415.  Congress satsalimit on the total face amount of debt obligationsissued by the Secretary
of the Treasury. Thislimit is changed periodically as provided by law, either through the
Congressional budget process or otherwise. Until late 1917, Congressiona approva was required
every time Treasury needed to borrow. During World War 1, this gpproach to debt issuance
became unduly cumbersome, and Congress gave Treasury the authority to borrow, while
maintaining authority over the total amount of debt outstanding. This practice has dlowed Treasury
to issue debt for a period of time, often one or two years, without having to seek Congressiona
approval.

1416.  The Secretary of the Treasury is required to submit to Congress an annual report that
includes certain statistics about the Treasury’s past and projected public debt activities. These
reports are based on the Administration’ s annua budget projections and increase the accountability
of government debt managers. In addition, the government auditing agency may investigate the
Treasury Department’ s debt management activities.

Adminigtrative structure

1417.  The Department of the Treasury is organized into two mgor components. the
Departmentd Offices and the operating bureaus. The Departmenta Offices are primarily
respongble for the formulation of policy and management of the Department as awhole, while the
operating bureaus carry out the specific operations assigned to the Department.

1418.  Within the Departmentd Offices, the Secretary of the Treasury has primary responghbility
for debt management activities of the federd government; is the principa economic advisor to the
Presdent; and plays acritica role in policy-making by bringing an economic and government
financid policy perspective to issues facing the federa government. Departmentd staff formulate and
recommend domestic and internationa financia, economic, and tax policy. Debt management
respongibilitiesindude:

determining Treasury’ s financing needs, planning schedules of security issues and amounts
needed, and andyzing dternative types of securities and saes techniques;

soliciting private sector advice in carrying out Treasury financing and debt management policy,
and preparing reports containing such recommendations;

andyzing current economic and securities market conditions and their potentia effectson
Treasury financing on aregular bes's,
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coordinating with the Federd Reserve Bank of New Y ork, part of the central banking system,
regarding its fisca agent respongihilities;

participating in an interagency market survelllance group; and

coordinating and approving market borrowing of federal agencies and government- sponsored
enterprises.

14109. Debt adminigration is conducted by the Bureau of the Public (BPD) which reportsto
Treasury. Specific functions of BPD include:

borrowing the money necessary to operate the federad government and accounting for the
resulting public debt;

issuing, keeping records of, and redeeming Government securities, servicing registered accounts
and paying interest when due;

maintaining accounting and audit control over public debt transactions and publishing Satements;
processing claims for physical securitiesthat are logt, stolen, or destroyed,;

promoting the sale and retention of retal instruments, U.S. Savings Bonds.

1420.  Cashismanaged by the Financid Management Service (FMS) which aso reports to
Treasury. FM S receives and disburses al public monies, maintains government accounts, and
prepares daily and monthly reports on the status of government finances. FM S is the government’s
primary disbursing agent; collections agent; accountant and reporter of financia information; and
collector of delinquent Federa debt.

1421. FMS manages the collection of federd revenues such asindividua and corporate income
tax deposits, customs duties, loan repayments, fines, and proceeds from leases, and maintains a
network of about 18,000 financid ingtitutions to collect these revenues. FM S aso oversees the
federa government’ s centra accounting and reporting system, keeping track of its monetary assets
and liabilities. FMS works with federa agencies to help them adopt uniform accounting and
reporting standards and systems.

1422. In addition to the operating bureaus, the Federa Reserve Bank of New York acts as
Treasury’ fiscal agent in carrying out debt management activities. Fisca agency services performed
include:

maintaining the Treasury’ s funds account;

clearing Treasury checks drawn on that account;

conducting auctions of Treasury securities;

maintaining Treasury’ s securities e ectronic bookkeegping system; and
issuing, sarviaing and redeeming Treasury securities.

1423.  The Federa Reserve System (the Fed) is an independent government entity. Debt policy
and monetary policy are conducted independently. While the Treasury and the Fed have
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independent policies, the Fed acts as Treasury’ s fisca agent, carrying out various operationd
activities for Treasury, and senior staff meet on aweekly basisto discuss policy issues.

1424. The rdevant web dtes for current information are;

http:/AMww.treas.gov/domfin for Treasury debt management
http://mwww.publicdebt.treas.gov for the Bureau of Public Debt
http:/Mww.fmstreas.gov for the Financiad Management Service
http://Amww.newyorkfed.org for the Federa Reserve Bank of New Y ork.

B. Debt Management Strategy and Risk Management Framework

1425.  Treasury’s debt management objectiveisto obtain the lowest possible cost of financing
over time. In achieving this goa, Treasury’ s debt management dtrategy is guided by five interrdated
principles.

1426.  Thefird principle is maintaining the “risk-freg” status of Treasury securities. Thisis
accomplished through prudent fiscal discipline and timely increasesin the debt limit. Ready market
access at the lowest cost over time to the government is an essentia component of debt
management.

1427.  Second, is maintaining consistency and predictability in our financing program. Treasury
issues securities on aregular schedule with set auction procedures. This reduces uncertainty in the
market and helps minimize our overdl cost of borrowing. In kegping with this principle, Treasury
does not seek to time markets, that is, we do not act opportunisticaly to issue debt when market
conditions appear favorable.

1428.  Theideaof regular and predictable auction schedules began in the 1970s. Starting in
1970, the federa government began financing generdly increasing deficits, and most of Treasury’s
debt management tools were well-suited for the task. New auction cycles were added, frequencies
of issuance increased, and auction sizesrose over time. By the late 1970s, the magnitude of
Treasury’ sfinancing needs led to the introduction of a*“regular and consstent” debt issuance
schedule.

1429.  Thethird principle of debt management is Treasury’s commitment to ensuring market
liquidity. Liquidity promotes efficient cagpitd markets by providing an underlying security for awide
range of financid transactions and lowers borrowing cogts for Treasury by increasing demand for its
securities.

1430. Fourth, Treasury finances across the yield curve. A balanced maturity structure mitigates
refunding risks and appedls to the broadest range of investors. In addition, providing apricing
mechanism for interest rates across the yield curve further promotes efficient capital markets.
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1431.  Hfth, Treasury employs unitary financing. The government’ s financing needs are
aggregated so that borrowing across agencies is conducted through the Treasury. Thus, all
programs of the federal government can benefit from Treasury’slow borrowing rate. Otherwise,
separate programs with smaller, less liquid issues would compete with one another in the market.
There are some exceptions to unitary financing, amounting to less than 1 percent of dl public debt
securities outstanding.

1432.  These principles frequently act as constraints on Tressury asit works to meet its
objective. Regular issuance across the yield curve may occasiondly lead to rdatively high short-term
borrowing costs, cogts that we believe are more than offset by the premium investors are willing to
pay for predictable supply of Treasury securities. Our most significant congraint, however, is that
we see the future only imperfectly and, therefore, we constantly work to forecast our likely
borrowing needs, to anticipate how we should ater our borrowing pattern when the future does not
fit our forecast, and to anticipate what will prove to be the lowest cost means of financing in the
future,

1433.  Tressury’slong-term financing decisions are made on a quarterly basis after adviceis
solicited from the private sector through interviews with market participants and advice from a
private sector advisory group. The group is composed of about 20 individuals who come from
broker/deder firms and investment firms and who are active participants in the government
securities market. They meet at the time of each Treasury mid-quarter refunding to advise the
Treasury on their recommendations for the current refunding operation and on debt management
policy matters. The group’s formal recommendations and the minutes of the group’s mestings are
available on the web (at http://mww.treas.gov/domfin). The Treasury aso solicits advice through an
email address from individuas &t (debt.management@do.treas.gov).

Risk management

1434. Financid liabilities are only denominated in loca currency. Domestic currency liabilities
are viewed as appropriate for the Treasury’ s balance sheet given the very high proportion of its
domedtic currency assets. Asde from appropriate, a portfolio solely of domestic currency liabilities
isfeasible due to the large size of domestic financia markets which can readily absorb fluctuationsin
the Treasury’ s borrowing needs.

1435.  Tressury issues benchmark securities across awide range of maturities to reduce
refinancing risk. Expected borrowing needs are announced on a quarterly basis. Changesin
schedules or amounts are announced with sufficient lead-time for price discovery and distribution to
investors. Underlying this approach is Treasury’ s large presence in the market, which means that
policy changes are likely to lead to price changes.

1436. Management of liability risk is concentrated on maintaining a stable average maturity
through balanced issuance of short-, medium-, and long-term securities and ensuring high liquidity
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through aregular and predictable issuance of benchmark securities. The average length of privatdy
held marketable Treasury debt at the end of 2001 was 5 years and 6 months exduding inflation
indexed securities and 5 years and 10 months including inflationindexed securities.

1437. Borrowing programs are based on the fisca and economic projections contained in the
annua budget established by the Congress. Treasury uses the Adminigiration’s most recent
projections of the federal government’ s budget position asinputs in these models. New budget
projections are made annually and published early in the calendar year. Projections are then revised
five or Sx months later.

1438. Based on the Administration’ s projections, Treasury creates long-term debt projections
using internaly developed models. These modds are used to monitor rollover risk and ensure a
relatively smooth maturity profile. Short-term debt issuance patterns are based on cash management
projections that incorporate both the Adminigtration’ s long-term forecasts and the most recent
estimates of short-term expenditures and revenues.

1439.  Treasury ensuresahigh leve of liquidity through alarge, regular and predictable issuance
pattern. The Fed' s primary dedler system for debt issuance, which helps to ensure the success of
Treasury auctions, further reduces liquidity risk. The frequency and large scde of Treasury
operations helps to provide assurances that alow for frequent testing of settlement systems.

1440.  The Treasury isresponsible for the operation and management of the Commercia Book
Entry (CBE) program, which includes the announcement, auction, issuance, and buyback of
marketable Treasury securities aswdll as regulating, servicing, and accounting for these securities.
The Federd Reserve Bank of New Y ork, working as Treasury’ s fisca agent, has the day-to-day
responghility for identifying, monitoring, and mitigating operationd risk associated with the Nationd
Book Entry System (NBES), a safekeeping and transfer system for Treasury’s marketable
securities. The identification and monitoring of risks associated with the announcement, auction,
issuance and buyback of marketable Treasury securities rests with the Bureau of the Public Debit.
These risks are mitigated by contingency plans and associated with various points of failure
throughout the automated systems required to perform these functions.

1441.  Operationd risk isminimized through the ddivery-versus- payment feature of the CBE
program and by separate agencies handling auctions and settlements. As an additional assurance,
annua audits are conducted by the accounting agency of the legidative branch of government.

Recent policy changes

1442. Due to recent budget surpluses, Treasury had been paying down its outstanding debt by
issuing less debt than the amount of maturing debt, and decreased both its short and long-term debt
issuance. Paying down debt isinherently asymmetrica with the paydown occurring at the short end
of the maturity spectrum, leading to an increase in average length.
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1443.  Treasury indituted policies to help mitigate growth in the average length, including regular,
smadller reopenings of longer-term debt and buybacks of outstanding long-term debt. Also, Treasury
recently suspended issuance of 30-year bonds. While this decision was based, in part, on aneed to
reduce longer-term debt issuance, it aso reflected market experience which indicates that financing
with 30-year bonds to be expensive reative to 10-year financing.

1444.  Continuing economic duggishness, reduced tax revenue, and the fiscal response to the
tragic events of September 11 have led to an increase in Treasury’ s near-term financing needs.
These needs are expected to be temporary and largely met through increased treasury bill and
shorter-term note issuance, which in turn has helped to decrease the average length of the privatdy
held marketable debt.

Asset management

1445.  TheU.S. Government’s holdings of financid assets (indluding foreign reserves) are smdll
compared to itsfinancid liabilities. Cash islargdy held in commercid banks that are required to post
subsgtantia collateral. The Federal Reserve System, asfisca agent for and at the direction of
Treasury, has primary operationa responghility for investment of cash in participating commercid
banks. These responsbilities include accepting, vauing, safekeeping, monitoring for collaterd
deficiencies, and rdleasing collateral. The Federad Reserve System is aso the primary point of
contact for the depogitary financia indtitutions that participate in the program.

1446.  Cash management operations are reviewed and audited both interndly and externally.
Operations, including both Federad Reserve and commercia banks participating in cash
management, employ coordinated and comprehensive risk management procedures to ensure that
processes and operations are available. Such management ensures that the objectives of the
program are achieved and safeguarded.

C. TheGovernment Securities M arket

1447.  Debt management has evolved asthe U.S. financia markets have become more
sophigticated. As recently as World War 11, retail instruments provided an important role in debt
issuance. In the 1950s and 1960s, the dominant bond issuers were corporate rather than
government. Regular issuance of dl debt instruments did not occur until the 1970s. Ruleson
participation continue to evolve in response to changes in the number of Treasury market
participants and changes in technology.

1448.  Themgor increase in government debt issuance in the United States took placein
financia markets that were dready well developed. However, given that ready market accessis
essentia to the government’ s debt management program, Treasury does focus on how to broaden
the market for its securities. Broad digtribution of Treasury securities enhances liquidity and
efficiency of the market for government debt, while minimizing the impacts of government debt
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management activities on the economy and money markets and increasing the digtribution of the
benefits of government borrowing.

1449. Because of the Treasury market’ s Size, security and demand by other investors, Treasury
securities represent the mogt liquid capitd investment in the world. For investors looking for safety,
predictability, and essy liquidity, Treasury securities offer arange of benefits suited to those
objectives.

1450.  The Tressury issuesfixed-rate nomind and inflation-indexed securities. They are direct
obligations of the U.S. Government and are known commonly as marketable securities because
they can be bought and sold in the secondary market at prevailing market prices through financia
indtitutions, brokers, and dedlers in government securities. Except for afew specific issues of
Treasury bonds that were issued prior to 1985, that are callable, marketable Treasury securities are
not redeemable before maturity. All marketable Treasury securities are issued only in book-entry
form, with aminimum purchase amount of $1,000 and in multiples of $1,000. Since September
1998, customers who have established accounts with the Treasury have been able to purchase
securities viathe Internet at the Bureau of Public Debt’ s web site (www.publicdebt.treas.gov).

1451.  Treasury currently offers fixed-rate nomina securities with maturities ranging from four
weeks to ten years on aregular basis. Bills with maturities of 4, 13, and 26 weeks are auctioned
weekly with Thursday settlement dates, 2-year notes are offered monthly for settlement at month-
end and 5- and 10-year notes are auctioned quarterly with mid-month settlement dates. This wide
range of maturity dates alows an investor to structure a portfolio to specific time horizons.

1452. In an effort to expand the types of securitiesit offers and broaden the base of direct
investorsin its securities auctions, the Treasury began auctioning inflation-indexed securitiesin
January 1997. These securities help to protect investors from inflation and their auctions have had
broader direct participation relative to Treasury fixed-rate nomina security auctions by gppedling to
investors that have not previoudy invested in Treasury securities and encouraging other portfoliosto
invest more. Thisincreased participation should help to lower overdl financing costs. The Treasury
adsoissues aretal inflation-indexed savings bond.

1453.  TheTressury initidly offered 5- and 10-year inflation-indexed notes and 30-year
inflationtindexed bonds, but market interest has largely focused on the 10-year note so 5-year
inflatiorrindexed notes were last issued in October 1997 and 30-year inflation-indexed bonds were
suspended in October 2001. The principd of the security is adjusted daily for inflation. The inflation
adjusment is subject to federal income tax in the year it is earned, and the inflationadjusted
principd is paid a maturity. Semiannua interest payments are a fixed percentage of the inflation-
adjusted principal. The security uses the non-seasonally adjusted Consumer Price Index (CH1) for
al urban consumers as the inflation index. Treasury currently offers the 10-year inflation-indexed
note aregular semi-annud schedule.
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1454.  Prior to the early 1970s, the traditional methods for sdlling notes and bonds were
subscription offerings, exchange offerings, and advance refundings. Subscriptions involved the
Treasury setting an interest rate on the securities to be sold and then sdlling (or taking subscriptions
for) them at afixed price. In exchange offerings, the Treasury alowed holders of outstanding
meaturing securities to exchange them for new issues at an announced price and coupon rate. In
some cases, new securities were issued only to holders of the specific maturing securities; in others,
additiona amounts of the new security were issued. Advance refundings differed from exchange
offeringsin that the outstanding securities could be exchanged before their maturity dete.

1455. A fundamentd difficulty with fixed-price subscription and exchange offerings was that
market yields could change between the announcement of the offering and the deadline for
subscriptions. Increased market volatility in the 1970s made fixed-price offerings very risky for the
Treasury.

1456. A modified auction technique was introduced in 1970, in which Treasury pre-set the
interest rate (coupon rate), and bids were made on the basis of price. The Treasury started to
auction coupon issues on ayield bassin 1974. Bids were accepted on the basis of an annua
percentage yield, with the coupon rate based on the weighted-average yield of accepted
competitive tenders received in the auction. Yield auctions free the Treasury from having to set the
coupon rate prior to the auction and ensure that the interest costs of new note and bond issues
accurately reflect actud market demand and supply conditions at the time of the auction.

1457.  Today, dl marketable Treasury securities are sold in uniformprice auctions and all
Treasury auctions are conducted on ayidd basis. The terms and conditions for offerings of Treasury
securities are governed by the terms and conditions set forth in the Uniform Offering Circular for the
Sdle and Issue of Marketable Book-Entry Treasury Bills, Notes, and Bonds (in part of the United
States Code of Federd Regulations available a www.publicdebt.treas.gov/gsr/gsruocam.htm). A
separate announcement is made for each auction, providing the dates of the auction and settlement,
the amount offered for sae, the maturity of the security, and other details. The Treasury sdllsthe
entire announced amount of each security offered at the yield determined in the auction.

1458.  The Treasury permits trading during the period between announcement and settlement on
awhenissued (WI1) basisthat provides for price discovery and reduces uncertainties surrounding
auction pricing. Potentia competitive bidders look to WI trading levels as a market gauge of
demand to determine how to bid at an auction. Noncompetitive bidders, to whom securities are
awarded at the auctiondetermined yield, can use the quotes in the WI market to assessthe likely
auction yield.

1459. Until late 1998, the method for sdlling marketable Treasury securities generdly had been
multiple-price auctions. In amultiple-price auction, competitive bids were accepted from the lowest
yield (discount rates in the case of treasury hills) to the highest yidld required to sdl the amount
offered to the public. Competitive bidders whose tenders were accepted paid the price equivaent
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to the yield (or discount rate) that they bid. Noncompetitive bidders paid the weighted-average
price of accepted competitive bids.

1460.  The Treasury adopted the use of Sngle-price auctions for dl marketable Treasury
securitiesin November 1998. All auctions of inflation-indexed notes and bonds have been on a
sangle-price bass snce the Treasury began sdlling inflation-indexed securities. Aswith multiple-price
auctions, sngle-price auctions are conducted in terms of yield (bank discount rate in the case of
treasury hills). Bids are accepted from the lowest yield (or discount rate) to the highest required to
sl the amount offered. In contrast to multiple-price auctions, dl awards are at the highest yield (or
discount rate) of accepted bids.

1461.  Treasury hasfound that Sngle-price auctions have some advantages over mulltiple-price
auctions. Firgt, they tend to distribute auction awards to a greater number of bidders than multiple-
price auctions. Second, auction participants may bid more aggressively in single-price auctions.
Successful bidders are able to reduce the so-caled “winner’s curse,” the risk that a successful
bidder will pay more than the common market vaue of the security and, therefore, will be lesslikely
to redize a profit from sdling it. There is evidence that more aggressive bidding has lowered
Treasury borrowing costs somewhat.

1462.  Any entity may submit abid in a Treasury auction directly to a Federd Reserve Bank,
which acts as the Treasury’ s fiscd agent, indirectly through a dedler, or directly to the Treasury
Department. The Treasury permits dl dedlers that are registered with the Securities and Exchange
Commission (SEC) and dl federdly regulated financid ingtitutions to submit bidsin Treasury
auctions for their own accounts and for the account of customers. All biddersin Treasury
auctions—not just primary deders and financid indtitutions—may bid in Treasury auctions without a
deposit, provided the bidder has a payment mechanism in place (an * autocharge agreement”) with
its Federal Reserve bank.

1463. Primary deders are firms through which the Federa Reserve Bank of New Y ork
conducts its open market operations. They include large diversified securities firms, money center
banks, and specidized securities firms, and are foreign- aswell as U.S.-owned. Over the last
decade, the number of primary dealers has declined from 46 to 22. Among their responsbilities,
primary dealers are expected to participate meaningfully in Treasury auctions, make reasonably
good markets in their trading relationships with the Federd Reserve Bank of New Y ork’ strading
desk; and supply market information to the Fed. Formerly, primary dealers were dso required to
transact a certain leve of trading volume with customers and thereby maintain aliquid secondary
market for Treasury securities. Customersinclude nonprimary deders, other financid inditutions
(such as banks, insurance companies, pension funds, and mutud funds), nonfinancid inditutions, and
individuas. Although trading with customersis no longer arequirement, primary deders remain the
predominant market makersin U.S. Treasury securities.
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1464.  The Treasury hasfacilitated purchases of Treasury securities by small investors by
awarding securities on a noncompetitive basis for up to $5 million through a book-entry system.
Through this system, the investor holds Treasury securities directly on the books of the Treasury,
without using the services of afinancid inditution or adedler.
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SUMMARY OF THE DEBT MANAGEMENT GUIDELINES'?’
1. Debt Management Objectivesand Coordination

1.1 Objectives

The main objective of public debt management is to ensure that the government’ s financing needs
and its payment obligations are met a the lowest possible cost over the medium to long run,
consigtent with a prudent degree of risk.

1.2 Scope

Debt management should encompass the main financia obligations over which the central
government exercises control.

1.3 Coordination with monetary and fiscal policies

Debt managers, fiscd policy advisors, and centra bankers should share an understanding of the
objectives of debt management, fiscal, and monetary policies giventhe interdependencies between
ther different policy insruments. Debt managers should convey to fisca authorities their views on
the costs and risks associated with government financing requirements and debt levels.

Where the leve of financid development alows, there should be a separation of debt management
and monetary policy objectives and accountabilities.

Debt management, fiscal, and monetary authorities should share information on the government’s
current and future liquidity needs.

2. Trangparency and Accountability

2.1 Clarity of roles, responsibilities and objectives of financial agencies responsible for
debt management

The dlocation of responsihilities among the minigtry of finance, the centra bank, or a separate debt
management agency, for debt management policy advice, and for undertaking primary debt issues,
secondary market arrangements, depository facilities, and clearing and settlement arrangements for
trade in government securities, should be publicly disclosed.

127 The IMF-World Bank Guiddlines for Public Debt Management can be found on the IMF and
the World Bank webstesin 5 languages.
http://mwww.imf.org/external/pubs/cat/longres.cfm?k=15113.0 and
http:/Amww.worldbank.org/pdm/pdf/guiddines 2001 find.pdf.
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The objectives for debt management should be clearly defined and publicly disclosed, and the
measures of cost and risk that are adopted should be explained.

2.2 Open process for formulating and reporting of debt management policies
Materidly important aspects of debt management operations should be publicly disclosed.

2.3 Public availability of information on debt management policies

The public should be provided with information on the past, current, and projected budgetary
activity, induding its financing, and the consolidated financia position of the governmentt.

The government should regularly publish information on the stock and compasition of its debt and
financid assets, induding their currency, maturity, and interest rate structure.

2.4 Accountability and assurances of integrity by agencies responsible for debt
management

Debt management activities should be audited annualy by externd auditors.
3. Ingtitutional Framework

3.1 Governance

The legd framework should darify the authority to borrow and to issue new debt, invest, and
undertake transactions on the government’ s behdf.

The organizationa framework for debt management should be well specified, and ensure that
mandates and roles are well articulated.

3.2 Management of internal operations

Risks of government losses from inadequate operationa controls should be managed according to
sound business practices, induding well-articulated responsibilities for saff, and dear monitoring
and control policies and reporting arrangements.

Debt management activities should be supported by an accurate and comprehensve management
information system with proper safeguards.

Staff involved in debt management should be subject to code-of-conduct and conflict- of-interest
guiddines regarding the management of their persond financid affairs.
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Sound business recovery procedures should be in place to mitigate the risk that debt management
activities might be severdly disrupted by naturd disasters, socia unrest, or acts of terrorism.

4. Debt Management Strategy

The risks inherent in the structure of the government’ s debt should be carefully monitored and
evaluated. These risks should be mitigated to the extent feasible by modifying the debt structure,
taking into account the cost of doing 0.

In order to help guide borrowing decisions and reduce the government’ s risk, debt managers should
consder the financid and other risk characteristics of the government’s cash flows.

Debt managers should carefully assess and manage the risks associated with foreign-currency and
short-term or floating rate debt.

There should be cost- effective cash management policiesin place to enable the authorities to meet
with ahigh degree of certainty their financid obligations asthey fal due.

5. Risk Management Framework

A framework should be developed to enable debt managers to identify and manage the trade- offs
between expected cost and risk in the government debt portfolio.

To assess risk, debt managers should regularly conduct stress tests of the debt portfolio on the basis
of the economic and financia shocks to which the government—and the country more generally—

are potentialy exposed.
5.1 Scopefor active management

Debt managers who seek to manage actively the debt portfolio to profit from expectations of
movements in interest rates and exchange rates, which differ from those implicit in current market
prices, should be aware of the risks involved and accountable for their actions.

5.2 Contingent liabilities

Debt managers should consider the impact that contingent ligbilities have on the government’s
financid pogtion, including its overal liquidity, when making borrowing decisons.

6. Development and Maintenance of an Efficient Market for Government Securities
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In order to minimize cost and risk over the medium to long run, debt managers should ensure that
their policies and operations are consstent with the development of an efficient government
securities market.

6.1 Portfolio diversification and instruments

The government should gtrive to achieve a broad investor base for its domestic and foreign
obligations, with due regard to cost and risk, and should treat investors equitably.

6.2 Primary market
Debt management operations in the primary market should be transparent and predictable.

To the extent possble, debt issuance should use market-based mechanisms, including competitive
auctions and syndications.

6.3 Secondary market

Governments and centra banks should promote the development of resilient secondary markets that
can function effectively under awide range of market conditions.

The systems used to settle and dlear financid market transactions involving government securities
should reflect sound practices.



