IMPLEMENTING THE GUIDELINES IN PRACTICE



Introduction

A government’s debt portfolio is usually the largest
financial portfolio in the country. It often contains
complex financial structures and can create substantial
balance-sheet risk for the government. Large and
poorly structured debt portfolios also make govern-
ments more vulnerable to economic and financial
shocks and have often been a major factor in eco-
nomic crises. Recognizing the important role that pub-
lic debt management can play in helping countries
cope with economic and financial shocks, the
International Monetary and Financial Committee
(IMFC)! requested that staff from the International
Monetary Fund and World Bank work together in
cooperation with national debt management experts
to develop a set of guidelines on public debt manage-
ment to assist countries in their efforts to reduce finan-
cial vulnerability. The IMFC’s request, which was
endorsed by the Financial Stability Forum, was made as
part of a search for broad principles that could help
governments improve the quality of their policy frame-
works for managing the effects of volatility in the inter-
national monetary and financial system.

By involving national debt management authori-
ties in the preparation of the guidelines, the process

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
about 30 countries provided input to an initial draft
that was discussed by the Executive Boards of the IMF
and World Bank in July 2000. Following these discus-
sions, more than 300 representatives from 122 coun-
tries attended five outreach conferences on the
guidelines in Abu Dhabi, United Arab Emirates; Hong
Kong Special Administrative 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 institutions in March 2001, and
endorsed by the IMFC and the Development
Committee3 at their meetings in April 2001. Since
then, the guidelines have been available on the IMF
and World Bank web sites in five languages (English,
French, Spanish, Russian, and Arabic), and a hard
copy version was published by the two institutions in
September 2001.4 The guidelines are summarized in
Appendix I.

In the course of the Board discussions, the
Executive Directors of the IMF and the World Bank
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asked their staff to prepare an accompanying docu-
ment to the guidelines 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 guidelines, but instead
delineate the experiences of various countries in
the form of case studies. In response, staff from the
IMF and the World Bank have prepared this docu-
ment, which contains 18 country case studies to
illustrate how a range of countries from around the
world and at different stages of economic and
financial development are developing their capac-
ity in debt management in a manner consistent
with the guidelines. The diverse nature of the coun-
tries represented in the case studies is illustrated by
the economic and financial indicators presented in
Table I.1. The experience of these countries should
offer some useful practical suggestions of the kinds

of steps that other countries could take as they
strive to build their capacity in government debt
management.

In line with the process adopted for the guide-
lines, the preparation of the accompanying docu-
ment has sought to foster countries’ sense of
ownership of the product and ensure that the
descriptions of individual country practice and the
lessons learned are well grounded. The 18 country
case studies were prepared by government debt man-
agers coordinated by IMF and World Bank staff. They
cover both their domestic debt management and for-
eign financing activities. After collecting the informa-
tion and preparing initial drafts of the case studies,
the officials involved in preparing the case studies
were invited to an outreach conference in
Washington in September 2002 to discuss the conclu-
sions drawn from the cases by IMF and World Bank

staff, as well as the document as a whole.

Table I.1. Selected Macroeconomic and Financial Indicators for Case Study Countries in 2001

Standard and Poor’s

General Broad Stock market long-term Moody’s
Nominal GDP government money capitalization debt ratings long-term
per capita net debt (M2) (1999 data) Foreign Local debt
(US$) (%GDP) (%GDP) (%GDP) currency currency ratings
Brazil 2,986 56 25 30 BB- BB+ B1
Colombia 2,021 47a 31 13 BB BBB Ba2
Denmark 30,160 39 39 60 AAA AAA Aaa
India 466 90 65 41 BB BBB- Ba2
Ireland 26,596 25 n.a.b 45 AAA AAA Aaa
Italy 18,904 104 n.a.b 62 AA AA Aaa
Jamaica 3,758 130¢ 44 38 B+ BB- Ba3
Japan 32,637 66 131 105 AA AA Aal
Mexico 6,031 42 29 32 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 59a n.a.b 58 AA AA Aa2
Slovenia 10,605 1 52 11 A AA A2
South Africa 2,490 43a 60 200 BBB— A- Baa2
Sweden 23,547 -3 46 156 AA+ AAA Aal
United Kingdom 23,765 31 95 203 AAA AAA Aaa
United States 36,716 42 53 182 AAA AAA Aaa

a. Gross debt as a percent of GDP.

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

c. End of fiscal year 2001-02.

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



What Is Public Debt Management and
Why Is It Important?

Public debt management is the process of establish-
ing and executing a strategy for managing the gov-
ernment’s debt to raise the required amount of
funding, pursue its cost/risk objectives, and meet any
other public debt management goals the government
may have set, such as developing and maintaining an
efficient and liquid market for government securities.
In a broader macroeconomic context for public
policy, governments should seek to ensure that both
the level and the rate of growth in their public debt
are fundamentally sustainable over time and can be
serviced under a wide range of circumstances while
meeting cost/risk objectives. Government debt man-
agers share fiscal and monetary policy advisers’ con-
cerns that public sector indebtedness remains on a
sustainable path and that a credible strategy is in
place to reduce excessive levels of debt. Debt man-
agers should ensure that the fiscal authorities are
aware of the impact of government financing require-
ments and debt levels on borrowing costs.” Examples
of indicators that address the issue of debt sustain-
ability include the public sector debt-service ratio and
ratios of public debt to GDP and to tax revenue.b
Every government faces policy choices concern-
ing 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 manage-
ment. On many of these issues, there is increasing
convergence in the global debt management com-
munity on what are considered prudent sovereign
debt management practices that can also reduce vul-
nerability to contagion and financial shocks. These
include (a) recognition of the benefits of clear objec-
tives for debt management; (b) weighing risks against
cost considerations; (c) the separation and coordina-
tion of debt and monetary management objectives
and accountabilities; (d) a limit on debt expansion;
(e) the need to carefully manage refinancing and
market risks and the interest costs of debt burdens;
(f) the necessity of developing a sound institutional
structure and policies for reducing operational risk,
including clear delegation of responsibilities and
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associated accountabilities among government agen-
cies involved in debt management; and (g) the need
to carefully identify and manage the risks associated
with contingent liabilities.

Public debt management problems often origi-
nate in the lack of attention paid by policymakers to
the benefits of having a prudent debt management
strategy and the costs of weak macroeconomic man-
agement and excessive debt levels. In the first case,
authorities should pay greater attention to the bene-
fits of having a prudent debt management strategy,
framework, and policies that are coordinated with a
sound macropolicy framework. In the second, inap-
propriate fiscal, monetary, or exchange rate policies
generate uncertainty in financial markets regarding
the future returns available on local currency—denom-
inated investments, thereby inducing investors to
demand higher risk premiums. Particularly in devel-
oping and emerging markets, borrowers and lenders
alike may refrain from entering into longer-term com-
mitments, which can stifle the development of domes-
tic financial markets and severely hinder debt
managers’ efforts to protect the government from
excessive rollover and foreign exchange risk. A good
track record of implementing sound macropolicies
can help to alleviate this uncertainty. This should be
supplemented with appropriate technical infrastruc-
ture—such as a central registry and payments and set-
tlement systems—to facilitate the development of
domestic financial markets.

In addition, poorly structured debt in terms of
maturity, currency, or interest rate composition and
large and unfunded contingent liabilities has been
important factors in inducing or propagating eco-
nomic crises in many countries throughout history. For
example, irrespective of the exchange rate regime, or
whether domestic or foreign currency debt is involved,
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 left government budgets seriously exposed to
changing financial market conditions, including
changes in the country’s creditworthiness, when this
debt has to be rolled over. Foreign currency debt also
poses particular risks, and excessive reliance on for-
eign currency debt can lead to exchange rate or mon-
etary pressures or both if investors become reluctant to
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refinance the government’s foreign currency debt. By
reducing the risk that the government’s own portfolio
management will become a source of instability for the
private sector, prudent government debt manage-
ment, along with sound policies for managing contin-
gent liabilities, can make countries less susceptible to
contagion and financial risk.

The size and complexity of a government’s debt
portfolio often can generate substantial risk to the
government’s balance sheet and to the country’s
financial stability. As noted by the Financial Stability
Forum’s Working Group on Capital Flows, “recent
experience has highlighted the need for govern-
ments to limit the build-up of liquidity exposures and
other risks that make their economies especially vul-
nerable to external shocks.”” Therefore, sound risk
management by the public sector is also essential for
risk management by other sectors of the economy
“because individual entities within the private sector
typically are faced with enormous problems when
inadequate sovereign risk management generates vul-
nerability to a liquidity crisis.” 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
measures, such as lengthening the maturities of bor-
rowings and paying the associated higher debt-servic-
ing costs (assuming an upward-sloping yield curve),
adjusting the amount, maturity, and composition of
foreign exchange reserves, and reviewing criteria and
governance arrangements for contingent liabilities.

There are, however, limits to what sound debt
management policies can deliver in and of themselves.
Sound debt management policies are no panacea or
substitute for sound fiscal 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 financial
risk by playing a catalytic role for broader financial
market development and financial deepening.

Purpose of the Guidelines

The guidelines are designed to assist policymakers in
considering reforms to strengthen the quality of their

public debt management and reduce their country’s
vulnerability to domestic and international financial
shocks. Vulnerability is often greater for smaller and
emerging market countries because their economies
may be less diversified, have smaller bases of domes-
tic financial savings (relative to GDP), and less devel-
oped financial systems. They could also be more
susceptible to financial contagion, if foreign investor
exposures are significant, through the relative mag-
nitudes of capital flows. As a result, the guidelines
should be considered within a broader context of the
factors and forces more generally affecting a govern-
ment’s liquidity 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 man-
agement in the private sector. However, irrespective
of whether financial shocks originate within the
domestic banking sector or from global financial con-
tagion, prudent government debt management poli-
cies, sound macroeconomic and
regulatory policies, are essential for containing the
human and output costs associated with such shocks.

The guidelines cover both domestic and external
public debt and encompass a broad range of financial

along with

claims on the government. They seek to identify areas
in which there is broad agreement on what generally
constitutes sound practices in public debt manage-
ment. The guidelines focus on principles applicable
to a broad range of countries at different stages of
development and with various institutional structures
of national debt management. They should not be
viewed as a set of binding practices or mandatory stan-
dards or codes, nor should they suggest that a unique
set of sound practices or prescriptions exists that
would apply to all countries in all situations. The
guidelines are mainly intended to assist policymakers
by disseminating sound practices adopted by member
countries in debt management strategy and opera-
tions. Their implementation will vary from country to
country, depending on each country’s circumstances,
such as its state of financial development. Heavily
indebted poor countries (HIPCs) face special chal-
lenges in this regard.® The terms and conditions sur-
rounding debt relief provided to them typically



include provisions that focus on the need to improve
debt management practices in ways that are consistent
with the guidelines (see Box I.1).

Building capacity in sovereign debt manage-
ment can take several years, and country situations
and needs vary widely. Their needs are shaped by
the capital market constraints they face; the
exchange rate regime; the quality of their macroe-
conomic, fiscal, and regulatory policies; the effec-
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tiveness of the budget management system; the insti-
tutional 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 goals, while recogniz-
ing the policy settings, institutional framework,
technology, and human and financial resources that
are available. The guidelines should assist policy
advisers and decision makers involved in designing

Box I.1. Applying the Guidelines to the HIPCs

The HIPC Initiative was launched by the World Bank and the IMF in 1996 (and later enhanced in 1999) as a compre-
hensive effort to eliminate unsustainable debt in the world’s poorest, most heavily indebted countries. Through the pro-
vision of debt relief to eligible HIPCs that show a strong track record of economic adjustment and reform, the initiative
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 accu-
mulation of unsustainable levels of debt in these countries. Together with sound overall macroeconomic policy settings,
prudent debt management in the HIPCs remains central to ensuring a durable exit from the unsustainable debt burden.

A recent survey by staff of the World Bank and the IMF revealed that several very important weaknesses continue to exist
in key aspects of debt management in the HIPCs, notably in the design of their legal and institutional frameworks, coor-
dination of debt management with macroeconomic policies, new borrowing policy, and the human and technical require-
ments for performing basic debt management functions.? In the area of the legal framework, although 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, require 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, a first step could be to implement clear and transparent legal and institutional frameworks. The guide-
lines 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 ways in which borrowing authority can be delegated
from the parliament and the council of ministers to debt managers with appropriate accountability mechanisms, the mer-
its of centralizing debt management activities in a single unit, and some ways in which appropriate controls can be intro-
duced to manage the operational risks associated with debt management activities. They also 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 fewer than half of the HIPCs have in place a comprehensive,
forward-looking strategy focused on medium-term debt sustainability. Many do not regularly conduct a debt sustain-
ability analysis, 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,
as well as regular conduct of debt sustainability analysis, are critical, not only as part of the requirements for the HIPC
Initiative process, but also if these countries are not to relapse into an unsustainable debt position. In particular, close
coordination among the budget, cash management, and planning functions and the debt management office is essen-
tial. Again, the guidelines and the lessons drawn from the case studies provide some insights into how they can
develop debt management strategies that pay attention to the medium- to long-term implications of economic poli-
cies and the resulting implications for debt sustainability. For example, they show how various countries have built
linkages among debt managers, cash managers, and monetary and fiscal policymakers to ensure that relevant infor-
mation is regularly shared and their respective policies and operational activities are appropriately coordinated.

(Box continues on the following page.)
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Box I.1. (continued)

Unsustainable debt burdens in the HIPCs have 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 develop
a comprehensive debt strategy, and many lack complete information on the total debt they have incurred or guaran-
teed. Moreover, even though domestic debt is becoming an important aspect of fiscal sustainability in some low-
income countries, including the HIPCs, underdeveloped domestic financial markets seriously limit the role of
domestic debt in most HIPCs. If they are to ensure long-term sustainability beyond the HIPC Initiative completion
point, however, they need to develop borrowing strategies that are clear, transparent, and enforceable and begin to
develop a domestic debt market so that they can broaden the range of borrowing options available to them. The
guidelines and the case studies offer some lessons on how they could implement a framework that they could not only
use to develop an overall debt management strategy—including sound new borrowing policies—and develop their
domestic debt markets, but also allow debt managers in these countries to identify and manage the trade-offs between
the expected costs and risks in the government debt portfolio. For example, they highlight the benefits of using an
asset and liability management (ALM) approach to assessing the debt service costs of different borrowing strategies
in tandem with the financial characteristics of government revenues, expenditures, and financial assets. They encour-
age debt managers to stress test the results obtained so that debt strategy decision makers have an understanding of
how the chosen strategy will perform in a variety of economic and financial settings. They also note how increased
transparency in debt management activities and the choice of borrowing instruments can be used to promote the
development of a liquid market for domestic government securities.

To be able to develop strong systems for debt management in a manner consistent with the guidelines, the 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 manage-
ment information services required to manage the debt burden effectively. The HIPC Initiative process itself recog-
nizes this by focusing on, among other things, the technical assistance requirements of HIPCs reaching the decision
point. At the same time, the countries themselves 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 polit-
ical support is critical to the success of any efforts to strengthen debt management capacity.

In general, 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, but they are particularly relevant for the HIPCs.
For them, the guidelines and lessons drawn can not only facilitate achievement of the decision and completion points
of the HIPC Initiative process, but, more important, they can help ensure that debt sustainability is maintained for
many years to come.

a. See International Development Association, “External Debt Management in Heavily Indebted Poor Countries,”
Board Discussion Paper IDA/ SecM2002-0148, (Washington), 2002.
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3. 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 financial resources required to
promote economic development in developing countries.

4. International Monetary Fund and the World Bank, 2001,
Guidelines for Public Debt Management Washington.

5. Excessive levels of debt that result in higher interest rates
can have adverse effects on real output. See, for example, A.
Alesina, M. de Broeck, A. Prati, and G. Tabellini, “Default Risk on
Government Debt in OECD Countries,” Economic Policy: A
LEuropean Forum (October 1992), pp. 428-63.
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6. Guidelines for Public Debt Management, p. 1. For a discussion
of indicators of external vulnerability for a country, see
International Monetary Fund, Debt- and Reserve-Related Indicators of
External Vulnerability, SM/00/65 (Washington), 2000.

7. Financial Stability Forum, Report of the Working Group on
Capital Flows, (Basel), April 5, 2000, p. 2.

8. Forty-one countries are considered to be HIPCs. A list of
the 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.



Lessons from the Country Case Studies

This chapter pulls together the main lessons from the
18 country case studies contained in Part II of the doc-
ument plus the results of a survey of debt management
practices, summarized in Table 1.2, to show how many
countries at different stages of economic and financial
developments are developing their public debt man-
agement practices in a manner consistent with the
guidelines. The aim is to highlight the different ways in
which countries can improve their debt management
activities by illustrating the variety of ways that the key
principles contained in the guidelines have been
implemented in practice. References to specific prac-
tices contained in the case studies demonstrate how
the guidelines are applied; further details on individ-
ual country practices can be found in the country case
studies in Part II of the document. Implications of
these practices for countries seeking to improve their
own debt management capabilities are also discussed.
The conclusions are grouped in accordance with the
six sections of the guidelines: objectives for debt man-
agement and coordination with fiscal and monetary
policies, transparency and accountability for debt man-
agement activities, institutional framework governing
debt management activities, debt management strat-
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egy, the framework used for managing risks, and devel-
oping and maintaining an efficient market for govern-
ment securities.

Debt Management Objectives and
Coordination

The guidelines in this section address the main objec-
tives for public debt management, the scope of debt
management, and the need for coordination among
debt management and monetary and fiscal policies.
They encourage authorities to consider the risks asso-
ciated with dangerous debt strategies and structures
when they set the objectives for debt managers and
suggest that debt management should encompass the
main financial obligations over which the central gov-
ernment exercises control. Given the importance of
ensuring appropriate coordination among debt man-
agement and fiscal and monetary policies, they recom-
mend that authorities share an understanding of the
public policy objectives in these domains. They also
promote the sharing of information on the govern-
ment’s current and future liquidity needs, but argue
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Table 1.2. Survey of Debt Management Practices

Yes No

Institutional framework
Annual borrowing authority 14 78% 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 33%
Formal guidelines for managing market and credit risk 10 56% 8 44%
Annual debt management reports 15 83% 3 17%
Regular external peer reviews of debt management activities 10 63% 6 38%
Annual audits of debt management transactions 16 89% 2 11%
Code-of-conduct and conflict of interest guidelines for debt management staff 12 67% 6 33%
Business recovery procedures in place 11 69% 4 25%
Portfolio management
Stress test of market risk exposures 10 59% 7 41%
Trading conducted to profit from expected movements in interest or exchange rates 5 29% 12 71%
Government cash balances managed separately from debt 11 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 44%
Primary market structure for government debt
Auctions used to issue domestic debt 18 100% 0 0%

UP = uniform price 10 56% 8 44%

MP = multiple price 15 83% 3 17%
Fixed-price syndicates used to issue domestic debt 5 28% 13 72%
Benchmark issues for domestic market 16 89% 2 11%
Preannounced auction schedule 17 94% 1 6%
Central bank participates in the primary market 6 33% 12 67%

only on a competitive basis 6 43% 8 57%

Primary dealer system 13 72% 5 28%
Universal access to auctions 10 56% 8 44%
Limits on foreign participation 1 6% 17 94%
Collective action clause, domestic issues 0 0% 18 100%
Collective action clause, external issues 6 33% 12 67%
Secondary market for government debt
Over-the-counter (OTC) market 15 88% 2 12%
Exchange-traded market mechanism 14 82% 3 18%
Clearing and settlement systems reflect sound practices 17 94% 1 6%
Limits on foreign participation 1 6% 17 94%
Portfolio management statistics: strategic benchmarks
Duration 11 65% 6 35%
Term-to-maturity 12 71% 5 29%
Fixed-floating Ratio 12 71% 5 29%
Currency composition 14 88% 2 13%
Are benchmarks publicly disclosed? 8 50% 8 50%
Use of derivatives 9 56% 7 44%

Note: Percentages are computed on the basis of the number of responses to each question because some countries did not answer all of the questions.
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that where the level of financial development allows,
there should be a separation of debt management
and monetary policy objectives and accountabilities.

Application

Objectives

The objectives governing debt management in all 18
countries emphasize the need to ensure that the gov-
ernment’s financing needs and its payment obliga-
tions are met at the lowest possible cost over the
medium to long run. However, although most coun-
tries’ statement of objectives makes explicit refer-
ences to the need to manage risks prudently, this is
not universal. For example, the goals governing debt
management in the United States emphasize the
need to “meet the financing needs of the government
at the lowest cost over time.” Similarly, Jamaica’s
objectives are defined as “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.” Even though no explicit reference is made to
the need to manage risks in a prudent fashion, these
countries do not simply strive to minimize costs in the
short run without regard to risk.

Many countries also promote the development
and maintenance of efficient primary and secondary
markets for domestic government securities as an
important complementary objective for debt man-
agement. In the short run, governments may have to
accept higher borrowing costs 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 a
less risky debt stock, because a well-functioning
domestic market would enable them to issue a larger
share of their debt in longer-term, fixed-rate, domes-
tic 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 lessening dependence on external sources
of financing. And even when this objective is not
explicitly included 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 this regard is the
active role played by debt managers in many coun-
tries in working with market participants to introduce
electronic trading in their domestic government debt
markets.

Developing the market for government securities
can also help to stimulate the development of domes-
tic markets for private securities. For example, in
Japan the development of the secondary market for
government securities is considered to be an impor-
tant objective for debt management because this mar-
ket, by virtue of being a low credit risk, serves as the
foundation for domestic financial markets and is by
far the most actively traded segment of the domestic
bond and debenture market.

Scope

Debt management activities in most countries sur-
veyed encompass the main financial obligations over
which the central government exercises control.
Where differences arise, they tend to be over the
extent to which debt managers play a role in manag-
ing retail debt issued directly to households (e.g.,
nonmarketable savings instruments), contingent lia-
bilities, and debt issued by subnational governments,
and also on the extent to which foreign currency debt
management is integrated with domestic debt man-
agement. For example, in the United Kingdom, the
wholesale and retail debt programs are managed by
separate agencies, but in the United States, both debt
programs are managed by a single group. In Ireland,
the management of explicit contingent liabilities is
handled by the Ministry of Finance (Exchequer), and
wholesale debt funding is managed by the debt man-
agement agency, whereas in Colombia and Sweden,
debt managers play an active role in the management
of explicit contingent liabilities. The Colombian
approach reflects, in part, a response to past experi-



ence where these obligations had grown rapidly as a
result of 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 a more rigorous fashion.

Most national debt managers do not play a role
in the management of debt issued by other levels of
government, because the national governments typi-
cally are not liable for debts incurred by those gov-
ernments. The United States is a good example in
this regard. However, in Colombia and India, debt
managers are actively involved in the management of
debt at both national and subnational levels of gov-
ernment. In Colombia, difficulties encountered by
some other Latin American countries due to exces-
sive borrowing by subnational governments led fed-
eral debt managers to set limits on subnational
government borrowing to ensure that the financial
condition of these governments does not undermine
the health of federal finances. In India, the involve-
ment of the central bank in the management of the
debts of the states is a voluntary contractual arrange-
ment that enables the states to access the debt man-
agement expertise and resources that exist within the
central bank.

Even if national debt managers are not directly
involved in the management of debt issued by other
levels of government, recent financial crises have
shown that these debts can contribute to financial
instability. Thus, the national government in some
countries, such as Italy, requires other levels of gov-
ernment to provide it with information on their bor-
rowing activities. In addition, situations can arise
where the national government may need to play a
role in managing these debts even if it does not
directly involve the national debt managers. For
example, when the Brazilian central government
refinanced debts issued by Brazilian states in 1997
and municipalities in 1999, as a condition of these
refinancing programs, the Brazilian Treasury estab-
lished contracts with these subnational borrowers.
These contracts have strict rules on subnational
spending and new borrowings. Adherence to these
rules and those governments’ fiscal situations are reg-
ularly monitored by the treasury.
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Coordination with monetary and fiscal policies

The industrial 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. This is most evident
for those countries surveyed that are members of the
European Economic and Monetary Union (EMU),
because monetary policy is conducted by the
European System of Central Banks (ESCB), and debt
management is conducted by the national authori-
ties, thereby minimizing the risk of possible conflicts
of interest between debt management and monetary
policy. Provisions in the Maastricht Treaty, which pre-
vent governments from borrowing from their
national central banks, and debt limits, which foster
debt sustainability, reinforce the separation of debt
management from monetary policy in the EMU. Also,
there are appropriate information-sharing mecha-
nisms in place to ensure that the national central
banks have the information they need on their gov-
ernments’ liquidity flows so that they and the
European Central Bank can work together to manage
the amount of liquidity circulating in the eurosystem.
For example, in Italy, debt managers from the Italian
Treasury continuously monitor and formulate projec-
tions of expected government cash flows, taking into
account the usual annual cyclical 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 channeled. To ensure proper financial con-
trol over the government’s finances, only the treasury
is authorized to transact through this account.

The industrialized countries surveyed have also
taken steps to ensure that debt managers and central
banks coordinate their activities in financial markets
so that they are not operating at cross-purposes. In
the United Kingdom, for example, the Debt
Management Office (DMO) avoids holding auctions
at times when the Bank of England is conducting
money market operations, and it does not hold



14 GUIDELINES FOR PUBLIC DEBT MANAGEMENT

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 apply to bilateral operations conducted by the
DMO because of their relatively low market profile
compared with auctions. An example of what can
happen when there is insufficient coordination at an
operating level was cited by one country at the out-
reach conference. It admitted that a past failure to
coordinate activities between the central bank and
debt managers in financial markets led to an awkward
situation where the ministry of finance was repaying
foreign currency debt at the same time as the central
bank was in need of foreign exchange reserves.

Industrial countries have also found ways to deal
with the potential conflicts that can arise between
central banks and debt managers when central banks
seek to use government securities in their open mar-
ket operations. This issue is especially acute when
government borrowing requirements are modest or
nonexistent, but the central bank needs a large vol-
ume of low-risk assets for use in implementing mon-
etary policy. In the EMU, for example, the ESCB has
developed a broad list of public and private securi-
ties that it is willing to use in its open market opera-
tions so as to avoid the need to rely strictly on
government securities. Similar steps have also been
taken by central banks in the other industrial coun-
tries surveyed.?

The coordination challenges are more acute for
emerging market and developing countries that do
not have well-developed financial markets. The lack
of central bank independence and the absence of
well-developed domestic markets make it difficult for
them to wean governments from central bank credit.
This also makes it difficult to separate debt manage-
ment 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.

Many countries, such as Poland, have also expe-
rienced difficulties in projecting government rev-
and expenditures? establishing
appropriate coordination mechanisms and informa-

enues and

tion-sharing arrangements between the ministry of
finance and the central bank.# Nonetheless, some

have taken important steps toward ensuring proper
coordination between debt management and mone-
tary policy activities. For example, in Brazil and
Colombia, debt managers and central bankers regu-
larly meet to share information and construct projec-
tions of the government’s current and future liquidity
needs.’> In Mexico, debt management, fiscal policy,
and monetary policy are formulated using a common
set of economic and fiscal assumptions. Moreover,
the Mexican central bank acts as the financial agent
of the government in many transactions. This helps
to cement a continuous working relationship in
Mexico among fiscal, debt management, and mone-
tary policy authorities and foster the appropriate
sharing of information. In Slovenia, the central bank
is given an opportunity to comment ahead of time on
the annual financing program contained within the
fiscal documents, and the government is legally pro-
hibited from borrowing directly from the central
bank. In addition, under a formal agreement, the
Slovenian Ministry of Finance supplies the central
bank with regularly updated forecasts of projected
day-to-day cash flows of all government revenues and
expenditures over one- and three-month horizons.
Officials from both institutions also meet regularly to
share information on the technical details regarding
the implementation of their respective policies.
Among other emerging market countries—in
Jamaica, for example—the transfer of debt manage-
ment activities from the central bank to the Ministry
of Finance and Planning has resulted in greater coor-
dination of fiscal policy and debt management activi-
ties, and, as in many countries, it has also allowed for
amore clearly defined set of debt management objec-
tives that are determined independently of monetary
policy considerations. At the policy level, there are
regular meetings between senior officials of the plan-
ning authorities—the Ministry of Finance and
Planning, the Bank of Jamaica, the Planning Institute
of Jamaica, and the Statistical Institute of Jamaica—to
ensure consistency in the government’s economic
and financial program. At the technical level, there
are regular weekly meetings where information is
shared on the government’s liquidity requirements
and borrowing programs, as well as on current mon-
etary conditions and developments in financial mar-
kets. In India, the requisite coordination among debt



management, fiscal, and monetary policies is
achieved through various regular meetings within the
central bank, as well as through regular discussions
between central bank and Ministry of Finance staff
on the government’s fiscal situation and the implica-
tions for borrowing requirements. In addition, debt
management officials attend the monthly monetary
policy strategy meeting, and there is an annual 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 a formal separa-
tion of debt management from monetary policy in
the future would depend on the development of
domestic financial markets, the achievement of rea-
sonable control over the fiscal deficit, and legislative
changes. In Morocco, the Treasury and External
Finance Department, which is responsible for debt
management, participates actively in defining the ori-
entations of the budget law, particularly the level of
the budget deficit and the resources to cover it.

Implementation considerations

The introduction of appropriate, well-articulated
objectives for debt management is an important step
that can be introduced by any country regardless of
its state of economic and financial development.
Indeed, in recent years, many countries have intro-
duced objectives that explicitly mention the need to
manage risks as well as achieve low funding costs for
the government, or at least make clear that the focus
on costs is over a medium- to long-run horizon so that
debt managers are not tempted to pursue short-term
debt-service cost savings at 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 useful
way of anchoring ensuing discussions on debt man-
agement strategy and the execution of borrowing
decisions.

Country circumstances, such as the state of
domestic financial markets and the degree of central
bank independence, play an important role in deter-
mining the range of activities that are handled by
debt management, as well as the extent to which debt
management and monetary policy objectives and
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instruments can be separated. Coordination between
the budget management and debt management func-
tions is crucial. This is particularly the case in transi-
tion and developing economies, where the lack of
capacity to accurately forecast 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.
Nonetheless, as shown above, there are many steps
that countries can take to build appropriate coordi-
nation mechanisms over time, regardless of their
state of economic and financial development.

Particularly for developing and emerging market
countries, it is important to have good coordination
between the fiscal policy advisers and the debt man-
agement function. The debt managers’ role here is to
convey their views not only on the costs and risks asso-
ciated with government financing requirements, but
also the financial market’s views on the sustainability
of the government’s debt levels.

Transparency and Accountability

The guidelines in this section argue in favor of dis-
closing the allocation of responsibilities among those
responsible for executing different elements of debt
management, the objectives for debt management,
and the measures of cost/risk that are used. They also
encourage countries to disclose materially important
aspects of debt management operations and infor-
mation on the government’s financial condition and
its financial assets and liabilities, and highlight the
need to ensure that debt management activities are
audited to foster proper accountability.

Application

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

In many industrial countries, the objectives for debt
management and the roles and responsibilities of the
institutions involved are explicitly stated in the laws
governing debt management activities. This informa-
tion also is often published in annual reports pre-
pared by debt management authorities and on
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official web sites. Indeed, as indicated in Table 1.2, 15
countries reported that they produce annual debt
management reports. Among emerging market and
developing countries, there are less formal ways to
disclose these items. In Morocco, for example, the
Minister of Economy and Finance announces the
objectives for debt management each year at an
press conference, whereas
announces the goals and instruments for debt man-

annual Slovenia
agement in the annual Financing Program and other
policy documents, which are available on govern-
ment web sites.

Not all countries in the survey set specific targets
for risk (such as targets for duration and currency
composition)—the results in Table 1.2 suggest that
about one-third, including Japan and the United
States, do not—but most of those that do set targets,
disclose them. For example, Brazil’s benchmark tar-
gets are publicly disclosed in the government’s annual
borrowing program, which also provides a compre-
hensive overview of debt management activities and
the government’s financial situation. Denmark pub-
lishes its targets in a special announcement to the
stock exchange and as part of its annual report, and
Sweden’s targets are published in the annual debt
management guidelines given to the Swedish
National Debt Office (SNDO) by the government
(cabinet) before the start of the fiscal year. In Italy,
public disclosure of strategic cost/risk analysis is at an
early stage of development; however, current versions
are available on the Italian Treasury’s web site.

Public availability of information on debt
management policies

All countries disclose materially important aspects of
their debt management operations and information
on the government’s financial condition and its
financial assets and liabilities. The Italian Treasury,
for example, maintains an extensive web site that
includes information on the government’s annual
auction calendar, the quarterly issuing program, ten-
der announcements, auction results, and informa-
tion on government securities and the primary
dealers in Italian government securities markets.
Among emerging market countries, the Jamaican
debt strategy 1is

government’s presented to

Parliament at the start of the fiscal year in the form of
a Ministry Paper that has widespread public distribu-
tion and is available on the ministry’s web site.
Comprehensive information on Jamaica’s debt is also
available on the ministry’s web site. 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 electronic media and on the ministry’s web site.
In India, an auction calendar was introduced in April
2002, which has improved the transparency of the
borrowing program. In addition, the Reserve Bank of
India regularly issues statistical information on the
primary and secondary markets for government secu-
rities, and it began issuing data on trades in govern-
ment securities on a real-time basis through its web
site in October 2002. In Morocco, the Minister of
Economy and Finance’s annual press conference also
includes a presentation on the key results and statis-
tics on government debt for the previous year plus an
overview of the measures and actions to be imple-
mented 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 they hold regular meetings
with market participants to enhance their under-
standing of debt management activities.

Accountability and assurances of integrity by
agencies responsible for debt management

Almost all countries’ debt management activities are
audited annually by a separate government-auditing
agency that reports its findings to parliament. The
data in Table 1.2 indicated that 16 countries have
annual debt management audits, and 10 have regular
external peer reviews. For example, in Ireland, the
annual accounts are audited by the state auditor
(Comptroller and Auditor General), even though the
Irish debt management agency engages a major inter-
national accounting firm to undertake an internal
audit of all data, systems, and controls. In Denmark,
the state auditor (Auditor General) audits govern-
ment debt management with the help of the central
bank’s internal audit department. In India, however,
separate financial accounts for the debt management
operations at the central bank are not prepared and



thus cannot be subjected to a formal audit. Although
accounting for government debt is done by the gov-
ernment’s Controller General of Accounts, the
accounts are subject to audit by the Comptroller and
Auditor General of Accounts, a constitutional body.
The relevant central bank departments are also sub-
jected to an internal management audit and concur-
rent audit.

Implementation considerations

All countries surveyed issue a wide range of informa-
tion on their debt management objectives, issuance
procedures, and financial requirements to market
participants and the general public, and the level of
disclosure does not appear to be overly dependent on
a country’s state of economic and financial develop-
ment. This process has been helped immeasurably by
the introduction of the Internet, which provides a
vehicle for issuing this information in a cost-effective
manner to a worldwide audience. However, as noted
in Box I.1 for HIPCs, for many developing countries,
an important step toward improving transparency in
their debt management activities is obtaining com-
plete and reliable data on their debt obligations.
Such a step is a necessary precondition to operating
in a manner consistent with the disclosure require-
ments of the guidelines.

Institutional Framework

The guidelines in this section address the importance
of sound governance and good management of oper-
ational risk. They recommend that the authority to
borrow and undertake other transactions related to
debt management as well as the organizational frame-
work be clear and well specified. To reduce opera-
tional risk, they highlight the need for well-articulated
responsibilities for staff and a system of clear moni-
toring and control policies and reporting arrange-
ments. They also 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 accu-
rate and comprehensive management information
system, a code of conduct, conflict-of-interest guide-

Lessons from the Country Case Studies 17

lines, and sound business recovery procedures is also
encouraged.

Application

Governance

In all of the countries surveyed, the legal authority to
borrow in the name of the central government rests
with the parliament or congressional legislative body.
However, practices differ with respect to the delega-
tion of borrowing power from the parliament to debt
managers. In most of the countries, legislation has
been enacted authorizing the ministry (or minister)
of finance (or its equivalent) to borrow on behalf of
the government. In some others, that power has been
delegated to the council of ministers (the cabinet)
and, in one case (India), directly to the central bank.
Whether the delegation is to the council of ministers,
the ministry, or the minister of finance seems to be
more of a formality that recognizes country conven-
tions regarding the decision making within the gov-
ernment than a practical matter.

The mandate to borrow is usually restricted,
either by a borrowing limit expressed in net or gross
terms or by a clause regarding the purpose of the bor-
rowing. Most countries surveyed rely on borrowing
limits (Table 1.2) defined in terms of a debt ceiling or
an annual borrowing limit. The most common struc-
ture is that the parliament sets an annual limit in con-
nection with the approval of the fiscal budget, which
then functions as a means for it to control the bud-
get. With the “purpose” clause, the mandate is
restricted to certain borrowing purposes, the main
ones being to finance the budget deficit and refi-
nance existing obligations. In practice, the parlia-
ment has significant control over the debt, even when
the borrowing is restricted to certain purposes. The
main purpose is always to cover any budget deficit,
which the parliament influences when it approves the
expenditures and tax measures contained in the bud-
get. If the deficit deviates significantly from the path
projected in the budget, it is possible for the parlia-
ment to intervene, either during the fiscal year or by
modifying the budget for subsequent fiscal years.

Another example of a legislative debt ceiling is
the one used by Poland, a prospective EMU member.
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Poland has inserted into its Constitution a require-
ment that total government debt, augmented by the
amount of anticipated disbursements on guarantees,
is not allowed to exceed 60 percent of GDP, the debt
limit stipulated by the Maastricht Treaty. Denmark
and the United States are examples of other coun-
tries that also have legislative limits on the stock of
debt outstanding.

The country with the most open mandate is the
United Kingdom, where the National 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 sees fit.
However, the U.K. Parliament has an indirect influ-
ence on the size of the deficit, and hence the debt
level, in that it approves tax rates and the govern-
ment’s spending plans. Moreover, in the current fis-
cal policy framework, the government has the stated
objective to limit net debt to a maximum of 40 per-
cent of GDP.

Delegation of debt management authority from
the council of ministers or the ministry of finance to
the unit responsible for the debt management is usu-
ally stipulated in the form of either a governmental
ordinance or a power of attorney. However, most
countries surveyed ensure that the government or
the ministry retains the power to decide on the debt
management strategy, normally after considering a
proposal from the debt managers. Most countries,
especially those with a separate debt agency, have
adopted formal guidelines for that purpose. At the
outreach conference, it was noted that it is important
to ensure that decision makers are fully informed
about the consequences of their chosen debt man-
agement 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
past, the lack of clear objectives and weak governance
arrangements led to political pressure on them to
focus on achieving short-term debt-service cost sav-
ings at the expense of leaving the debt portfolio
exposed to the risk of higher debt-service costs in the
future. In one country, this also led to an awkward sit-
uation where political interference in the timing of
debt issues forced the debt managers to raise a sig-

nificant amount of the annual borrowing require-
ment toward the end of the fiscal year, after it became
apparent that interest rates were not going to evolve
as expected.

The details contained in these guidelines differ
across countries. In Sweden, for example, the guide-
lines are set each year by the Council of Ministers,
and they specify targets for the amount of foreign
currency debt, inflation-linked debt, and nominal
domestic currency debt. They also indicate the gov-
ernment’s preferred average duration for total nomi-
nal debt, the maturity profile of the total debt, and
rules for the evaluation of the debt management. In
Portugal, which also has a separate debt agency, the
guidelines are determined by three different deci-
sions. First, the Minister of Finance sets long-term
benchmarks for the composition of the debt portfo-
lio. These reflect selected targets concerning the
duration, currency risk, and refinancing risk, and
they are used to evaluate the cost and performance of
the debt portfolio. Second, the government (Council
of Ministers) specifies annually which debt instru-
ments are to be used and their respective gross bor-
rowing limits. Finally, the Minister of Finance
annually approves guidelines for specific operations,
such as buybacks; repos; the issuing strategy in terms
of instruments, maturities, timing, and placement
procedures; measures regarding the marketing of the
debt; and the relationship with the primary dealers
and other financial intermediaries.

The case studies reveal a clear trend toward cen-
tralizing public debt management functions. Most
countries have placed them in the ministry of finance.
For example, as mentioned previously, Jamaica cen-
tralized the core debt management functions in the
Debt Management Unit of the Ministry of Finance
and Planning in 1998. Before then, they had been
divided between the ministry and the central bank. In
the same year, Poland also centralized its domestic
and foreign debt management in the Public Debt
Department of the Ministry of Finance. Brazil plans to
centralize all aspects of debt management within the
Treasury in September 2003; the central bank cur-
rently handles the front office activities associated
with international capital market borrowings, and
domestic debt management is handled by the
Treasury. Four countries (Ireland, Portugal, Sweden,



and the United Kingdom) have located their debt
agencies outside the Ministry of Finance in that these
agencies are from an organizational point of view not
directly part of the ministry (Table 1.2). These agen-
cies also have some independence regarding staffing
policies, and they are physically located in offices out-
side the ministry. However, they report to and their
activities are evaluated by the Council of Ministers or
the Ministry of Finance. For example, Portugal con-
solidated its debt management functions into a sepa-
rate debt agency in 1997. Before then, this activity had
been split between the Treasury Department (exter-
nal debt and treasury bills) and the Public Credit
Department (domestic debt, excluding the treasury
bills). In two countries (Denmark and India), the debt
management unit is located in the central bank. In
Denmark’s case, this reflects a consolidation of activi-
ties that had previously been split between the min-
istry and the central bank. In India, the central bank
manages domestic debt, and the Ministry of Finance
has responsibility for external debt.

All countries with a debt management unit in the
ministry of finance, except Slovenia, use the central
bank to conduct auctions in the domestic debt mar-
ket. This stands in contrast to those with separate
debt agencies, where all market contacts, including
the conduct of auctions, are handled by the agency.
In Sweden, even the acquisition of foreign currencies
in the market needed to service the external debt has
been shifted to the debt agency from the central
bank, starting in July 2002.

The rationale behind the different organiza-
tional structures differs across countries. For exam-
ple, although the United Kingdom and Denmark
both delegate the management of foreign currency
debt and foreign exchange reserves to the central
bank, they have taken different approaches in the
management debt. The United
Kingdom, which shifted domestic debt management

of domestic

from the central bank to a debt agency in 1998,
believes it is important to have separate objectives for
monetary policy and domestic debt management to
mitigate any perception that the debt management
might benefit from inside knowledge over the future
path of interest rates. Denmark, which moved debt
management functions from the Ministry of Finance
to the central bank in 1991, has in place strict fund-
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ing 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 financial markets within a single
authority. Moreover, because Danish interest rates are
largely determined by interest rate developments in
the euro area, the involvement of the Danish central
bank in domestic debt management is unlikely to
generate a perception that domestic debt manage-
ment benefits from inside information on the future
path of interest rates.

Ireland and Portugal, which both created sepa-
rate debt agencies (in 1990 and 1996, respectively),
highlighted the need to attract and retain staff with
the relevant skills and centralize all debt manage-
ment functions in one unit. Sweden, whose separate
debt agency was founded in 1789, notes the historical
reason and that the system provides a clear distribu-
tion of responsibilities between the parties con-
cerned. However, it also reflects a long-standing
tradition in Sweden of working with small ministries
responsible for policy decisions and delegating oper-
ational functions to agencies that have separate man-
agement teams and are at arm’s length from the
ministries.

Poland placed debt management activities in the
public debt department of the Ministry of Finance on
the grounds that at the very early stage of develop-
ment of its domestic financial market, when the tran-
sition to the free market economy had just begun,
that department had more instruments to support
development of the market, cooperate with other
regulatory institutions, and prepare an efficient legal
and infrastructure environment. New Zealand, which
also chose to set up a unit within the Ministry of
Finance (the New Zealand Debt Management Office
[NZDMOY]) instead of a separate debt agency, sug-
gested that important linkages would otherwise be
lost. In addition to debt-servicing forecasts for the
budget and other fiscal releases, the NZDMO pro-
vides a range of capital markets advice to other sec-
tions of Treasury.

The role of the parliament or congress in the
management of the debt, apart from delegating its
borrowing power, differs among the countries. In
Sweden, for example, the Parliament has stated the
objective of the central government debt manage-
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ment in an act, and the Council of Ministers is
obliged to send an annual report to the Parliament
evaluating the management of the debt. In Mexico,
the Congress approves the annual limit for net exter-
nal and domestic borrowing as well as the debt strat-
egy; the latter is scrutinized closely, because debt
management issues have been a contributing factor
to past financial crises in Mexico. At the end of the
year, the Mexican Congress also (through its auditing
organization) reviews the accounts and other specific
topics that are of interest to its members. In Ireland
and the United Kingdom, the chief executive of the
debt agency reports directly to the Parliament in the
presentation of the accounts.

Management of internal operations

Fifteen countries have separate front and back offices
for the management of the debt (Table 1.2). Twelve
countries, including all of the countries that actively
trade to profit from expected movements in interest
rates or exchange rates, have a separate middle
office, too (Table 1.2). From an operational risk point
of view, it is useful to have a separate middle office in
a debt unit where many transactions are being con-
ducted regularly. Its main functions are to ensure that
all transactions done by the front office are within
predetermined risk limits, assess the performance
(where relevant) of the front office’s trading against
a strategic benchmark portfolio, set proper opera-
tional procedures and ensure that they are followed,
and, in some countries, play a leading role in the
development of the debt management strategy.

Most of the surveyed countries have code-of-con-
duct and conflict-of-interest guidelines for the debt
management staff and business recovery procedures
in place (Table 1.2). Brazil has also created an Ethics
and Professional Conduct Committee.

Some countries, such as Ireland, New Zealand,
Portugal, Sweden, and the United Kingdom, have
boards that provide external input on specific areas
of expertise. In Ireland, the board assists and advises
the National Treasury Management Agency (NTMA)
(the Irish debt agency) on matters referred to it by
the NTMA. In New Zealand, the board has a quality
assurance role. It oversees the NZDMO’s activities,
the risk management framework, and the business

plan, and reports directly to the Secretary of the
Treasury. In Portugal, it plays an advisory role on
strategic matters. Sweden has a decision-making
board, chaired by the Director General of the SNDO.
Of the external members, four are members of
Parliament and the other three have professional
experience as economists. In the United Kingdom,
the board advises the DMO’s senior management on
strategic, operational, and management issues, but
only in an advisory capacity because it has no formal
decision-making role.

Many debt managers noted that they are con-
fronted with significant challenges in attracting and
retaining staff because of 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 func-
tion from the ministry of finance to either the central
bank or to a separate debt agency. To alleviate this
problem, many countries have sought to offer their
staff challenging and interesting tasks, good training,
and further education. Brazil, for instance, offers a
graduate course in debt management. Slovenia also
supports postgraduate education through time-off
allowances and payment of tuition fees.

In all of the cases where management informa-
tion systems were discussed (Colombia, Denmark,
Ireland, Morocco, New Zealand, and Portugal),
countries have
approaches. Some have developed their own systems,
and others purchased off-the-shelf systems and cus-
tomized them to meet their particular needs. For
example, New Zealand relied on its own internally

experimented with different

developed system until the mid-1990s, when it
acquired a commercial system. However, significant
customization was required, and work on it has con-
tinued over the years to meet the NZDMO’s evolving
requirements.

Portugal provides an example of a strategy to
reduce operational risk. When the Portuguese debt
agency was created, an analysis of operational risk led
to the adoption of an organizational structure based
on the financial industry standard of front, middle,
and back office areas with clearly segregated func-
tions and responsibilities. It has since been a focus of
attention by means of three main initiatives, namely a
significant investment in information technology



(IT) (including the purchase of a management infor-
mation system), followed by the development of a
manual of internal operating procedures, and finally
attracting and retaining specialized expertise. In the
future, these measures will be supplemented with an
internal auditing function to complement the exter-
nal auditing that is already done by the Audit Court.

Implementation considerations

The case studies show that only four countries
(Ireland, Portugal, Sweden, and the United
Kingdom), all highly developed and with well-func-
tioning domestic capital markets, have created sepa-
rate 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, is that 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 has the time to focus on debt management
issues. When debt management is part of the ministry
of finance or central bank, there is a risk that debt
management policy could be a secondary considera-
tion. This focus fosters professionalism and gives debt
management staff attention from top management,
which together with competitive salaries, makes it eas-
ier to hire and retain skilled staff. 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 inter-
nal governance, accountability, and transparency
mechanisms to ensure that the agency performs as
expected and is held accountable for decisions within
its remit.

This is not to say that every country should have
a separate debt agency. A common argument for
placing the debt office in the ministry of finance is
the importance of maintaining key linkages to other
parts of the government, such as budget and fiscal
policy. Especially in countries with less developed
financial markets, coordination of debt management
policy with that of fiscal and monetary policy is of
such importance that centralization of responsibili-
ties either in the ministry of finance or the central
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bank often makes sense. Moreover, even when sepa-
rate, the debt agency always reports to the council of
ministers (cabinet) or ministry of finance, which
decides on the debt management strategy and evalu-
ates the work of the debt agency. To fulfill these
duties, the ministry of Finance may also find it advan-
tageous to have some staff skilled in debt manage-
ment.

The role of the parliament or congress differs
among the countries, partly because of historical rea-
sons. However, if the legislature is the political body
that approves tax and spending measures, which is
normally the case, one could argue that it should also
approve overall borrowing by the government as well
as broad debt management policy issues, such as debt
limits and the objectives for managing debt, given
that the management of debt ultimately has signifi-
cant repercussions for future tax and spending levels.
Within these limits and policy objectives, the council
of ministers and debt managers should have suffi-
cient authority to implement the approved policies as
they deem appropriate, subject to being held
accountable for their actions by the legislature.

Debt Management Strategy

The guidelines in this section stress the importance
of monitoring and assessing the risks in the debt
structure, and they recommend that the financial
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 associ-
ated 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 financial
obligations when they fall due.

Application

Debt managers’ risk awareness is high, and most have
formal guidelines for managing market and credit
risk (see Table 1.2). However, the risks that countries
focus on vary depending on country-specific circum-
stances. For example, Colombia aims to limit the
exposure of its foreign currency debt portfolio to
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market shocks and international crises, whereas Italy
concentrates its efforts on reducing both interest rate
risk and rollover risk after having experienced gov-
ernment indebtedness levels that reached 124 per-
cent of GDP in 1994. Recent financial crises in Latin
America and Russia have shown that the manage-
ment of rollover risk is an especially important task
for many developing and emerging market countries.
An inability to roll over debt when markets are tur-
bulent can severely compound the effects of eco-
nomic and financial shocks.

The cases also show a trend toward using an ALM
framework, at least conceptually, to assess the risks
and cost of the debt portfolio by evaluating the extent
to which debtservice costs are correlated with gov-
ernment revenues and noninterest expenditures.b
One issue that arises is how to measure cost/risk. In
Portugal, for example, one of the objectives, stated in
the Portuguese Public Debt Law, is to ensure a bal-
anced distribution of debt costs over several years.
Against that background and with the focus on bud-
get volatility, the Portuguese debt agency has found it
useful to measure market risk on a cash-flow basis.
However, it is still working on the development and
implementation of an integrated budget-at-risk
(BaR) indicator for the debt portfolio. In Sweden,
the SNDO is using a cost-to-GDP ratio in its analysis of
the costs for different debt portfolios. This is a step in
the direction of ALM because the assumption here is
that the budget balance covaries with GDP via both
tax and expenditure channels. A debt portfolio with
a relatively stable cost-to-GDP ratio will thus con-
tribute to deficit (tax) smoothing.

Some countries also explicitly incorporate spe-
cific government assets and liabilities (such as foreign
exchange reserves and contingent liabilities) into an
overall risk management framework. Countries using
this approach, or which have started to look at it, are
Brazil, Denmark, New Zealand, and the United
Kingdom. They have found, for example, that usage
of such a framework highlights the benefits of coor-
dinating 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 United Kingdom,

foreign exchange reserves and foreign currency bor-
rowings are managed together by the Bank of
England using an ALM framework.

The debt management section of the Danish cen-
tral bank also manages the assets of the Social
Pension Fund. In managing interest rate risk, it inte-
grates assets and liabilities and monitors the duration
of the net debt. As a result, a reduction in the dura-
tion of net debt can be achieved by raising the dura-
tion of the asset portfolio. New Zealand, which has
been using the ALM approach for more than a
decade, created an Asset and Liability Management
Branch in the Treasury in 1997, of which the NZDMO
constitutes one part. The ALM strategy is implicitly
incorporated into the NZDMO'’s strategic objective to
maximize the long-term economic return on the gov-
ernment’s financial assets and debt in the context of
the government’s fiscal strategy, particularly its aver-
sion to risk. The objective has regard to both the bal-
ance sheet and fiscal implications of the debt strategy.
Going forward, debt strategy in New Zealand is likely
to be influenced by an analysis that is under way in
the Treasury and aimed at understanding the finan-
cial risks that exist throughout the government’s
operations, and how its balance sheet is likely to
change through time.

Debt management strategies, such as the selec-
tion of debt maturities and the choice between rais-
ing funds in domestic or foreign currencies, depend
to a large degree on the special circumstances in the
countries, such as the characteristics of the debt port-
folio, the vulnerability of the economy to economic
and financial shocks, and the stage of development of
the domestic debt market. Brazil, for example, which
before the Asian financial 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 to
achieve a quicker reduction in rollover risk. At that
time, investors were more willing to invest for the
longer term if the securities in question carried float-
ing-rate or inflation-indexed coupons than if they
were fixed for the tenor of the instrument. However,
the reduction in rollover risk came at the expense of
making Brazil’s debt dynamics more sensitive to
changes in interest rates. Before the onset of finan-
cial market turbulence in 2002, it also sought to



reduce its vulnerability to interest rate fluctuations by
extending the domestic yield curve and building up
cash reserves.

Mexico’s experience underlines the need for
sound macroeconomic policies, fiscal discipline, and
a prudent and consistent debt management policy. In
the wake of the 1994-95 financial crisis, when its pub-
lic finances were undermined by excessive reliance
on short-term, foreign currency-linked debt, the gov-
ernment has been actively promoting the develop-
ment of the domestic debt markets by introducing
new instruments and making the necessary regula-
tory adjustments 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 exchange rate risks by issuing a combina-
tion 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.

In Morocco, debt managers have sought to
reduce debt-service costs of the external debt by exer-
cising debt-equity swap options, triggering cancella-
tion and prepayment rights to retire onerous debt,
and by refinancing or revising interest rates as per-
mitted by the loan agreements. They also have a pol-
icy of promoting the development of the domestic
debt market so that more financing needs can be met
in domestic currency.

Turning now to the most developed countries,
the United States, for example, has sought to mini-
mize debtservice 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 predictabil-
ity in the financing program, issuing across the yield
curve to appeal to the broadest range of investors,
and aggregating all the financing needs of the central
government into one debt program. Portugal, a par-
ticipant in the euro area, has a strategy of building a
government yield curve of liquid bonds (at least 5
billion outstanding for each series) along different
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maturity points. Since 1999, every year the priority
has been to launch a new 10-year issue and, second,
to launch a new 5-year issue. As part of this strategy,
priority has been given to the development of effi-
cient primary and secondary treasury debt markets.
At the highest level, New Zealand’s strategy regarding
domestic debt management is to be transparent and
predictable. The NZDMO maintains a mix of fixed-
and floating-rate debt and a relatively even maturity
profile for debt across the 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.

Participation
Mechanism II (ERM II) for Denmark and prospective
EMU membership for Slovenia are important factors

in European Exchange Rate

in managing the exchange rate risk of debt issued by
these countries. Since 2001, all of Denmark’s foreign
currency exposure is in euros. In Slovenia, more than
90 percent of its foreign currency exposure is in euro.
Slovenia also issues euro-denominated bonds in its
domestic market to support the pricing of long-term
instruments issued by other Slovenian borrowers.

Although all countries pay close attention to the
cost/risk trade-off, some countries with stable
macroeconomic conditions, strong fiscal positions,
and well-developed domestic debt markets are in a
better position than others to pursue cost savings at
the expense of some increase in the riskiness of the
debt. Sweden, for instance, has decided to have a 2.7-
year duration target for its nominal debt, and
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, a view that debtservice cost savings can be
realized over time in an upward-sloping yield curve
environment; and third, a view that these countries
are generally well insulated from economic and
financial shocks because of their strong macroeco-
nomic policy frameworks.

The benefit of having well-functioning domestic
currency markets is also shown in cash management.
Most of the countries hold cash balances so that they
can honor their financial obligations on time, even
when their ability to raise funds in the market is tem-
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porarily curtailed or very costly. However, Sweden is
sufficiently secure in its ability to access markets at
any time that it has opted not to hold cash balances,
but instead rely completely on its ability to raise funds
in the market. To do that, it is also important to have
complete control over the government cash flows, so
that the timing of these flows can be managed
accordingly.

As will be discussed in more detail below, almost
all the surveyed countries are building up, or plan to
build up, liquid benchmark securities in their domes-
tic currency markets (Table 1.2). The most common
methods used to reduce the rollover risk associated
with large benchmark securities are buyback or bond-
switching operations near the maturity dates.

Countries typically adjust the financial character-
istics of their debt portfolios by adjusting the mix of
securities issued in their borrowing programs or by
repurchasing securities before they mature and
replacing them with new ones that better reflect its
cost/risk preferences. In addition, as indicated in
Table 1.2, half of the countries use financial deriva-
tives, mainly interest rate swaps and cross-currency
swaps, to separate funding decisions from portfolio
management decisions and adjust the risk character-
istics of their debt portfolios. However, this is not an
option available to all countries. Those with under-
developed domestic markets may not have access to
domestic derivatives markets, and those with weak
credit ratings may not be able to access global deriva-
tives markets at a reasonable cost. Moreover, there is
a need for careful management of the counter-party
risks associated with derivatives transactions.
Denmark, New Zealand, and Sweden, for example,
noted that they use credit exposure limits and collat-
eral agreements to reduce the credit (counter-party)
risks associated with these transactions.

Implementation considerations

The debt management strategies pursued by coun-
tries generally reflect their particular circumstances
and their own analysis of the risks associated with
their debt portfolios. Thus, it is not surprising that
the strategies pursued differ considerably across
countries. However, one element that seems to be
common across all countries, regardless of their stage

of development, is the focus on developing or main-
taining the efficiency of the domestic debt market as
a means of reducing excessive reliance on short-term
and foreign currency-linked debt. Another aspect
worthy of note is the move toward using an ALM
framework to assess the risks and costs of debt and
determine an appropriate debt structure.

Particularly for developing and emerging market
countries, the level of the debt and the soundness of
the macroeconomic policies are important con-
straints on the amount of discretion that countries
have in setting and pursuing their debt management
strategies. Regarding the debt level, decisive factors
are the central government’s capacity to generate tax
revenues and savings, as well as its sensitivity to exter-
nal shocks.

Risk Management Framework

The guidelines in this section recommend that a
framework should be developed to enable debt man-
agers to identify and manage the trade-offs between
expected costs and risks in the government debt port-
folio. They also 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 con-
tingent liabilities. In addition, they discuss the impor-
tance of managing the risks of taking market
positions.

Application

The framework used to trade off expected costs and
risks in 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 coun-
tries. Only a few (Brazil, Denmark, Colombia, New
Zealand, and Sweden) use stochastic simulations. For
example, New Zealand developed a stochastic simu-
lation model to improve its understanding of the
trade-off between the cost/risk associated with differ-
ent domestic debt portfolio structures. Most coun-
tries also use stress testing as a means to assess the
market risks in the debt portfolio and the robustness
of different issuance strategies. Stress testing is par-



ticularly important for the assessment of debt sus-
tainability.

Consistent with the ALM framework discussed
above, most countries measure cost on a cash-flow
basis over the medium to long term. This facilitates
an analysis of debt in terms of its budget impact. Risk
is typically measured in terms of the potential
increase in costs resulting from financial and other
shocks. Some countries, such as Brazil, Portugal, and
Sweden, are experimenting with measures such as
cost-to-GDP or concepts such as BaR to reflect the
explicit incorporation of a joint analysis of debt and
GDP or budget flows to shocks.

Four countries (Brazil, Colombia, Denmark, and
New Zealand) use “atrisk” models to quantify the
market risks. For example, Colombia uses a debt-ser-
vice-atrisk (DsaR) model to quantify the maximum
debt-service cost of the debt portfolio with 95 percent
likelihood. The methodology takes into considera-
tion the exposure to different market variables, such
as interest rates, exchange rates, and commodity
prices (24.5 percent of the debt is price indexed). For
managing the cost/risk dimensions of the debt port-
folio, the middle office presents a monthly report of
funding alternatives based on DsaR analysis. This
report compares the cost of the expected scenario
with the 95 percent risk scenario for each of the dif-
ferent funding alternatives. Denmark uses a cost-at-
risk (CaR) model to quantify the interest rate risk by
simulation of multiple interest scenarios. The model
analyzes different strategies, such as the issuing strat-
egy, the amount of buybacks, and the duration target.

Scope for active management

Among the countries in this survey, only Ireland, New
Zealand, Portugal, and Sweden actively manage their
debt portfolios to profit from expected movements in
interest rates and exchange rates. New Zealand and
Sweden limit the positions taken to the foreign cur-
rency portfolios, but Ireland and Portugal, being rel-
atively small players in the euro area, are prepared to
trade the euro segment of their debt. The arguments
for position taking vary, and it is worth noting that
these countries have centralized their debt manage-
ment activities outside the central bank. It might be
difficult for debt managers in the central bank to take
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active positions in the market because of concerns
that such actions may be seen to convey signals with
respect to other policies that affect financial markets.
New Zealand argues that temporary pricing imper-
fections sometimes occur, making it possible to gen-
erate profit from tactical trading. In addition, it
believes that tactical trading helps to build debt man-
agers’ understanding of how various markets operate
under a variety of circumstances, which improves the
NZDMO'’s management of the overall portfolio. For
example, it suggested that tactical trading enables it
to develop and maintain skills in analysis, decision
making under uncertainty, deal negotiations, and
deal closure. The immediate benefit is a reduced risk
of mistakes when transacting and the projection of a
more professional image to counter-parties. However,
itis important to make sure that tactical trading activ-
ities are properly controlled. At the outreach confer-
ence, it was noted that one country 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.

To mitigate the market risk associated with the
tactical trading, New Zealand uses both value-at-risk
(VaR) and stop-loss limits, the determination of
which is aided by stress tests of the portfolio. The VaR
is measured at a 95 percent confidence level relative
to notional benchmark portfolios or subportfolios,
which embody the approved strategy. Trading perfor-
mance is measured on a risk-adjusted basis, using a
notional risk capital for market, credit, and opera-
tional risk use. The risk-adjusted performance return
is defined as the net value added divided by the
notional risk capital.

Even if only a few countries are actively taking
positions in the market, most of them do try to take
advantage of pricing anomalies in the market. The
most common approach is to buy back illiquid bond
issues, financed through new issues in liquid bench-
mark securities. Another similar method, noted by
Morocco, is to refinance onerous bank loans by exer-
cising prepayment rights in the loan agreements and
refinancing the prepayments through new loans with
more favorable terms. Other examples include using
the swap market to achieve lower borrowing costs.
Ireland, for example, obtains cheaper short-term
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domestic currency funding by issuing commercial
paper denominated in U.S. dollars and swapping the
proceeds into euros, instead of raising euro-denomi-
nated funds.

Contingent liabilities

Most of the case studies did not comment on the
management of contingent liabilities.” Among the
countries that did, only Colombia, Morocco, New
Zealand, and Sweden seem to have an organizational
structure within the debt management unit or min-
istry of finance that facilitates the coordination of the
management of explicit financial guarantees with the
management of the debt. Such coordination is essen-
tial, because government guarantees have been sig-
nificant contributors to the public debt burden in
many developing and transition economies. At the
outreach conference, some countries noted that the
level of these guarantees is typically determined else-
where in the government, and their contingent
nature makes them very difficult to quantify.
However, others argued that although their valuation
is difficult, they should not be ignored. Consequently,
they recommended that these guarantees be borne in
mind when setting debt strategy, especially when con-
ducting stress tests of prospective strategies.

None of the countries surveyed appear to involve
debt managers in the management of implicit contin-
gent liabilities. The latter finding is not too surprising,
because these claims often arise in response to weak-
nesses in prudential supervision and regulation—
areas that are usually outside the scope of debt
management. Nonetheless, these claims can pose
major risks for governments, as evidenced by the costs
imposed on several countries in Asia and Latin
America in the 1990s, when governments were forced
to recapitalize failed banking systems. Thus, they need
to be judged in conjunction with other macroeco-
nomic risk factors. Similarly, national governments in
Argentina and Brazil found themselves unexpectedly
taking on significant liabilities when they had to
assume the liabilities of subnational governments that
had borrowed excessively. In Brazil’s case, controls
have since been placed on subnational government
borrowings, and these governments are repaying the

amounts refinanced by the national government. As
noted previously, the latter issue has led countries
such as Brazil and Colombia to set limits on subna-
tional government borrowing, and others regularly
monitor these borrowings and ensure that the subna-
tional governments in question have independent
sources of revenue to service their obligations.

Implementation considerations

Most of the countries in the case studies rely on
fairly simple models to assess the trade-offs between
expected costs and risks in the debt portfolios. Some
countries may lack enough data needed to run more
complicated models. It is also important to bear in
mind that the usefulness of all models depends to a
large degree on the quality of the data used as
inputs and the assumptions that underpin the
model. The latter may behave differently in extreme
situations, can change over time, and can be influ-
enced 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 model. These should be carefully described
and understood when results are applied in the
decision-making process.

Developing and Maintaining an Efficient
Market for Government Securities

Most of the guidelines in this section focus on the
benefits of governments raising funds using market-
based mechanisms in a transparent and predictable
fashion, and the merits of a broad investor base for
their obligations. Others discuss the benefits of gov-
ernments and central banks working with market
participants to promote the development of
resilient secondary markets and the need for sound
clearing and settlement systems to handle transac-
tions involving government securities. Further infor-
mation 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 2001.8



Application

Primary market

Most of the countries surveyed use similar techniques
for issuing government securities in the domestic
market in that all of them except Denmark use pre-
announced auctions to issue debt. Most also use mul-
tiple-price auction formats for conventional securities
and, in some cases, uniform-price formats to issue
inflation-indexed instruments, although the U.S.
Treasury now issues all of its securities using uniform-
price auctions. It shifted away from multiple-price
auctions after evidence showed that the range of suc-
cessful bidders tended to be broader in uniform-price
auctions, and that bidders tend to bid more aggres-
sively as a result of a reduction in the so-called win-
ner’s curse (the risk that a successful bidder will pay
more than the common market value of the security
in the postauction secondary market).

The advent of the euro has led to significant
changes in the debt management practices of some
smaller EMU members. For example, Portugal now
uses syndications to launch the first tranche of each
new bond, because this tranche corresponds to
around 40 percent of the targeted final amount to be
issued. It believes that as a small player in the euro
government bond market, syndications help it to
achieve more control over the issue price and help to
foster a broader diversification of the investor base.
Auctions are then used for future issues of the same
security.

When borrowing in foreign markets, most coun-
tries rely on underwriting syndicates to help them
price and place securities with foreign investors,
because these borrowings are usually not undertaken
in sufficient volume or on a regular enough basis to
warrant the use of an auction technique. However,
some countries, such as Sweden and the United
Kingdom, have found it more cost-effective to sepa-
rate funding decisions from portfolio decisions by
using financial derivatives and raise foreign currency
funds by issuing more domestic currency debt and
swapping it into foreign currency obligations—a
technique that has the added benefit of helping to
maintain large issuance volumes in domestic markets
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when domestic borrowing requirements are modest.
The largest industrial countries—the United States
and Japan—have a long-standing policy of issuing
only domestic currency—denominated securities in
their domestic markets and avoid raising funds off-
shore. Potential EMU members, such as Poland and
Slovenia, and the ERM II participant, Denmark, pre-
fer to issue euro-denominated securities when raising
external financing, because these would ultimately
become domestic currency instruments if they join
the EMU.

Most countries have taken steps to increase the
transparency of the auction process in the domestic
market to reduce the amount of uncertainty in the
primary market and achieve lower borrowing costs.
Almost all countries preannounce their borrowing
plans and auction schedules (Table 1.2) so that
prospective investors can adjust their portfolios
ahead of time to make room for new issues of gov-
ernment securities, and the rules and regulations gov-
erning the auctions and the roles and responsibilities
of primary dealers are publicly disclosed so that mar-
ket participants fully understand the rules of the
game. For example, in Brazil and Poland, the basic
rules for treasury bills and bond issuance are covered
by ordinances issued by the minister of finance, and
the details of specific issues are described in Letters
of Issue published on the ministry’s web site. Dates of
auctions are announced at the beginning of each
year in Poland and monthly in Brazil, and a calendar
is maintained on the ministry’s web site. Two days
before the tender in Poland, detailed information on
the forthcoming auction is made available on the web
site and through Reuters.

Auction processes are also becoming more effi-
cient as countries automate their auction processes
and explore the possibility of using the Internet to
issue securities. For example, Ireland and Portugal
their
Bloomberg auction system, which has reduced the

conduct auctions using the electronic
lag between the close of bidding to the release of auc-
tion results to less than 15 minutes. Among emerging
market and developing countries, India and Jamaica
have moved to introduce electronic bidding in their
debt auctions, and Brazil, besides using electronic

bidding in its debt auctions since September 1996,
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began issuing securities to small investors over the
Internet in January 2002.

Countries are also taking steps to remove regula-
tions that have created captive investor classes and
distorted auction outcomes, and only one country
reported limits on foreign participation in auctions
(Table I1.2). Such regulations have been a particular
problem in many emerging market and developing
countries, especially where prudential regulations
required some institutions to hold a prescribed por-
tion of their assets in government securities. As a
result, Morocco and South Africa, for example, took
steps to gradually remove these requirements and
broaden the base of investors that hold government
securities. Although the removal of these require-
ments 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
deeper and more liquid domestic market for govern-
ment securities. This should result in debt-service
cost savings over time as the government is better
positioned to implement its preferred debt structure.

One issue of debate is over the merits of using pri-
mary dealers to support the issuance of securities in
the domestic market.? According to Table 1.2, 13
countries surveyed have introduced primary dealer
systems on the grounds that these institutions help to
ensure that auctions are well bid, that there is a regu-
lar source of liquidity for the secondary market, and
they have found that primary dealers can be a useful
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 dealer system offering spe-
cial privileges can help to encourage market partici-
pants to play a role in the development of the market
as a whole, especially when the market is at an early
stage of development. However, there are several
industrial countries—Denmark, Japan, and New
Zealand—that have not found it necessary to intro-
duce a primary dealer system. Indeed, at the outreach
conference, one country noted that its borrowing
costs declined significantly after it abolished its pri-
mary dealer system. Similarly, some developing and
emerging market countries have questioned the ben-
efits of introducing primary dealer systems because
their markets are too small, and the number of mar-

ket participants too few, to warrant such a system.
Thus, they have been prepared to let the secondary
market participants themselves determine which of
them can profit from playing the role of market
maker in the secondary market. Moreover, some
countries that have primary dealer systems, such as
the United States, do not restrict access to the auc-
tions to primary dealers, but also allow other market
participants to bid, provided they have a payment
mechanism in place to facilitate settlement of their
auction obligations. Consequently, each country
needs to evaluate its own situation in deciding
whether the potential benefits of a primary dealer sys-
tem outweigh the costs. The trade-off will likely
depend on the state of financial market development,
and some countries may not need to offer special priv-
ileges to encourage market participants to take the
lead in developing the market.

To foster deep and liquid markets for their secu-
rities, most governments have taken steps to mini-
mize the fragmentation of their debt stock. Sixteen
countries reported that they strive to build a limited
number of benchmark securities at key points along
the yield curve (Table 1.2). They generally use a mix-
ture of conventional treasury bills and coupon-bear-
ing bonds that are devoid of embedded option
features. These benchmark securities are typically
constructed by issuing the same security over the
course of several auctions (“reopenings”) and, in
some cases, by repurchasing older issues before matu-
rity that are no longer actively traded in the market.
Extending the yield curve for fixed-rate instruments
beyond a limited number of shortterm tenors has
posed a major challenge for countries that have had
a history of weak macroeconomic policy settings.
Consequently, Colombia, Jamaica, and
Mexico, for example, have sought to extend the
maturity of their debt by initially offering securities
that are indexed to inflation or an exchange rate

Brazil,

until such time as they can develop investor interest
in longer-term fixed-rate securities.

Despite the desire to minimize the fragmentation
of the debt stock, some industrial 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 devel-
oping countries, where such instruments are thought



to be a useful device for extending the yield curve,
the attraction of these instruments for industrial
countries and South Africa is that they have enabled
some of them to reduce borrowing costs by avoiding
the need to compensate investors for the inflation
uncertainty premium that is thought to exist in nom-
inal bond yields. This was especially true when these
programs were first launched, because, in many
cases, the spread between nominal and inflation-
indexed yields at that time (an indicator of the mar-
ket’s expectations for future inflation) tended to be
above the central bank’s stated inflation objective,
even though the inflation-indexed securities were less
liquid than their nominal counterparts. They also
help to reduce the total risk embedded in the debt
stock, because the debt-service costs of inflation-
indexed securities are not highly correlated with
those for conventional securities.!® That said, most
countries have found it difficult to develop a liquid
secondary market for inflation-indexed securities,
implying that the yields paid by governments may
include a premium to compensate investors for their
lack of liquidity.

In situations where domestic borrowing require-
ments are modest or declining over time in response
to fiscal surpluses, debt managers in Brazil, Denmark,
Ireland, New Zealand, South Africa, Sweden, the
United Kingdom, and, to a lesser extent, the United
States have repurchased securities that are no longer
being actively traded in the market to maximize the
size of new debt issues, and they will often offer to
exchange older securities for newly issued bench-
mark securities of similar terms-to-maturity. This
helps to minimize debt-stock fragmentation and con-
centrate market liquidity in a small number of secu-
rities, thereby helping to ensure that they can still be
actively traded even though the total debt outstand-
ing may be on the decline. The United Kingdom has
also sought to maintain new issuance volumes in the
bond market in a period of fiscal surpluses by allow-
ing its holdings of financial assets to rise temporarily
when it received an unexpectedly large injection of
cash from the sale of mobile phone licenses. In addi-
tion, Denmark, Sweden, and the United Kingdom
offer market participants a facility to borrow tem-
porarily or obtain by repo specific securities that are
in short supply in the market, albeit at penalty inter-
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est rates, to ensure that the government securities
market is not unduly affected by pricing distortions in
the market.

The countries surveyed also maintain an active
investor relations program, whereby they meet regu-
larly with major market participants to discuss gov-
ernment funding
developments and examine ways in which the pri-
mary market can be improved. Such a program, with

requirements and market

appropriate staff and a public presence, has proven
to be very helpful in assisting countries manage their
debt in times of stress and in conveying messages on
the government’s economic and financial policies to
domestic and foreign creditors. For example, South
African authorities operate an investor relations pro-
gram in which debt management officials conduct
road shows to meet investors, primary dealers, and
other financial institutions and explain developments
in the South African market and government
finances. Similarly, Japan and Denmark’s investor
relations programs enable debt managers to main-
tain regular and close contact with the financial com-
munity. This is considered to be an important
channel in both countries for building investor
understanding of the government’s financial situa-
tion and debt management operations, and the pro-
grams are given high priority in these countries’ debt
management activities. Market participants in both
countries are given an opportunity through regular
meetings with debt management officials to discuss
the management of the government debt, including
the potential need for changes to or the introduc-
tions of new financial instruments.

In the wake of Argentina’s debt default in 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 majority voting rules,
attached to them. Indeed, as indicated in its
September 28, 2002, communiqué, the IMFC encour-
aged the official community, the private sector, and
sovereign debt issuers to continue work on develop-
ing collective action clauses and promote their use in
international sovereign bond issues. According to the
data presented in Table 1.2, six countries (Brazil,
Denmark, Slovenia, Sweden, Poland, and the United
Kingdom) have introduced them for some securities
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issued in international markets, but none have
attached them to their domestic debt. The ability of a
country to attach collective action clauses to its inter-
national debt issues depends on the practice and laws
in the market where the security is issued. For exam-
ple, Slovenia and Sweden have attached these clauses
to debt issued in the eurobond market, which is gov-
erned by British law. However, these clauses are not
attached to securities issued in some other markets,
such as Germany and the state of New York.

Secondary market

Debt managers in many countries actively work with
market participants and other stakeholders to
improve the functioning of the secondary market for
government securities. For example, authorities in
Italy, Poland, Portugal, Sweden, and the United
Kingdom have introduced primary dealer systems
and have worked closely with market participants to
promote electronic trading of government securities.
In addition, debt managers in India and Italy have
worked with other interested parties to alleviate dis-
tortions caused by the tax treatment of returns on
government securities. And those in Japan, New
Zealand, South Africa, and the United Kingdom have
worked with market participants to develop ancillary
markets, such as futures, repo, and strips markets that
help to deepen the government securities market.

Given the importance of sound clearing and set-
tlement systems to the functioning of the government
securities market, it is not surprising to find that
many debt managers have been working with the rel-
evant stakeholders to improve the systems in their
countries. For example, in Brazil, Japan, and Poland,
debt managers helped champion the introduction of
real-time gross settlement for government securities
transactions. In India, the central bank helped estab-
lish a central counter-party for the settlement of out-
right and repo transactions in government securities,
which is expected to lead to substantial growth in
trading activity in these markets. Also, to increase the
efficiency of secondary market trading, the Jamaican
authorities are working with market participants to
dematerialize government securities within the cen-
tral depository.

Implementation considerations

Although the preceding discussion suggests that
there are a number 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-spe-
cific circumstances. Nonetheless, the experience of
developing these markets in many countries demon-
strates the importance of having a sound macroeco-
nomic and fiscal policy framework in place so that
investors are willing to hold government securities
without fear that their investment returns will be
unexpectedly eroded by inflation or debt sustainabil-
ity concerns.

Countries seeking to develop their domestic
markets should also take heed that attempts to
develop a market for government securities across
the yield 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 as a result of weak
macroeconomic conditions, and, in some situations,
the effect on debt sustainability of incurring extra
debt-service costs could be very severe, or investors
may simply be unwilling to purchase this debt. Thus,
debt managers need to decide on a case-by-case basis
whether the benefits outweigh the costs. In addition,
to ensure a well-functioning market, debt should be
issued in a predictable fashion, using standardized
instruments and practices, so that the issuer’s behav-
ior does not disrupt market activity and investors can
become accustomed to the instruments that are
traded. Of course, situations may arise where it is
costly 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 auc-
tion. However, a demonstrated commitment to the
development of the market should, over time, con-
tribute to increased market liquidity and lower bor-
rowing costs.



Notes

1. Developing a well-functioning domestic financial market
also helps to improve the conduct of monetary policy. See A.
Carare, A. Schaechter, M. Stone, and M. Zelmer, “Establishing
Initial Conditions in Support of Inflation Targeting,” IMF
Working Paper 02/102 (Washington: International Monetary
Fund), 2002.

2. Issues surrounding the securities used by industrial coun-
tries’ central banks in their open market operations and held on
their balance sheets are discussed in M. Zelmer, “Monetary
Operations and Central Bank Balance Sheets in a World of
Limited Government Securities.” IMFPolicy Discussion Paper
01/7 (Washington: International Monetary Fund), 2001.

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

4. Information on the Polish experience can be found in P.
Ugolini, 1996. National Bank of Poland: The Road to Indirect
Instruments, IMFOccasional Paper No. 144 (Washington:
International Monetary Fund), 1996.

5. In Brazil, the central bank also has an opportunity to
comment ahead of time on the annual financing program, and
the government is legally prevented from borrowing directly from
the central bank.

6. Further information on ALM in the context of public
debt management can be found in: G. Wheeler, and F. Jensen
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Sound Practice in Sovereign Debt Management. (Washington: World
Bank), forthcoming.

7. Further information on the management of contingent
liabilities in a sovereign context can be found in H.P. Brixi and A.
Schick, eds., Government at Risk: Contingent Liabilities and Fiscal
Risk(Washington: World Bank), 2002.

8. World Bank and International Monetary Fund, Developing
Government Bond Markets: A Handbook (Washington), 2001.

9. Primary dealers are a group of dealers in government
securities designated by the authorities to play a role as specialist
intermediaries between the authorities and investors. They are
usually granted special bidding privileges in primary auctions of
government securities (and, in some cases, access to central bank
credit) in exchange for agreeing to ensure that the auctions are
fully subscribed and perform market-making functions in the sec-
ondary market.

10. A useful side benefit of issuing inflation-indexed securi-
ties is that central banks in countries that have such securities
have found that the spread between yields on nominal and infla-
tion-indexed debt can be a useful indicator of expected inflation
for the conduct of monetary policy. However, the reliability of
this indicator requires that the market for inflation-indexed secu-
rities be sufficiently liquid so that prices are not distorted by tech-
nical 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-
Indexed Bonds,” IMF Working Paper 97/12 (Washington:
International Monetary Fund), 1997.
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